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Economics: Principles and Problems is intended for use in full-year,, 
introductory college courses in general economics. It aims to explain the 
workings of our economic system in simple, straightforward fashion, and 
to place before the student the essential factors in economic maladjust- 
ments that seem to warrant special attention because of their significance 
in present-day economic life. 

In dealing with economic principles, our chief concern has been to 
present the subject clearly and interestingly. To this end we have intro- 
duced a good many illustrations from actual business practice, with the 
thought that economics should be taught with an abundance of concrete 
examples, and that genuine illustrations from the xvorld of business are 
more effective than hypothetical cases in gaining the interest and en- 
thusiasm of the student. It is our feeling that, in a book dealing with 
elementary economics, there is much to be said for emphasizing the fact 
that economic theory is, after all, simply an accurate description of 
principles that are utilized every day by enterprisers, landowners, wage 
earners, and capitalists. 

Our treatment of economic problems does not contain elaborately 
detailed statements of the development of the problems, nor does it in- 
clude pages crammed wdth statistics. While history and facts have a place 
in the study of economic problems, we believe that they may easily be 
overemphasized. Material of this kind has been introduced into the 
present work only when it has seemed likely to aid in the interpretation 
of a problem. What w^e have had in mind is that the student should have a 
chance, in the case of each problem, to know what the problem is and 
what might be done about it. The emphasis, then, is upon analysis and 
evaluation, rather than upon history and facts. In giving our own views of 
the “best” solutions of certain problems, we have done our best to avoid 
dogmatism. In every instance, we have stated the reasons why the solu- 
tion proposed appears to us to be the right one. 

Opinions differ as to whether the study of economic problems should 
be preceded by a study of economic principles, or whether the tu’^o types 
of approach should be combined. We have proceeded on the assumption 
that the latter method is the better, and have interwoven principles and 
problems in a way which will, we believe, open up the whole field of 
economics logically and interestingly, and will at the same time iixipress 
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upon the student a fact that is too often overlooked— namely, that 
economics is a subject that has practical, everyday significance. 

The authors of this book have been associated for many years in the 
teaching of introductory economics at the University of Pennsylvania, and 
in the preparation of the book they have been in almost daily conference. 
We believe that, as a result of this close association. Economics: Principles 
and Problems possesses a higher degree of unity than is ordinarily found 
in collaborations. 

It is our pleasant duty to express our obligation to Mrs. Margaret 
Gilfillaii for assistance in preparing the manuscript for the printer. 

Paul F. Gemmill 
Ralph H. Blodgett 

Philadelphia, March, 1931 . 




Economic changes that have taken place in the past ten years make it 
desirable to bring out a revised edition of Economics: Principles and 
Problems, The willingness of the publishers to reset the book completely 
has made it possible not only to make a thorough revision of the material 
of the second edition, but to give special attention to wartime and post- 
war developments. 

For aid in preparing this new edition, we are deeply indebted to former 
and present colleagues, and to the many teachers of economics who have 
given us the benefit of their experience wuth the first two editions of the 
book. For their friendly criticisms and suggestions we are most grateful. 

Paul F. Gemmill 
Ralph H. Blodgett 

January, 1948. 
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ECONOMICS IS THE SOCIAL SCIENCE THAT DESCRIBES MAN’s EFFORTS TO SATISFY 

his wants by utilizing the scarce fneans provided by nature. It deals with 
the trying situation that arises when a society faces, at one and the 
same time, a scarcity of goods and a multiplicity of human wants. The 
subject of economics undertakes to describe, analyze, and appraise the 
activities by means of which man tries to increase the quantity and quality 
of goods at his disposal, hoping in this way to reduce to a minimum the 
disparity between the things he wants and the things he can have. 

Two Methods of Approach. Some writers on economics find it con- 
venient to divide the subject into two general groups of items, the first 
consisting of economic principles and the second of economic problems. 
For certain purposes, this separation of principles and problems is very 
useful. However, there is no clean-cut line of demarcation between the two 
in actual economic life; and in the present work we shall deal with 
both phases of economics. But it will be well to bear in mind, throughout 
our study, that economic principles aim to describe the workings of our 
economic system, whereas economic problems deal with the maladjust- 
ments of economic life. Indeed, the purpose of this introductory chapter is 
to make clear the differences between these two methods of approach, and 
to point out some of the practical advantages of studying economic prin- 
ciples and problems. 

ECONOMIC PRINCIPLES 

T3ie Meaniiig of Economic Principles. We first note the fact that eco- 
nomic principles are sometimes referred to as economic laws, and again 
as economic theories. These three terms may be used interchangeably, 
for an economic principle^ or law, or theory is always a statement of a 
relationship that exists in the world of economic affairs. Thus, we have 
such laws as the Law of Diminishing Returns, the Law of Supply and 
Demand, and the Law of Comparative Advantage, each of w^hich tells 
how may expect certain economic forces to work, under certain 
stipulated conditions. 

A Comparison with: Other : S The laws of economics are com- 

parable to the laws of other social sciences, and of the physical sciences 

S 
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as well, in that they are generalizations which apply only when the con- 
ditions set forth have been realized. They describe, therefore, the way 
our economic system tcjids to operate, and not the way it operates in a 
specific instance. 

In the physical sciences there are some laws which actually work out 
in the laboratory, but not elsewhere, since only in the laboratory are 
found the precise conditions specified in these laws. For example, the 
perfect vacuum which is needed for the faultless operation of certain 
laws of physics does not exist outside the physics laboratory; and, in like 
manner, the perfect competition assumed in the economist’s treatment of 
supply and demand is never more than approximately realized in actual 
economic life. 

Theory and Practice. This point may well be emphasized, for a good 
many people seem disposed to think of the laws of economics—and of 
other sciences-as being “good in theory, but poor in practice.” They 
point out that, in this case and that, a particular law did not ‘Vork.” 
Of course, a law which fails to work is a very bad law indeed. However, 
an investigation of the good-theory-but-poor-practice criticism usually re- 
veals the fact that the critics have not grasped the full meaning of the 
theory which they attack— that they have read into a given economic 
law something which in reality was not there, or have overlooked an 
essential part of the statement. It is scarcely fair to condemn a law for 
not working out in practice if the conditions definitely specified in the 
law have not been met. The theory that a combination of red and yellow 
makes orange is not disproved when one mixes red and white and 
shows that the mixture is not orange but pink— for this latter combina- 
tion fails to meet the conditions stated in the theory. Nor is an economic 
law disproved until it is shown that it fails to work out under the exact 
conditions set forth in the statement of the law. 

Economic theories sometimes appear to be artificial, for the reason 
that the conditions of economic life vary widely and are ever-changing. 
The point is well illustrated in the economist’s frequent assumption of 
perfect competition. We have already said that this condition is never 
more than approximately realized in actual economic life. It is probable 
that there are, in the world of business, conditions which range ail the 
way from perfect competition to complete monopoly. But since it is out 
of the question to devise a statement that will describe all of these 
varied conditions, the economist ordinarily states in his theory what may 
be expected to happen under conditions oi perfect competition ox cont’ 
plete monopoly^ In doing this, he assumes, of course, that those who at- 


^ We are not overlooking the fact that writers on economics sometimes undertake 
to analyze economic relationships under conditions oi imperfect competition. 
of such analysis, as applied to the determination of individual prices, will be found 
in chap* 16. 
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tempt to apply the theory to specific instances will make due allowance 
for whatever deviations there may be from the stipulated conditions. 

The Development of Scientific Laws. The principles of economics are 
developed in much the same way as the laws of physics, chemistry, 
astronomy, and other sciences are developed; that is, they evolve through 
a process of observatio7ij, statement, and repeated retesting. Physicists, 
chemists, and astronomers do not lean back in easy chairs, go off into 
trances, and in this way arrive at the theories we find in works on these 
subjects. Instead, they make observations, using for the purpose whatr 
ever scientific tools they have been able to develop, and after a careful 
study of the facts they have observ^ed they finally arrive at conclusions 
which are known as theories, principles, or laws. 

In like manner, the economist examines the facts of economic life. 
He notes that a given set of conditions appears to bring certain results. 
Having made this observation several times, he begins to suspect that 
there is a causal relationship between the conditions observed and the 
consequences that follow. He may even feel justified in drawing up a 
tentative statement, setting forth the idea that a given set of conditions 
may be expected to lead to a given result. However, he will not be con- 
tent with this statement, or be likely to make it public, until he has 
extended his investigations and found that in a large number of in- 
stances— and not once only, or a few times— the conditions described 
bring about the consequences which his earlier experiments had led him 
to expect. 

Thus, by observation and statement and repeated retesting, an eco- 
nomic theory is evolved. It is fair to say that most economic theories of 
the present day have undergone very considerable modifications before 
arriving at their current stage of evolution. When a theory is made 
public by an economist, it immediately becomes the target at which 
other economists are likely to begin shooting. This, indeed, is a fortu- 
nate situation. Not only does the probability of criticism lead economic 
thinkers to make sure of their ground before making their theories 
public, but the attacks upon and defense of economic theories have 
the effect of refining the original statements. Through a free and open 
discussion of this kind the statements usually are either discarded as 
unsatisfactory or reworded so as to be generally acceptable to a large 
number of economic thinkers. When economic statements such as these 
have stood the test of years, holding up under the attacks of those who 
propose contrary theories, they are commonly referred to as economic 
theories, principles, or laws. 

Practical Uses for Theory. An economic theory is usually a brief state- 
ment, and yet many pages of print may be required to explain it clearly. 
This indicates that a theory is simply a sort of shorthand statement of 
what is often a very complicated situation. It must be remembered, how 
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ever, that it is a statement of a relationship which can be expected to work 
out in practice under the stated conditions. 

From what we have just said, it should be clear that economic principles 
or laws may have practical significance, and that a knowledge of economic 
theory may be useful, just as a knowledge of the laws of physics, chemistry, 
astronomy, music, or painting may be useful One of the valuable features 
of theories is the fact that they represent relationships which Jiave been 
arrived at (as we have already seen) through the scientific process of obser- 
vation and repeated retesting. By accepting theories as established facts, we 
may use them as “starting points” and then proceed to build upon them. 

An excellent illustration of building upon established facts may be 
found in a fascinating volume which tells of man’s search for informa- 
tion about microbes.^ In this book the author traces the process through 
which we have acquired the knowledge which now enables us to con- 
trol, to a large extent, the activities of harmful microbes. There was, 
first of all, the scientific discovery of the existence of these animal 
organisms. This was followed by the work of another scientist who 
learned the method by which microbes are propagated. Building upon 
this knowledge came the labor of many scientists who isolated specific 
microbes and discovered the particular human ailments for which these 
microbes were responsible. And still later followed the investigations 
of others who, by careful observation sometimes extended over a period 
of many years, learned how to destroy these parasites without at the 
same time injuring their human hosts. The work of these later scientists, 
which has been of the utmost significance in stamping out certain dread 
diseases, would have been impossible without the pioneer work done 
by those earlier microbe hunters, who not only made careful investiga- 
tions but set down the results of their investigations in the form of 
principles. 

Another example of building upon the work of others is found in the 
development of the earth-inductor compass, which Charles A. Lindbergh 
carried with him in his memorable transatlantic flight, and which he 
said made possible this remarkable non-stop trip across the ocean. This 
compass, which enabled the flyer to pursue his course even though he 
was out of sight of land, is an instrument built by two scientists who em- 
ployed in its construction certain previously discovered and stated laws 
of physics. 

Finally, it may be mentioned in this connection that Beethoven was 
stone-deaf when he wrote some of his most delightful compositions. At 
first thought, it might seem absurd that a man should be able to com- 
pose music that would thrill later generations, without himself being 
able to hear a single note. But Beethoven’s deafness was not enough to 
stop his career as a great composer. For he knew the theory of musical 

« Paul de Kruif, Microbe Hunters, New York, Harcourt, Brace & Company, Inc., 1926. 
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composition, and, armed with this knowledge, he found it possible to 
write some of his greatest works, including his famous Ninth Symphony, 
after he had suffered the total loss of physical hearing. 

Economic Principles in Business Practice. In the field of business, also, 
a knowledge of principles may have practical value, both to the in- 
dividual enterpriser and to society as a whole. Its value to the business 
man is illustrated in the application of industrial manage?ne?it. Industrial 
management is a modern attempt to substitute definite knowledge, based 
upon careful investigation and repeated tests, for the '‘rule-of-thumb’*’ 
methods, or guesswork, upon which many business men have relied in the 
past. And just as the use of these scientific principles has proved profitable 
to individual business men, so also the knowledge and use of economic 
principles by groups of people— say, by nations— may pay large dividends 
in the form of high standards of living. That country which gives due 
attention to the principle of specialization, the principles of money and 
credit, and the principles of international trade— to mention but a few 
phases of economic theory which we shall examine— will unquestionably 
find itself better off than other countries, similarly situated as regards eco- 
nomic advantages, which persist in ignoring the established laws of 
economics. 


ECONOMIC PROBLEMS 

The rise of the factory system, which introduced the use of large 
quantities of capital and the application of mechanical power into indus- 
trial processes, dates from the last quarter of the eighteenth century. 
“Other times, other customs,” runs the proverb; and there can be no ques- 
tion that the “other times” in which we live today have brought with them 
decidedly “other customs,” so far as economic life is concerned. Among 
other things, we have moved from a simple economic system into one that 
is most complex. The hand process has become the machine process, in- 
dustidal occupations have become highly specialized, and the independent 
artisan who was once his ovm master is now likely to be a factory worker 
directed by a foreman, who takes orders from a superintendent, who is 
responsible to a general manager, who, in turn, is under the control of the 
board of directors and ultimately of a group of stockholders. 

In economic life, as in other forms of human activity, changes that are 
made in the name of progress are often opposed by those who see in the 
proposed changes a threat to their individual self-interest or to social 
welfare. The introduction of the power loom was effected only by beat- 
ing down the objections, and in some cases the persons, of the hand 
weavers. The movement for free public schools had to overcome the op- 
position of owners of private schools who feared competition, and of 
taxpayers who disliked the mcreased levies necessitated by this social 
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project. Anti-trust legislation has been championed by those who regard 
great combinations as a menace to the public good, and condemned by 
the champions of laissez faire^ and those who stand to benefit through 
monopoly control. 

Changes in the economic world almost inevitably bring gains to some 
persons and losses to others, and, consequently, economic changes give 
rise to what we call economic problems. Since changes are gontinually 
occurring in a growing economic society, we are faced, year by year, 
with economic problems old and new— the old ones returning from 
temporary retirement to plague us, and the new arising out of fresh 
combinations of circumstances and challenging us to solve them if we can. 

The Nature of Economic Problems. The existence of an economic 
problem means the presence of conditions in which the interests of some 
persons are being affected adversely. Since, in the study of economics, we 
look at matters from the social point of view, we may define an economic 
problem as a maladjustment in economic conditions which results in loss 
to a considerable number of members of society. No one who is informed 
on events of the day will question that such maladjustments do exist, and 
that they often lead to serious consequences. Violent fluctuations in the 
general level of prices, involuntary idleness on the part of some millions 
of workers, the stoppage of streetcar or train service by reason of a strike, 
the wasteful exploitation of coal and petroleum resources— these are a 
few of the major maladjustments of twentieth-century economic life that 
still await solution. They are taken from the long list of economic problems 
that confront us, and that bring to some members of society a sense of 
economic injustice and insecurity as well as standards of living lower than 
we should have if we disposed effectively of these maladjustments. 

We have referred to the fact that, as students of economics, we examine 
conditions from the social rather than the individual point of view. We 
are interested in studying our economic relationships with the primary 
purpose of determining their effects upon society, and not upon isolated 
individuals only. Because economists adopt the social outlook, the study 
of economics is rightly classified as a social science. And we shall find that 
many of the problems that we examine are not economic problems pure 
and siniple, but are related, in greater or lesser degree, to other social 
sciences as well. The problem of population, for example, is an economic 
problem, by reason of the relationship between population and wages; but 
it is also a problem in sociology, because of the relationship of popula- 
tion to the family, which is a social institution; and, finally, it is a political 
problem as well, through its connection with immigration. Few persons 
would dispute the statement that the tariff problem is both economic 
and political, or that the problem of poverty may be said to fall within 

•^Tlie meaning of this term, as it is used in the literature of economics, will be ex- 
plained in chap. 4. 
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the province of economics, sociology, and political science, and not within, 
the scope of only one of these fields. 

Interrelationships of Social Problems. Since many of the problems of 
today are related to several fields of social science, it is sometimes 
possible to find a remedy for one phase of a given problem while other 
phases go unsolved. The Negro problem, for example, was solved in part 
by the freeing of the American slaves. But the abolition of slavery in 
this country did not solve the Negro problem in its entirety. Its eco- 
nomic phase was not remedied by this step. Indeed, freedom increased* 
rather than decreased the economic difficulties of the Negro; and so 
serious is the present economic maladjustment of the American Negro 
that large numbers of our colored population are living under conditions 
which cannot, with any degree of reasonableness, be considered an 
“American standard of living.” The emancipation of the slaves introduced, 
moreover, a brand new political phase of the Negro problem; for with 
freedom came the question of the political status of this large group of 
citizens, which now comprises about 15 per cent of our total population. 
This, then, is another phase of the Negro problem that remains un- 
solved. 

Yet another illustration of the complications of present-day social 
problems is to be found in the much discussed question of prohibition. 
Whatever one may think of the wisdom or unwisdom of attempting to 
discourage the use of alcoholic beverages through legislative measures, 
one cannot fail to see that the 18th Amendment and the Volstead Act 
brought upon us fresh social problems. The sudden closing of breweries 
and distilleries rendered practically worthless some millions of dollars’ 
worth of highly specialized capital, threw out of employment thousands 
of workers whose industrial lives had been spent in the liquor business, 
and destroyed the market for an appreciable part of certain grain crops. 
The political aspects of the problem are evident to everyone who fol- 
lowed the presidential campaigns of 1928 and 19S2, and the local elec- 
tions of more recent years. Other serious problems that arose, in part 
at least, from our attempts to solve the liquor problem by legislation, 
wer^ a loss of health and even life resulting from drinking poisonous 
“bootleg” liquors, and a growth in strength (in both numbers and im 
fluence) of the metropolitan gangs that prospered from the illicit manu- 
facture and sale of alcoholic beverages. We are not here considering the 
merits or demerits of either Negro slavery or prohibition, but merely in- 
dicating that out of an attempt to remedy a specific social problem 
maladjustments of other kinds often crop up. 

The Importance of Studying Economic Problems 

It seems most unlikely that anyone who has kept track of curreht 
'events; during .the... past: lew. decades.-, could doubt that .•economic, non- 
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siderations have been playing a leading role in local, national, and world 
affairs, or that they are destined to occupy center stage for many years 
to come. Are there wars and rumors of war? Then they are more likely 
than not to have an economic basis, and are certain in most instances to 
have far-reaching economic consequences. And if happily the paths that we 
follow are the paths of peace, even then we do not escape the necessity 
of dealing with economic problems, for business depression, gross economic 
inequality, financial inflation or deflation, and many other types of 
'economic maladjustment thrust themselves upon us from time to time. 
In these days of economic interdependence, he is indeed a mra avis whose 
lot is not affected by economic changes. We should be able, then, to 
assume an interest in economic problems on the part of all members of 
society. It will be worth our while, however, to indicate briefly several 
specific reasons for undertaking the study of this branch of economics. 

Economic Problems and the Business Man. The interest of the business 
man in economic problems is very often based upon self-interest. When 
an enterpriser is threatened by changes that would interfere with securing 
the land, labor, or capital needed in his business, with converting raw 
materials into finished products, with marketing his goods, or with re- 
taining for himself whatever income he is able to make his business 
yield, he is faced with the problem of combating these changes or adjust- 
ing himself to them once they have come upon him. That such changes 
do come must be clear to all who read the newspapers. We need not go 
far back in history to find instances of governmental restrictions being 
placed upon the supply of certain kinds of capital, such as raw rubber or 
tin; of ‘interference” in marketing, with Better Business Bureaus and 
similar organizations insisting that goods must measure up to the claims 
made for them; and of large percentages of profits and managerial wages 
being taken by the government, through excess profits taxes and income 
taxes. There can be no question that business men need to know the 
ins and outs of economic problems that relate to their particular enter- 
prises. 

It was a problem of this kind that confronted the United States Steel 
Corporation in 1921, when the United States first enacted legislation 
definitely restricting the volume of immigration to this country. The 
late Judge Gary, who was then president of the Steel Corporation, an- 
nounced publicly and in no uncertain terms that the erection of immigra- 
tion barriers would interfere greatly with the operations of his company, 
by excluding from admission to the United States large numbers of 
southern and southeastern Europeans, upon whom the steel companies of 
America depended for their supply of unskilled labor. According to Mr. 
Gary, a reduction in the number of laborers available for employment 
in the steel works of the country would inevitably result in higher 
wages, and, as a consequence, in higher prices for steel. A further pos- 
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sibiiity, not emphasized by Mr. Gary, was that of having smaller profits 
in the event that conditions of demand for steel should not make it feasible 
to increase the selling price of this product. In any case, there can be no 
doubt that Mr. Gary was genuinely interested in the problem of immigi'a- 
tion. 

Similarly, a prominent manufacturer of woolen goods was much in- 
terested in^ an economic problem during the presidential campaign of 
1928, and, indeed, was fearful that, through the election of a Democratic 
President and Democratic House and Senate, he would suffer seriou^. 
economic loss. He contended that the success of his business hinged 
upon the continuance of a high tariff on manufactured woolen goods, 
and that the Democrats, if they got into power, might indulge in so 
violent a downward revision of tariff rates that he would be unable to 
manufacture his product in competition with the foreign makers of 
similar goods.^ As matters developed, his fears proved to be without 
foundation; for the Democratic presidential candidate, before the close 
of the campaign, not only promised publicly not to tinker with the 
tariff in the event of his election, but also secured similar pledges from 
the Democratic members of Congress. The fact remains, however, that 
this manufacturer is typical of thousands of enterprisers whose attention 
has been directed to specific economic problems because these problems 
have threatened the successful operation of their respective businesses. 

Of a different sort was the interest manifested by a Philadelphia mer- 
chant in the problem of low wages. Though not much given to reading 
about social conditions, he one day learned from a magazine article that 
the minimum income on which a family of average size could at that 
time live comfortably in Philadelphia was |2000. Upon consulting his 
payroll, he found that some of his own employees, who were the sole 
breadwinners of families even larger than the hypothetical family of four 
persons, were drawing annual wages as low as $1300. Genuinely con- 
cerned over the discrepancy between the wages he wras paying and the 
minimum estimates of budgeteers, he sought out specialists in the field 
of industrial economics in the hope of discovering a remedy for what he 
considered a very undesirable situation. Unfortunately, there appeared 
to be no satisfactory solution of this particular problem in an economic 
order based upon competition. The incident shows, nevertheless, that 
an understanding of economic problems is of significance to socially- 
minded business inen—business men whose interest in economic processes 

^The problem o£ the tariff is an important and continuing one, as we shall note in 
detail in chap. 40 (vol. 2). When, in 1947, the tariff on wool was reduced from 34 to 25.5 
cents a pound, the National Association of Wool Manufacturers pronounced this 
reduction '‘the most flagrant misuse of delegated Congressional authority ever witnessed 
in this country.” “No conceivable basis exists for saying that any of the existing rates 
were in any degree higher than necessary/* argued the Association. (The New York 
Times, December 1, 1947.) 
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is not limited to the possibility of extracting large profits from the opera- 

tion of tlieir enterprises. 

Economic Problems and Intelligent Citizenship. But the need for a 
working knowledge of economic problems is by no means confined to 
business men. In these days of large-scale collective action, the average 
citizen is called upon, time and again, to vote, directly or indirectly, on 
matters of the greatest economic significance. 

The end of World War II posed for the people of the United States 
^ whole series of important economic problems. Should this country 
yield to the appeal of Great Britain for a loan of some four billion 
dollars to be used in the rehabilitation of her run-down industrial plant? 
If so, should we exact an interest payment, or grant the loan free of 
interest? Or should we, perhaps, make the British an outright gift, rather 
than a loan, because of the widespread devastation of her physical assets 
suffered in the course of a war in which Britain and the United States 
fought in a common cause? 

Another post-war problem of the utmost significance was the retention 
or abandonment of the price controls that had been applied with con- 
siderable success for several years prior to the termination of fighting. 
Several very important business organizations urged an immediate return 
to the “free market,” in which prices would presumably be held in check 
by the interplay of supply and demand. But large numbers of American 
citizens, most of our academic economists, and the federal administration 
under the leadership of President Truman argued that the withdrawal of 
price controls, if it took place before a reconverted industrial system had 
had an opportunity to replenish depleted stocks of goods, might lead to 
disastrous inflation and a subsequent depression. 

If it should be said that these are exceptional cases, the point may be 
conceded cheerfully, but with the comment that we are being called 
upon continually to elect men to represent us in deciding important 
economic matters, and that w^e have some responsibility in seeing to it 
that we are properly represented. We have the privilege of advising our 
lawmakers from time to time, and of repudiating them when they come 
up for reelection if they have failed to do our bidding. But this privilege, 
if it is to be exercised, carries with it the obligation to offer sound advice or 
none at all, and the ability to advise intelligently rests upon an under- 
standing of the issues under consideration. Shall we change the tariff, and 
if so, shall we have an upward or downward revision? Shall we nationalize 
the railroads, as many nations have done, or leave them in the hands of 
private enterprisers? Shall we have socialized medicine for our citizens, ‘or 
continue to pay for medical service and hospitalization on a purely indi- 
vidual basis? Shall w^e yield to the ever-present demand for a lowering of 
federal taxes, or hold fast to high rates of taxation and use part of the 
revenue to reduce our enormous national debt? These are samples of 
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scores of economic problems of the present day that demand attention. 
We cannot afford to entrust their solution to lobbyists and professional 
politicians. Maladjustments that affect the public welfare, as most eco- 
nomic problems do, are worthy of the close study of every person who 
takes his citizenship seriously. 

Economic Problems and General Culture, But even to those who do 
not enthuse over the exercise of the franchise in the interests of eco- 
nomic reform, the study of economic problems may have some appeal 
as a matter of general culture. If culture is, as Webster says, “the train- 
ing, disciplining, or refining of the moral and intellectual nature,'' it 
would seem that an understanding of the causes of economic maladjust- 
ments and their effects upon the welfare of society might well be con- 
sidered a desirable part of one's cultural equipment. No one who has 
attempted seriously to analyze any of the major problems of economics 
today, will question that such analysis does contribute to the training 
and disciplining of one’s intellectual faculties; and it can scarcely be 
denied that a sincere attempt to set right the maladjustments that so 
mightily influence human welfare may do something to develop and 
“refine” one’s moral nature. 

Indeed, economic discourse has become so much a part of our everyday 
life that a man takes something of a chance if he leaves home without 
being prepared to hold his own in economic argument. Not only in the 
college classroom, but in the restaurant, on the train, or at the club, one 
is expected to know the best way to settle labor disputes and to have 
ready a plan for the expansion of world trade! We do not suggest that a 
study of general economic problems will enable one to attain a perfect 
grade in these encounters, but it should certainly help to improve one's 
score. The professional economist himself will sometimes admit that he 
does not have a sure remedy for every economic ill! But it is possible, in 
most instances, to get an insight into the nature of a given economic prob- 
lem and to learn something of the circumstances that have brought about 
the maladjustment; and it is often feasible to choose from among the 
proposed solutions of the problem the particular one which seems most 
likelj to relieve the situation, and to know why it appears to be superior 
to the others. 

It would be unreasonable, of course, to expect all of us to be as well 
versed in problems of an economic nature as the specialists. There is 
no need, however, for anyone to make the mistake of the business man 
who concluded that all organized workers were grafters because he had 
learned of crookedness in a particular union in his city, or to accept un- 
critically, as many persons have accepted, the editorial dictum that the 
nationalization of several important fields of economic life in England 
is necessarily unsound simply because it differs from the economic pro- 
cedure that has made America great. Not only does the study of eco- 
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iiomic problems provide one with a fund of interesting, inipoitant, 
current information, but it impresses upon one the complexity of certain 
problems xvliich on the surface may appear simple, and enables one to 
sift the wheat from the vast amount of economic chaff that nowadays 
finds its way into our newspapers and magazines. A little learning is 
proverbially a dangerous thing, but a moderate amount of time given to 
the critical analysis of economic problems will help to put one on 
guard against the acceptance of the snap judgments that are offered so 
ireely in conversation and print. 

The Feasibility of Altering Economic Conditions 

In the opening paragraph of an article in which he discussed the 
possibilities of world peace, Albert Einstein, the noted scientist, once 
said: '‘Let me begin by stating this political conviction: that the State 
exists for man, and not man for the State. The same may be said of 
economic institutions. This is an old principle, laid down by those who 
rated human personality as the highest of human values. I should 
hesitate to restate it if it were not constantly in danger of being for- 
gotten, especially in this era of organization and standardization.’' Choos- 
ing from this quotation the part that relates to our present inquiry, 
we indorse most heartily Professor Einstein's suggestion that economic 
institutions exist for man, and not man for economic institutions. Eco- 
nomic institutions, like other social institutions, have grown up because 
they have seemed to serve a useful purpose, and when they have out- 
lived their usefulness they can and should be either modified or eliminated. 

Man’s Control of Economic Conditions. And yet, there are many per- 
sons who appear to believe that economic forces are wholly beyond the 
control of man, and that economic institutions are sacred and must not 
be tampered with. When workers go on strike, either to force a wage in- 
crease or prevent a cut, we are likely to find editorial writers advancing 
the theory that wages are determined by conditions of supply and de- 
mand, that neither employers nor employees can do anything about it, 
and that it is consequently foolish of labor leaders to call strikes in the 
attempt to control wages. Now we may accept the statement that the 
conditions of supply and demand determine wages, and even agree^ that 
this will alw'ays be the case in a competitive society, without conceding 
that particular social groups are “in the fell clutch of circumstance" and 
must resign themselves to whatever wages— high or low— the gods may 
send. The truth of the matter is that wages will rise whenever the demand 
for labor is increased without increasing the supply, or the supply of 
labor decreased without decreasing the demand. As for economic institu- 
tions, there is every reason to believe that they can and will be changed 
whenever society deems a change desirable and takes the trouble to 
bring it about. A comparison of economic conditions today with those 
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of a century ago reveals the fact that the institution of private property, 
for example, which is thought by many to be a prime essential of our 
economic society, has undergone extensive modifications in this relatively 
short period. 

Some Attitudes Toward Economic Change. It is true, however, that 
there are many obstacles that must be overcome before any important 
economic change can be effected. One of the most persistent is the at> 
titude adopted by a surprisingly large number of persons, to the effect 
that there is no hope of bringing about reforms that involve changes in. 
human nature. This was obviously the view of the member of the 
Daughters of the American Revolution, who is quoted as saying: “Can 
any woman pray for peace more than I? ... But what can we do if it 
is ordained otherwdse? Human nature can never change. Wars can never 
be eliminated. We must sacrifice and be ennobled. We must give and be 
rewarded in the hereafter.'' Obviously, if society in general were to agree 
with this apostle of despair, there would be an end to all attempts to 
improve world conditions. Fortunately for social progress, there are many 
who are convinced that we are not so helpless as we are here pictured. 
So far as the bogey of “human nature" is concerned, it really matters but 
little, after all, whether human nature does or does not change, so 
long as its outward manifestations are brought into conformity with 
socially desirable ends. It may be questioned that human nature has 
changed sufficiently, in many millenniums, to affect greatly man's desire 
to acquire commodities and services; but there can be little doubt that 
the manifestations of the acquisitive instinct are less likely today than 
they were in the Stone Age to take the form of physical violence. To 
most persons this change would seem to be a gain; and the change, 
it may be noted, is one that is closely related to the development of the 
institution of private property. 

A second notion that has done much to interfere with economic ad- 
vancement is the curious idea that any sudden or far-reaching change 
is, for some reason or other, immoral or irreligious. The attitude is il- 
lustrated by a pronouncement of the school board of Lancaster, Ohio, 
in 1^28, which read as follow^s: “Sir, You are welcome to use the school 
house to debate all proper questions in, but such things as railroads and 
telegraphs are impossibilities and rank infidelity. There is nothing in 
the Word of God about them. If God had designed that his intelligent 
creatures should travel at the frightful speed of fifteen miles an hour by 
steam He would dearly have foretold it in his holy prophets. It is a 
device of Satan to lead immortal souls down to Hell." Read more than a 
hundred years after it was penned, this letter sounds more than slightly 
ridiculous, but probably not more ridiculous than certain present-day 
economic views will sound when examined in the light of the twenty- 
first century. We may feel pretty certain that the wise men of a hundred 
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years hence will get many a chuckle from reading about twentieth-century 
opposition to family limitation, practiced in the interests of high standards 
of living; opposition to the control of credit, designed to stabilize the gen- 
eral level of prices; and opposition to the control of our natural resources, 
advocated to preserve a supply of raw materials for the use of future 
generations. We have not as yet, we may frankly admit, got over the 
notion that there is something immoral about interference with eco- 
nomic laissez faire. 

Yet another attitude that blocks economic progress is illustrated by the 
story of a tramp, as related by Lady Asquith in her autobiography. Her 
account is as follows: 

Another day, when it came on to rain, I saw a tramp crouching under the 
dyke, holding an umbrella over his head and eating his lunch. I went and sat 
down beside him and we fell into desultory conversation. He had a grand, wild 
face, and I felt some curiosity about him; but he was taciturn and all he told me 
was that he was walking to the Gordon Arms, on his way to St. Mary’s Loch. I 
asked him every sort of question — as to where he had come from, where he was 
going, and what he wanted to do — but he refused to gratify my curiosity, so I 
gave him one of my cigarettes and a light and we sat peacefully smoking together 
in silence. When the rain cleared, I turned to him and said: “You seem to walk 
all day and get nowhere; when you wake up in the morning, how do you shape 
your course?” 

To which he answered: “I always turn my back to the wind.” 

In things economic, as in so many other matters, a large number of 
members of society appear to be content to turn their backs to the wind 
or to drift with the stream—in other words, to allow the force of inertia 
to prevent their doing anything about economic conditions which they 
professedly regard as deplorable, but in which they are not sufficiently inter- 
ested to enter actively into a search for a remedy and a fight to bring about 
its adoption. 

The Plaint of the Tired Reformer. Closely akin to the attitudes that we 
have described—at least in its effects in retarding economic change— 
is that of the tired reformer. Mr. Bruce Barton is a specimen of this 
type, if we may accept his own statement as it appeared in a popular 
magazine. “The three reasons why I personally have retired from the 
reforming business,” said Mr. Barton, “are: First, because I am getting 
older. Second, because I think that if every man takes care of his own 
life and his own family the total result is going to be pretty satisfac- 
tory. . . . Third, the forces that are working to make the world better are 
so powerful and are making such satisfactory progress that they do not 
need any great amount of artificial stimulation.” 

The relationship between Mr. Barton and Lady Asquith’s tramp should 
be apparent. Both are fairly well satisfied with conditions as they are, 
or at any rate both have decided to turn their backs to the wind. There 
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seems to be, in a case of this kind, more excuse for the tramp than for the 
tired reformer. Certainly the latter cannot plead ignorance of the situa- 
tion as a defense of his inactivity; and his suggestion that ‘‘satisfactory 
progress” is being made can scarcely be credited unless the cause he 
formerly championed is getting along quite as well without his help as 
with it. However this may be, the defection of those who have been 
associated with economic reform, and their lapse into indifference, are 
assuredly responsible in some degree for delaying the changes that must 
be made before certain economic maladjustments will have been remedied. - 

Specific Instances of Economic Change. We return now to the main 
issue of this section of the present chapter, that is, to the feasibility of 
altering economic conditions. Probably the best evidence that economic 
conditions can be changed is the indisputable fact that economic changes 
have been wrought in response to demands that certain maladjustments 
be remedied. Economic insecurity has been relieved to a large extent, in 
some countries, by social insurance of various forms; the American prob- 
lem of immigration has led to the erection of barriers against the influx of 
foreigners; the inelasticity and insecurity that characterized our com- 
mercial banking system prior to 1913 have been remedied, in part at 
least, by the Federal Reserve Act and later legislation; and our tariff 
rates have been modified, time and again, to bring them into line with 
the views of the administration in power. These and similar economic 
changes that are described in this and other works on the subject are 
proof positive that society is not powerless in the face of economic malad- 
justments. And we can see no reason why hve should not follow whole- 
heartedly the advice of Professor John Dewey, to “decide upon what we 
want socially, what sort of social consequences we wish to occur, and 
then use whatever means we possess to effect these intended changes.” 
This is, indeed, not only the privilege but the duty of a democratic people 
when it faces social maladjustments of any kind. 

The Use of Theory in Solving Problems. One of the sad facts about our 
reformers of economic conditions is that they often set forth upon their 
careers of reform, and undertake to solve economic problems, without 
understanding the principles with which the problems or the proposed 
solutions are tied up. As a consequence of this limited knowledge of eco- 
nomic theory, well-intentioned but misguided individuals regale us from 
time to time with economic proposals that are highly fantastic. Every 
business depression yields its crop of plans for the governmental printing 
of large quantities of paper money to be used in relieving the "‘money 
shortage.” Repeated exposure of the dangers of monetary inflation has 
done little or nothing to discourage these champions of “cheap money.” 
And when unemployment descends upon us, we are informed that the 
only way to provide steady work for all is to cut down the length o! 
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the working day, no thought, apparently, having been given to the pos^ 
sibility of working full time and thus raising our standards of living. 

It is into errors such as these that economic reformers are likely to fall 
if they approach their task without a knowledge of economic principles. 
Frankly, we know of no way to find sound solutions for economic prob- 
lems without recourse to the principles of economics. We shall often have 
occasion, therefore, in the discussion of specific economic problems, to 
refer the reader to economic theories with which he will by that time have 
.become acquainted. This application of theory to the analysis and solu- 
tion of definite problems will provide many illustrations of the practical 
nature of economic principles. 

A Plea for Objectivity. We must not close this chapter without urging 
the reader to adopt, so far as he finds it possible to do so, what is often 
called the “scientific attitude,’' in his study of economic problems. This 
does not mean that he need hold himself coldly aloof and remain un- 
touched by the human suffering that accompanies so many of our economic 
maladjustments, but rather that he should demand factual evidence at 
every stage of an analysis. He should feel free to reject any and all state- 
ments that are presented without the support of either inductive data, 
or a logically reasoned deduction based upon acceptable premises. In short, 
he should be “from Missouri,” maintaining a receptive but skeptical atti- 
tude, weighing critically every scrap of evidence as it makes its appearance, 
and finally rendering a judicial decision that is free from preconceptions 
and personal bias. If this procedure is followed, the reader may rest assured 
that his study of economics will not be fruitless, no matter how promptly 
he forgets the details of an economic theory or his verdict on the sound- 
ness or unsoundness of the proposed solution of an economic problem. 

We are not suggesting that the task outlined above is an easy one. On 
the contrary, it is most difficult to divorce one’s thinking from one’s per- 
sonal background and achieve strict objectivity, when consideidng matters 
that are as highly controversial and as important personally as are most 
economic problems. A young man’s attitude toward unionism is likely to 
be colored by the fact that his father is a manufacturer and has had 
his authority challenged by union officials; his attitude toward a higji in- 
heritance tax may be influenced by the knowledge that he will some day 
inherit a fortune— or, on the other hand, by the certainty that he will 
inherit nothing, so that even a hundred per cent tax of this kind would 
mean no personal loss; his impatience with widespread unemployment 
may be tempered by the fact that he has himself never known real hunger, 
and by the impression, mistaken but all too prevalent, that it is only 
the shiftless and lazy who cannot find work. We repeat, therefore, that the 
achievement of objectivity, or an “open mind,” is not easy, but it is a 
goal that is well worth striving for. There is great need today, in the world 
of affairs, for disinterested investigators— for men and women who can be 
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trusted to examine principles and problems in various fields of human 
endeavor, and to make analyses and propose solutions that are not tinged 
with self-interest. We ask, therefore, that the reader approach the study 
of economics in the spirit of impartial inquiry, with a firm determina- 
tion to discover how our economic system functions and to find out the 
truth about some of the urgent problems of present-day economic life. We 
feel confident that this is the spirit that must be adopted if the study is 
to yield the greatest possible return of pleasure and profit. 


1. Define “economics."' 

2. Indicate the difference between economic principles and economic prob- 
lems. 

3. Criticize the statement that an economic law may be “good in theory, but 
poor in practice.” 

4. The laws of economics describe the way our economic system tends to operate. 
Explain the significance of the word “tends” in this connection. 

5. Describe the process through which scientific “laws” are developed. 

6. “A knowledge of economic theory may be useful, just as a knowledge of 
the laws of physics, chemistry, astronomy, music, or painting may be use- 
ful.” Explain. 

7. In economic life, changes that are made in the name of economic progress 
are often opposed by some persons. Why? 

8. Discuss briefly any social problems that appear to you to have arisen out of 
the following developments: 

a. The popularity of motor transportation. 

b. The development of radio broadcasting. 

c. The growth of the motion picture industry. 

9. What is meant by the term “social science”? 

10. “Out of an attempt to remedy a specific social problem, maladjustments of 
other kinds often arise.” Illustrate. 

11. “We should be able to assume an interest in economic problems, on the 
part of all members of society.” Discuss this statement, under the headings 
“business success,” “intelligent citizenship,” and “general culture.” 

12. Secretary of the Treasury Mellon, in an interview on March 23, 1929, is 
reported to have said: “It is as impossible to change the present distribution 
of wealth as it is to cause the earth to stop revolving.” Compare this statement 
with the paragraph in Chapter 1 entitled “Man's Control of Economic Con- 

. ' ditions.” . 

13. There are a good many members of society who apparently feel that “there 
is something immoral about interference with economic laissez faire '* Should 
not these persons, to be consistent, object to interference with mad dogs, 
smallpox germs, and weeds in gardens; that is, should we not interfere either 
always, or not at all, with conditions that are socially objectionable? 

14. What is the meaning of the “scientific attitude” and why is it important in 
the investigation of economic problems? 


CHAPTER 2 



THE NATURE OF ECONOMIC ACTIVITY 

IT IS IMPORTANT, IN BEGINNING THE STUDY OF ECONOMICS, TO SEE CLEARLY 

the exact nature of the difficulty that man faces as he goes about his daily 
task of making a living. It is, in a word, a problem of conflict~the con- 
flict that inevitably arises out of two conditions that are found in every 
economic society— the multiplication of human wants, on the one hand, 
and the limitation of goods for satisfying those wants, on the other. 

The Multiplication of Human Wants 

The saying that man shall not live by bread alone does not carry 
the implication that he can live without it. He has seldom been content 
to go hungry when food was obtainable, even though its getting involved 
a good deal of work, or economic activity. Nor has he been willing to 
suffer from cold and storm if, through economic effort, he could protect 
himself from the elements by making clothing of skins or textiles and by 
building himself a hut. 

If early man had sternly regulated the rate of population growth, and 
had remained in those parts of the earth that are free from plant-killing 
frosts, he might have avoided many economic problems. But he did neither 
of these things. On the contrary, he increased the seriousness of the eco- 
nomic situation by a rapid multiplication in numbers, and by moving 
to areas in which nature is less generous than in the tropics. In these 
colder regions, nature not only yields fewer units of product per unit of 
labor expended, but at the same time imposes harsh climatic conditions 
which multiply the number of commodities and services that man must 
have if he is to enjoy a reasonable degree of safety and comfort. 

The Expansibility of Human Wants, However, it is probable that, in 
any event, an increase in economic activity would have come as the years 
passed by, for individual wants seem to be capable of great expansion. 
Generation by generation, century by century, man has not only increased 
in numbers but the individual members of this enlarged society have been 
insistent in their demand for more things to consume. 
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We expect, o£ course, to find a universal desire for such fundamental 
goods as food, clothing, and shelter. But once these fundamentals have 
been secured, there arises a desire for other things; and so strong is this 
desire that the hope of gratifying it leads people to engage in irksome 
activities which have as their goal the fulfillment of wants. As for food, 
clothing, and shelter, we are no longer content merely to satisfy hunger 
and protect ourselves against the elements. Adam Smith, the most noted 
of early English economists, wrote, more than a hundred and fifty years 
ago: “The desire for food is limited in every man by the narrow capacity 
of the human stomach; but the desire of the conveniences and orna- 
ments of building, dress, equipage, and household furniture, seems to 
have no certain boundary.’" 

There can be no question of the accuracy of the latter part of this 
quotation, but Adam Smith’s observation about food is correct only as it 
relates to quantity and not to quality. It is doubtless true that the 
capacity of the human stomach is limited, but for ail except the very 
poor eating is more than a process of consuming all the food one can 
hold. There are cheap eating places at which one may gorge oneself for 
a quarter, but such a meal is scarcely comparable to a five»doliar dinner 
at the Waldorf-Astoria. We now insist upon variety in food, and to obtain 
that variety we send to the ends of the earth for kinds of food that are 
not grown in our owm neighborhoods. Thus the average American con- 
sumes coffee from Brazil, tea from Ceylon, sugar from Cuba, and so on; 
while those in the high-income groups eat grapes from Belgium, caviar 
from Russia, and other delicacies that do not appear on the menus of 
the masses. Moreover, the desired foods must be available in season 
and out of season. Many generations found it possible to get along 
with dried and canned fruits and vegetables during the winter months. 
But wants along these lines have expanded, and the past few decades have 
witnessed a tremendous increase in the demand for green groceries 
throughout the year, with the result that lettuce, celery, string beans, 
tomatoes, and other fresh vegetables are imported from warm areas, pro- 
duced close at hand under glass, or kept in a substantially “fresh” state 
by the process of quick-freezing. 

Thfere is little need to speak at length of the increase in wants so far 
as clothing is concerned. Whether we are actually better dressed than 
our forefathers is an open question. In general, the very wealthy have 
alw^ays spent lavishly for clothing, but there can be little doubt that the 
average person’s interest in dress has increased in recent years. He is, 
to borrow a phrase from the jargon of the advertising man, becoming 
“clothes-conscious.” The almost total abandonment of cotton hosiery in 
favor of silk and nylon, and the growing popularity of fur coats are but 
indications of the trend of the times. 

The expansibility of human wants is evident, moreover, in the develop- 
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meiit of increasingly elaborate shelter. American homes of long ago may 
have been regarded as comfortable, and were often larger than those of 
today, but they lacked many of the conveniences that are now thought 
of as indispensable. Modern plumbing, electric lighting, and central heat- 
ing are today taken as a matter of course, though they were almost un- 
known three-quarters of a century ago. The success of air conditioning 
in theaters and railway trains, and the enthusiastic public approval of this 
recent development, point to the probability that many Americans will 
soon have their homes equipped with air-conditioning plants, so that they 
may enjoy in summer the artificially regulated temperature that is now 
provided in winter by automatically controlled central heating. 

What has been said above indicates that luxuries speedily become 
necessities. Once an article possessed by a few has demonstrated its use- 
fulness, the desire for that article spreads like wildfire, and steps are 
promptly taken, through an increase in economic activity, to make it 
available for a large number of people. 

Imitation and the Expansion of Wants. In the automobile and radio 
we have excellent illustrations of the multiplication of human wants in a 
remarkably short period. In 1900, the automobile was virtually unknown; 
today millions of business and pleasure cars crowd our streets and 
roads—so many millions that they have created a genuine problem in 
the handling of traffic. In a single generation, the desire for swift, cheap, 
convenient transportation has found expression, and to a great extent 
has also found fulfillment. To satisfy this want required the construction 
of a vast array of factories of many kinds which in 1940 (before being 
converted to wartime production) turned out a product valued at more 
than four and a cjuarter billion dollars, and will doubtless greatly exceed 
that output under normal post-war conditions. The automobile, it should 
be noted, could not be used with complete satisfaction until a great deal 
of attention had been given to the improvement of highways, for roads 
that had been good enough for horse-drawn carriages and wagons were far 
too rough for comfortable travel by automobile and would not hold up 
under the heavy traffic of motor trucks. Hence, the gratification of one 
want gave rise to another. This new want, in turn, has been met fairly 
successfully through extensive programs of road-building. We have now 
reached the point where every improvement in the roads leads to a 
new demand for automobiles, and every increase in the sale of motor 
vehicles leads to a demand for more and better roads. 

The radio came into common use even more speedily than the auto- 
mobile. The explanation may lie in the fact that radio receiving sets 
are much less expensive than automobiles, and on that account the 
desire for a radio is more readily satisfied once it is felt. In any event, 
it is safe to say that in the case of these two articles (and doubtless many 
others) imitation has played a large part in the expansion of wants. 
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Indeed, the prestige which may conceivably be won through the pur- 
chase of a given good— say, an automobile-may weigh more heavily than 
its probable usefuiness. It would seem that, in a good many instances, 
the acquisition of a car—or, at least, of one in a given price class—is 
not so much a matter of transportation as of demonstrating an ability 
to “keep up with the Joneses.” 

‘‘Conspicuous Consumption.” To purchases of this kind the late Thor- 
stein Veblen gave the expressive name, “conspicuous consumption.” He 
sought to emphasize the fact that many of the most expensive commodities 
and services produced in a wealthy country such as the United States are 
bought by certain individuals chiefly for the purpose of impressing others, 
or “showing off,” and not because they are expected to yield a great amount 
of genuine enjoyment in use. 

It is conceivable, of course, that the Philadelphia “clubman and sports- 
man” who buys a |5, 000, 000 yacht (“the finest private sailing vessel the 
world has ever seen,” according to the newspapers), the Philadelphia 
financier who employs two hundred servants in his city house, and the 
English society matron who owns $3,400,000 wnrth of jewels, are spend- 
ing in this fashion because of the gratification that their purchases yield. 
But there is reason to believe that many expenditures of these kinds 
would never be made were it not possible for the wealthy to dazzle their 
acquaintances, and the general public as well, by spending on a grand 
scale. 

The Desire for Leisure. Another human want that has found growing 
expression in recent years is the desire for leisure in which to do the 
things that one likes to do. Not content to work the twelve to sixteen 
hours a day required of his predecessor of a century ago, the modern 
wage earner has been demanding an ever shorter working day so that 
he may have some hours available for living as contrasted with making 
a living. This greater leisure is neither a “commodity” nor a “service,” 
as the economist defines these terms; but it is an important factor in our 
economic life, inasmuch as time spent in following one’s personal bent 
does not always, by any means, increase the quantity of goods available 
for consumption, though occasionally it does. More leisure, of course, 
may be of greater importance than more goods; but an acceptance of this 
idea need not blind us to the fact that, in general, the more time people 
spend in leisure the smaller will be the volume of commodities and 
services that are available for their enjoyment. When matters are within 
his own control, the worker may be expected to strike a balance between 
work and leisure, comparing the enjoyment to be derived from an hour 
of leisure with the enjoyment to be had from consuming the product of 
an hour’s labor, and on this basis deciding whether to devote the time to 
work or play. 
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The Limitation of Goods 

The multiplication of human wants would have no economic significance 
if the means of fulfillment were unlimited in quantity. This was approxi- 
mately the case when man’s wants were extremely simple, and when, living 
in the tropics in small numbers, he was able to secure from nature, with 
little or no exertion, sufficient goods to gratify his desires. But as numbers 
increased and wants expanded, it became evident that, unhappily, there 
was available only a limited quantity of the goods required for the satis- 
faction of human wants. Man was thus compelled to adopt an economic 
existence; that is, he found it necessary to economize in the use of certain 
scarce goods. 

The Scarcity of Finished Goods. Very few of the goods needed to 
satisfy human wants in modern times are provided ready-made by nature. 
Air and sunshine are among the extremely limited number of desirable 
things that, as a rule, may be had without expenditure of energy. In most 
cases, the production of useful commodities takes place only when man, 
using materials and forces provided by nature, makes them serve his ends 
by working upon them and changing their form. But thus far finished 
goods have not been able to keep pace with human wants. The volume 
of physical production has advanced steadily, but human wants have 
marched along at double-quick. So long as people are hungry, ragged, 
and homeless, there is no denying that, from the group point of view, 
there is a scarcity of finished goods. Looked at from this point of view, 
it is doubtful that there have ever been, in the United States, more wheat, 
more cotton, more shoes, or more automobiles than the people of the. 
country have wanted and could have consumed to advantage. When farm- 
ers complain of an overproduction of wheat and cotton, and manufac- 
turers of an overproduction of shoes and automobiles, they have in mind, 
of course, not the needs of the people for these commodities, but the 
ability of would-be consumers to buy at prices high enough to cover all 
costs of production. Only in this latter sense is there likely to be an over- 
supply of an economic good. 

The Scarcity of the Factors of Production. The scarcity of finished 
goods is attributable, in turn, to a scarcity of the factors of production, 
in other chapters we shall speak of the four factors of production-land, 
labor, capital, and business enterprise. But it will be convenient, for the 
moment, to simplify our discussion by disregarding two of the four, and 
dealing with only the primary factors, land and labor. Since capital (as 
we shall see later) may be resolved into land and labor, and since business 
enterprise is merely labor of a special type, this temporary simplification 
of the productive process does not involve us in erroneous thinking. Land, 
it should be added, must be thought of as including all natural resources, 
such as soil fertility, mineral deposits, and natural vegetation; and labor, 
as human effort expended for the purpose of acquiring income. 
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The Limited Supply o£ Land. Land and labor are essential to the pro- 
duction of finished goods, but these two factors, as we have said, are 
limited in quantity. Moreover, the supply of each factor is not of uni- 
form excellence, but varies in quality from very good to very poor. Land, 
for example, upon which man depends for materials of ail kinds, is limited 
in both area and fertility. Our farmers till the soil to provide society 
with food. But high-grade agricultural land is scarce, and, as more and 
more foodstuff is required, land that is less fertile must be brought into 
use; as a consequence, the yield in product, for each day’s work, is smaller 
than before. The miners of coal, iron ore, and other minerals likewise 
experience a decline in productivity as the years roll by. Natural vegeta- 
tion such as forests, and wild animal life such as fish and game, which 
often appear to be inexhaustible when a country is first settled, show 
signs of depletion after a century or two of exploitation. 

It seems clear, then, that physical goods, unlike human wants, cannot 
be increased indefinitely; indeed, certain materials such as coal and iron 
ore cannot be increased at all, so far as the total stock is concerned. When, 
as in the case of agricultural products, the materials are not definitely 
and permanently limited in quantity, it is often found that an attempt 
to increase greatly the total amount of product brings a smaller and yet 
smaller yield per unit of productive effort, and it is possible that an 
absolute limit may eventually be reached. 

The Limited Supply of Labor. The situation as regards labor is some- 
what different. We do not have here an absolute fixity of stock as in the 
case of land area. However, at any given time there is available a certain 
quantity of labor, and no more. Labor is like land in that it consists of 
various types and grades. Some laborers do better work, or more work, 
than others, just as some acres yield a better product, or larger product, 
than other acres. Unfortunately, the quantity of extremely productive 
labor is small, and when recourse is had to labor of limited ability, it is 
frequently found that the additional product obtained is scarcely enough 
to take care of the human wants of the extra workers who are responsible 
for the increase. 

Over a period of time it is possible to increase the quantity of labor 
by increasing the population. But, though the new workers (after a period 
of training) constitute an addition to the total quantity of labor available 
for productive purposes, they add also, and greatly, to the sum total of 
human wants. It may fairly be questioned whether in modern times an 
attempt to overcome labor scaixity through a gz'owth in population does 
not in reality increase, rather than decrease, the difficulties of the situation. 

Some of the wants of man find satisfaction in personal services and not 
in material goods. The physician, the teacher, the actor, and many others 
who produce no physical commodities are yet greatly in demand because 
of the desire for the services that they render. Here, again, the scarcity 
of labor is apparent, since many who crave medical attention, instruction, 
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and entertainment are forced to go unsatisfied because of the high cost 
of these services-a cost which is due to the scarcity of labor in these 
particular fields of economic life. 

The Economic Drama 

We now have before us the essential elements of the economic drama. 
There is, on the one hand, man as a consumer of commodities and serv- 
ices, seeking to gratify human wants which appear to be capable of in- 
definite expansion. On the other hand is a shortage of the material 
commodities and personal services without which man’s wants cannot be 
satisfied. The scarcity of commodities and services is chargeable to a 
scarcity of the factors necessary for their production. The material things 
which man requires can be had only if he cooperates with nature. This 
cooperation takes the form of economic activity, which is irksome but 
preferable to enduring a state of want and privation. And the production 
of services likewise involves economic activity. 

Both land and labor, the primary factors of production, are scarce. 
Even if both are utilized to the utmost, it is still impossible for production 
to keep pace with the multiplication of human wants. Hence, man is 
under the necessity of economizing in the use of land and labor. If 
utilized for one purpose, these factors will not be available for other uses. 
Not being able to produce all that he would like to have in the way of 
economic goods, man chooses those things which seem likely to yield the 
greatest amount of satisfaction. But, discontented, he looks about for 
ways and means of obtaining more goods with the limited factors at his 
command. He turns from herding to agriculture, and the result is an 
increase in foodstuff. He invents a steam engine or a cotton gin, and 
thousands of workers are set fre^ for other tasks. But there can be no 
let-up in his search for improvements, for new wants press hard upon 
him. The struggle is never-ending. The economic drama is a continuous 
performance. 

In the following chapters we shall analyze this drama, examining the 
cast of characters, the scene in which the action is laid, the motives by 
which the actors are influenced, and the rewards that are theirs for having 
learned and played their parts. We shall view the action from several 
angles, and in greater detail than in the present chapter; but we shall find 
that the plot is essentially the same, for it is the endless conflict between 
the multiplication of human wants and the limitation of goods that are 
capable of satisfying those wants. 

HIGHLIGHTS IN ECONOMIC DEVELOPMENT 

As we have seen, every increase in man’s economic wants has led him 
to try to devise new ways of satisfying those wants. We cannot undertake 
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here to trace economic progress from the earliest times to the present day, 
but we may profitably examine several of the highlights in the “Industrial 
Revolution/’ the economic transformation which brought the decline of 
handicraft industry carried on in the homes of the workers with the aid 
of simple tools, and the introduction of modern methods of manufacture. 
Thereafter, large numbers of workers were to be grouped together in 
factories owned by their employers, operating complicated machines con- 
structed largely of iron and steel and driven by mechanical power. 

The Decline of the Manorial System 

The date usually given to the Industrial Revolution is the last quarter 
of the eighteenth century. If the reader wishes a more precise date, he 
will find 1776 as good as any. Indeed, it is better than most, since it is 
associated with Uvo other events, the first of which made political, and the 
second economic, history. The year 1776 marked, of course, the beginning 
of that great political upheaval, the American Revolution; and it 'was, 
moreover, the year of publication of the first important work on economics 
in the English language—Adam Smith’s Wealth of Nations, 

But die Industrial Revolution, like other revolutions, had a considerable 
period of growuh before it finally came to a head. It could not have taken 
place had not the ground been cleared by the destruction of the manorial 
system, which was the customary social organization of Europe in the 
Middle Ages. We shall describe the manorial system briefly as it existed 
in England, since it is in that country that the beginnings of modern 
economic life may be studied most advantageously. 

A Glimpse of the English Medieval Manor. The typical medieval 
manor was a unit of government and of economic life, having a lord as 
its head. It was virtually a self-contained community, comprising within 
its population perhaps as few as 150 or as many as 500 people. 

The lord was, of course, the governor or ruler of the manor. He was 
also the personal owner of one-third to one-half of all the land included 
in the community. The population in general was made up of two main 
groups. The first was the freeholders^ who ow^ed military service to the 
lord. They also paid certain fixed dues as we of today pay taxes. In ad- 
dition, some freeholders had to render a certain amount of peasant labor, 
though often they were allowed instead to make payment in money or in 
products grown on the soil. The majority of the population, however, was 
made up of villeins or serfs, who were peasants in varying degrees of 
servitude. They were, in a sense, half-free, half-slave men and women, 
and whatever rights they had were those dictated by the “custom of the 
manor.” They were not free to come and go at will, but w^ere tied to the 
soil, so that when a manor was sold by one lord to another, the villeins 
also were transferred. 

The medieval manors differed somewhat in size, ranging, say, from 


28 ECONOMICS: PRINCIPLES AND PROBLEMS 

1000 to 3000 acres. A small manor, then, might extend a mile in one direc- 
tion and two miles in another. We have already noted that a large part 
(and sometimes as much as one-half of the total acreage) belonged out- 
right to the lord. Moreover, a villein’s holdings might, be seized by his lord 
without the peasant having legal redress. Most of the land within the 
boundaries of the manor was cultivated. This arable land was divided into 
three great fields for purposes of crop rotation, one of the fields lying 
fallow every year, the second being planted in wheat, and the third in 
another grain crop. The three big fields were divided further into plots 
of approximately one acre each, separated (since there were no fences) 
by narrow strips of unplowed turf. A peasant’s holdings might include as 
many as thirty of these one-acre plots, scattered about in various parts of 
all three fields. 

Very important was the so-called “waste land,” which consisted of 
woodland, uncultivated meadows, and all other land that was not under 
the plow. Waste land was used in common by both lord and peasants, 
and supplied lumber for building, wood for fuel, and pasturage for the 
domestic animals. The manor house and church were the chief buildings 
of the community. The peasants lived in rude huts, and man and beast 
were often housed together. Sanitation was most primitive, scientific medi- 
cine was unknown, and (as one writer has put it) “disease made death a 
common image to the mind.” 

Since there was almost no contact with the outside world, the in- 
habitants of the manor lived the stinted, unprogressive, “self-sufficient” 
existence that usually goes with social isolation. Industry was mainly 
agricultural, though there were a few specialized craftsmen, such as the 
miller, the blacksmith, and the carpenter. It seems probable that the most 
pressing needs of the people of the manor— food, clothing, and shelter— 
were fairly well satisfied; and it has been argued that “the conditions of the 
medieval serf, both economic and social, was actually superior to that of 
many peasants of the present day.”i But it must not be forgotten that in 
the matter of food itself, the most urgent of man’s needs, there was always 
the possibility that prolonged drought or excessive rain would destroy the 
crops, and thus bring famine and starvation to the manor. 

The Passing of the Manor. The manor flourished for several centuries, 
but gradually underwent modifications which led to its final disappearance. 
Among the important causes of the decline of the manor were changes 
that related, first, to the people of this medieval community, and, second, 
to the land itself. 

The servile character of peasant life came to an end earlier in England 
than in other European countries. England was especially hard hit by the 
great plague of 1348, the “Black Death,” which, according to some his- 

^Huntly Macdonald Sinclair, A Preface to Economic History, New York, Harper k 
Brothers, 1934, p. 23. ^ 
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torians, destroyed half of her total population. Moreover, her growing 
textile trade was developing rapidly in the towns, and offered jobs to 
those villeins who dared to chance fortune and run away from the manors. 
The consequent shortage of laborers on the manors led to improvements 
in their status, since it resulted then, as a labor shortage results today, in 
an increase in the workers’ power. With an increased sale of farm products 
to town-dwellers, the peasants came into possession of money, and often 
arranged to pay their manorial obligations with money in place of service. 
“By the time of Elizabeth, the English villein whose forefathers had been 
liable to be sold, had come to be a man holding so much land and making 
a fixed money payment.”- In other words, the relationship had changed 
from one of master and slave to that of landlord and tenant. 

While the peasant-serf was loosing his bonds and slowly achieving 
man’s estate, things w^ere happening, also, to the land. By the sixteenth 
century, the development of woolen cloth manufacture had brought so 
great a demand for raw wool that it was more profitable to raise sheep 
than grain crops. This was particularly true, because much of the farming 
land of the manors was declining in fertility. In this century began the 
Enclosure Movement; fences tvere built about the acres owned by the 
lords, sometimes about the “waste land” on which the peasants had 
rights of pasturage, and even about the great common fields through 
which were scattered the plots of land held in the names of the peasants 
themselves. The task of separating the peasants from the land was a fairly 
easy one. Sometimes it was done by agreement between lord and peasant, 
but more often by Acts of Parliament as set forth in private bills. Most 
of the peasants knew but little of their rights in the matter, and it was 
hard for an ignorant man to establish his claim, how^ever just the claim 
might be. 

The Enclosure Movement continued up to and throughout the eight- 
eenth century. Indeed, it was given a fresh impetus by the introduction 
of scientific farming in that century. Experiments in grain-growing had 
shown that wdth proper selection of seed, constant tillage, and drilling 
the seed into the ground instead of sowuiig it broadcast, grain crops could 
be increased as much as 25 per cent. Meanwhile, experiments in the 
breeding of domesticated animals brought a threefold increase in the 
average weight of cattle and sheep. But scientific agriculture is carried 
on most effectively under centralized control. Consequently, the pos- 
sibilities that had opened up along this line made the eiiterprisiiig land- 
lord more anxious than ever to shake himself free from the centuries-old 
obligations to the peasants, and to get their land completely in Ms own 
possession. 

2 j, L. and Barbara Hammond,, The Rise of Modern Industry ^ New York, Harcourt, 
Brace & Company, 1926, p. 83. The present historical sketch is based laigely upon die 
Hammonds’ 'readable : and informative work.:'- ^ 
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The passing of the manor, painful though it was to certain individuals, 
unquestionably resulted in economic progress. It had tw^o very important 
consequences. First, it placed the farming land of England in the hands 
of relatively few landlords, and thus made it possible to practice scientific 
agriculture. Second, it released from the manors large numbers of farm 
workers who, moving to the towns, provided a labor supply for the growing 
manufacturing industries, and thus hastened the introduction of the 
factory system of production. 

The Revolution in Iron Manufacture 

Even the ancients knew how to extract iron from iron ore and fashion 
it into weapons and other useful articles. England, with her abundant 
supply of iron ore, was an impdrtant producer of iron long before the In- 
dustrial Revolution. Indeed, the extensive use of charcoal in iron manu- 
facture led to the depletion of much forest land as early as the reign of 
Elizabeth. For charcoal is made of wood, and the iron industry required 
so much charcoal for fuel that the forests of England were rapidly ex- 
ploited to meet this need. By the beginning of the eighteenth century, the 
situation had become so serious that persons interested in the iron in- 
dustry were genuinely disturbed. 

The Use of Coke in Smelting Iron. The solution of the problem was 
found by Abraham Darby. Darby got hold of an old blast furnace for 
smelting iron, and began experimenting. He finally discovered that coal 
could be used satisfactorily as a fuel in blast furnaces, provided a par- 
ticular kind of coal was used, and provided it was converted into coke 
before being burnt in the furnaces. Coke is made by subjecting coal to 
intense heat in a retort, thus driving off certain gases. 

Coal, in the form of coke, was first used in blast furnaces in 1750. The 
substitution of cheap coke for expensive charcoal in smelting greatly 
lowered the price of iron, and stimulated iron production in England 
and elsewhere. Cheaper iron led to its wider use. Iron was first used in 
1767 for making rails on which cars in coal mines were drawn by mules 
or human beings. The first cast-iron bridge was built in 1779. Abraham 
Darby’s discovery continues to influence production today, for prac- 
tically all pig iron of modern times— and pig iron is the basis of steel— 
is manufactured with coke, made from coal, as the fuel. 

The Use of Coal in Forges. Other important changes in iron manufac- 
ture were introduced by Henry Cort, in 1783 and 1784, in the production 
of bar iron. Bar iron is pig iron that has been alternately heated and 
hammered. This process makes the iron especially tough and strong, and 
suitable for some purposes for which pig iron cannot be used. Paralleling 
Darby’s pioneer work in devising a cheap blast furnace fuel, Cort dis- 
covered how to use coal in forges in place of the scarce charcoal, and 
substituted rollers for hammers. Thus “Cort changed the whole history of 
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the iron industry in England. Fifteen tons of bar iron could now be pro- 
duced in the time formerly required for producing a single ton. . . . 
Again, the new bar iron was of superior quality, useful in every purpose 
except that of providing raw material for steel. 

The Use of the Steam Engine. The rapid growth of the iron industry 
is shown in the fact that England’s output increased from 68,000 tons in 
1788 to 125,000 tons in 1796, and doubled from 1796 to 1806, with a 
total output of 250,000 tons in this latter year. In the production of bar 
iron she became a great exporting instead of importing nation.*^ 

But the credit for this expansion does not belong wholly to Darby and 
Cort. Iron has been called “the great saver of time, and chief engine of 
thorough solid work,” because it enters so largely into the manufacture of 
labor-saving machinery. But the extensive use of machinery is feasible 
only if there is available a continuous, dependable supply of mechanical 
power. Apart from human energy, horse power', wind power, and water 
power were used for driving machinery, prior to the invention of the 
steam engine. Doubtless the most satisfactory of these w^as wmter power, 
which is in fairly common use even today. But water potver, as applied be- 
fore the development of hydroelectric energy, had limitations. In the 
first place, the source of power sometimes ran dry in periods of drought, 
and, second, the power itself could not be transferred from place to place. 

James Watt’s Invention. By developing a workable steam engine, 
James Watt made a contribution to industry the value of which can 
scarcely be overestimated. Coming in the last quarter of the eighteenth 
century, the steam engine arrived in time to be of service in a hundred 
ways. Its operation was wholly independent of weather conditions. It 
was readily portable, and permitted industries to be located with an eye 
to such advantages as raw materials, labor supply, and markets. Its use 
in pumping water from the mines cheapened the production of coal. 
Its use in blowing a forced draft through blast furnaces aided in the pro- 
duction of iron. Finally, its adaptability to almost every kind of machinery 
greatly increased the demand for mechanical aids, stimulated invention, 
and did much to convert handicraft industry into the factory system. 

Developments in Transportation 

Turnpikes in the Eighteenth Century. The Romans were great road- 
builders, and built some excellent roads in England. But these and other 
roads were neglected and allowed to fall into disrepair, so that the roads 
of eighteenth-century England were about as bad as roads could be. In 
some cases, they were impassable during many months of the year. Pack- 
horses were more common than carts, because, except in the best w^eather, 
it was almost impossible to pull vehicles through the deep mud. Indeed, 

3 p. 140. 

^ Ibid., p. ■ ' ' 
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Daniel Defoe, in describing the mire, wrote that ‘‘the horses sink in it up 
to their bellies.” There were few stagecoaches, and those that ran were 
slow. In 1700, for example, it took a week to go from London to York, 
a distance of about 180 miles.^ 

The remedy for bad roads is good roads. The construction of new 
highways in the eighteenth century was carried on mainly by turnpike 
trusts, authorized by Parliament to build roads and pay for them with 
tolls collected from the users. There w^as prompt and pronounced im- 
provement in transportation as a result of this campaign in road-building. 
Stagecoaches were able, with good roads, to supply regular, swift service 
between the leading towns. For example, six coaches a day carried passen- 
gers from Manchester to London, and the distance (approximately 170 
miles) was covered in only twenty-four hours. Wagons for hauling mer- 
chandise were also put on a regular schedule, making it possible for mer- 
chants to deliver their goods promptly. 

The Development of Canals. But the cost of transportation by horse 
and wagon was high, and in the case of some kinds of heavy, bulky goods 
was quite prohibitive. The need for cheap transportation was felt partic- 
ularly in hauling coal, which (following Abraham Darby's discovery) was 
substituted for charcoal in the manufacture of iron. Since water trans- 
portation is relatively cheap, a program of canal-building was deter- 
mined upon. The first canal in England was built in 1750, and within fifty 
years 3000 miles of these artificial waterways were constructed. In many 
instances the cost of hauling was cut in half, and a great stimulus was 
given to certain industries which had been hampered by the former high 
cost of moving raw materials or finished products. 

The Benefits of Good Transportation. It is safe to say that no single 
factor is more important than good transportation in building up an 
efficient economic system. We shall later examine the great advantages of 
“specialization” and “exchange,” But extensive specialization and exchange 
are dependent upon cheap, speedy transportation, and cannot exist with- 
out it. The building of highways and canals put an end to the economic 
isolation of manorial England. By so doing, it broadened the markets for 
manufactured goods— that is, it increased exchange. Moreover, t^e en- 
larged market for goods made it feasible for a worker, or plant, or even 
a community, to give undivided attention to a single type of produc- 
tion— that is, to adopt the principle of specialization. Thus, the develop- 
ment of transportation did much to help build up our modern industrial 
system. 

The Rise of the Factory System 

Such manufacturing as existed in medieval England was carried on 
either in small shops by a master workman and a few apprentices, or in 

^These illustrations are from ibid,, pp. 70, 71. 
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the homes of workers who were supplied with raw material by an em- 
ployer and paid by him when they had completed their tasks. The chief 
characteristics of this type of industry Tvere, first, the small size of the 
industrial unit, and, second, the use of little machinery. But this ‘‘handi- 
craft” or “domestic” industry gradually gave way to the factory system, 
which employs large numbers of workers in a single plant and uses power- 
driven machinery in considerable quantities. 

The Part Flayed by Textiles. England was the natural setting for the 
introduction of the factory system, since she was industrially the most 
advanced nation of the eighteenth century. It is not surprising that the 
textile industries played so important a part in the Industrial Revolution. 
In the first place, woolen and cotton manufacture were leading English 
industries, and, second, the production of textiles lends itself readily to 
the machine process. Machinery is especially suitable for handling raw 
materials of a homogeneous nature. Cotton and wool are materials of this 
kind, since every pound of cotton of a certain grade is like every other 
pound of that grade; and the same is true of wool. Hence, it is a fairly 
simple matter to devise a spinning machine to turn cotton into thread, 
or wool into yarn. Moreover, cotton thread or woolen yarn, since it again 
possesses the property of uniformity, may again be intrusted to a machine 
—a loom— and thus be woven into cloth. 

Great Inventions in Textile Manufacture. A whole series of eighteenth- 
century inventions in the textile industry was largely responsible for the 
introduction of the factory system. The flying shuttle (1733) was an inven- 
tion that affected weaving. It enabled one wwkman to do the work 
formerly done by two, and created a demand for more yarn than the 
spinners could supply. Prizes offered for the development of spinning 
machinery brought forth, in 1770, the spinning jenny, which first did the 
work of eight, and later of a hundred old spinning wheels. In 1775 came 
the roller spinning frame, worked by water power; and spinning became 
a factory process. In 1779, the spinning jenny and spinning frame were 
combined into the spinning mule, which produced a finer and stronger 
thread. The steam engine, first used in a cotton mill in 1785, made spin- 
ning a factory task even when water power was not available. The 
power loom was also introduced in 1785, and made weaving a speedy 
factory operation. Finally, in 1793, came Eli Whitney's cotton gin, iox 
removing the seeds from the cotton fiber. Cotton now became plentiful 
and cheap. 

This brief sketch of the evolution of cotton-manufacturing machinery 
gives an idea of the development of the first great factory industry. The 
expansion of the industry is mdicated by the tremendous inGrease in 
American exports of cotton. The United States vvas then, as now, the 
leading producer of cotton in the world. Her cotton exports in 1793, the 
year of the invention of the cotton gin, totaled about 500,000 pounds. 
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Ten years later, in 1805, it was 40,000,000 pounds, or eighty times as 
great.® 

Some Effects of the Factory System. The present textbook will under- 
take to describe and analyze our modern economic system as it developed 
from these early beginnings. At this point we may note that the factory 
system brought a greater abundance of wealth, though not necessarily 
more wealth for everyone. It led to a greater uniformity of product, which 
was in some ways an advantage and in others a disadvantage. It in- 
creased the dependence of man upon man, and community upon com- 
munity. It separated the worker from his product, and raised the ques- 
tion as to whether he was being paid “all he was worth.” Finally, it in- 
creased the monotony and irksomeness of industrial labor, by increasing 
the amount of repetitive work. Hence, the rise of the factory system was 
not an unmixed blessing, as we shall note in greater detail in later 
chapters. 

Economic Developments Since the Industrial Revolution 

The decline of the manorial system, the revolution in iron manufac- 
ture, eighteenth-century developments in transportation, and the rise of 
the factory system were important factors in shaping the beginnings of 
modern economic life. We have been especially anxious to picture the 
transition period from the old type of industry to the new, and shall be 
able here to give only a page or two to developments of the nineteenth 
and twentieth centuries. 

Agriculture has become increasingly scientific during the past century 
and a half, and the invention and wide use of farming machinery have 
lessened the importance of the farm laborer and hastened the movement 
from country to city that began in medieval times. As a consequence, 
the highly industrialized nations of today have larger city than country 
populations, and manufacturing establishments have an abundance of 
labor. 

Transportation had its greatest modern development with the introduc- 
tion and rapid growth of the railroad during the nineteenth century. 
British and American industry, in particular, are largely indebted jto the 
railroad for the progress they have made. The invention of a satisfactory 
automobile led to a new era of highway-building in the twentieth cen- 
tury, and hard, durable, well-kept roads have played a major part in 
building up a huge volume of passenger traffic by private automobile and 
bus, and freight traffic by motor truck. Indeed, the popularity of motor 
transportation forms a real threat to the very existence of the railroads. 
Commercial aviation is increasing in importance, but as yet relatively few 
passengers and virtually no freight are carried by air. 

We are living in an age of iron and steel. Various inventions hav^ 

« These and other figures are given in ibid., chap. 11. 
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improved the quality of iron and steel products, and have greatly low- 
ered their price. The use of steel in shipbuilding, in the construction o£ 
bridges and skyscrapers, and in the manufacture of automobiles, loco- 
motives, railway coaches, and labor-saving machinery— to mention but a 
few of its modern uses— has led to the development of gigantic steel 
businesses in the great industrial countries. Electricity and petroleum 
are now used extensively for power, but the steam engine, with coal as 
its fuel, continues since the Industrial Revolution to turn most of the 
industrial machinery of the world. 

The factory system has moved steadily onward ever since its beginning. 
Large-scale business, with hundreds of millions of dollars invested in a 
single compa. y, is now common in many fields of production. The number 
of employees in a given plant is so great that it is necessary to pay special 
attention to the management of men. As a consequence, scientific manage- 
ment and personnel administration have been developed. Mechanical 
improvements in manufacture, reducing the amount of labor needed in a 
given industrial process, have come upon us with a rush— particularly in 
the third, fourth, and fifth decades of the twentieth century. This situation 
has led certain observers to express doubt that we shall ever again be able 
to provide employment for all who want work. Of this and other problems 
that have resulted from recent economic changes, we shall have more to 
say later. 


1. What, if anything, has migration to do with the increase of human wants? 

2. “As for food, clothing, and shelter, man is no longer content merely to satisfy 
hunger and protect himself against the elements.” Illustrate. 

3. “Imitation has played a large part in the expansion of wants.” How? 

4. What is “conspicuous consumption”? How may it be distinguished from 
“normal consumption”? 

5. Discuss the desire for leisure, and its possible effect upon production. 

6. When a farmer speaks of an overproduction of wheat or cotton, does he mean 
that everyone has ail the cotton clothing and all the bread that he can use 
ac^^vantageously? If not this, just what does he mean? 

7. It is said that the limitation of goods is attributable to a scarcity of the factors 
of production. Why is this true? 

8. What are the primary factors of production? In what sense are they “primary”? 

9. Eligh-grade land is limited in quantity. What is the economic significance of 
' this fact? ' 

10. In what respect does a scarcity of labor differ from a scarcity of land? 

11. State the conflict that arises from man’s desire for goods and the manner in 
which goods become available for use. 

12. Describe the medieval manor, with particular emphasis upon (1) the personnel 

and (2) the land. ^ ^ ^ 

13. In what respects was life on the manor “stinted” and “unprogressive"*? 
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14. How do you account for the decline of the medieval manor? 

15. Discuss the consequences of the passing of the manor. 

16. In what ways did Abraham Darby, James Watt, and Eli Whitney contribute 
to the Industrial Revolution? 

17. Discuss the chief problems of transportation in the eighteenth century, and 
measures that were taken for their solution. 

18. What are the outstanding characteristics of the factory system? 

19. In what respects does the manufacture of textiles lend itself readily to the 
machine process? 

20. “The rise of the factory system was not an unmixed blessing.’’ Explain briefly. 
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CHAPTER 3 




EXACTNESS IN THOUGHT AND STATEXIENT IS ALWAYS AN AID TO UNDERSTANDING, 

but it is particularly important in the field of science. It follows that 
the student of economics will need to know the technical sense in which 
economists use certain words which are a part of our everyday language. 
In economics, as in other sciences, the thought that a writer aims to convey 
through the use of a word may be quite different from that connoted by the 
word in ordinary usage. For this reason, it is necessary to agree upon what 
we mean by certain terms when we employ them in economic discussion. 
Some of these terms will be explained in the present chapter, and others 
will be dealt with as they occur in the course of specific discussions. 

GOODS 

We have defined economics as the science that describes man's efforts 
to satisfy his wants by utilizing the scarce means provided by nature. 
The broadest term applied by economists to things that are wanted by 
people, because they are expected to satisfy human -wants, is “goods.” 

Free Goods and Economic Goods. The term “goods” includes all things 
that are useful. A thing is that is, it possesses the quality that 

economists call “utility”— when it is wanted or desired by human beings. 
To the economist, then, the word “utility” is synonymous with “wanted- 
ness” and “desiredness.” Furthermore, a thing is a good— provided it is 
wanted— even though its consumption may not actually gratify human 
desires. Little boys have been known to desire gx^een apples, wdiich (because 
they w^ere wanted) possessed utility and w^ere therefore a good, despite the 
fact that their consumption brought pain instead of the anticipated 
pleasure. 

There are some goods, such as air, watei% and sunshine, over which 
man often has little or no control, or which are available in relatively un- 
limited quantities. Goods of this kind are called “free goods.” However, 
few of the goods in an economic society are free. That is to say, while 
all goods are desired, most goods are also scarce; and %vhen the element 
of scarcity is added to that of utility the term “economic good” is ap- 
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plied, provided * (as we shall explain presently) ownership in the good 
can be transferred. Whether goods are free or economic is usually ap- 
parent when we know whether or not they command a price. Anything 
for which we must give something else in exchange is of necessity an 
economic good. And so all articles which are bought and sold are eco- 
nomic goods. This includes, of course, nearly everything which is trans- 
ferred from one person to another in our modern society. 

Conditions may change in such a way as to convert free goods into 
economic goods. “When every cottager has a well from which he can 
draw as much water as he needs, with no more labor than is required at 
his neighbor’s well, the water in the well has no market value. But let a 
drought set in, so that the shallow wells are exhausted, and even the 
deeper wells are threatened, then the owners of those wells can exact a 
charge for every bucket which they allow anyone to draw for his own 
use.”^ But, drought or no drought, water in a densely populated region 
ceases to be a free good and becomes an economic good, since great ex- 
pense is involved in supplying the people of a large city with an adequate 
supply of pure drinking water. This expense must be borne by someone, 
or the water will soon cease to be provided, and consequently the users of 
the water are required to pay for whatever quantity of this good—an 
economic good, it will be noted—they require. A similar statement may 
be made about air. Though air is ordinarily thought of as a free good, 
it is often necessary in great office buildings to provide expensive ven- 
tilating systems to insure a steady supply of fresh air, and the cost of this 
service must be borne by the tenants in the form of higher rents. In air- 
conditioned railway trains, theaters, stores, hotels, and private homes, this 
good is no longer on the free list but must be accounted an economic good. 

The word “economic’* in the term “economic good” is the key to the 
situation. If we—society as a whole or individual members of society- 
have to economize in the use of a certain good, then it is obviously an 
economic good. 

So long as goods are free, the question of ownership does not arise, 
for the ownership of a good has no significance if the good is so abundant 
that every member of society may have all he wants of it, merely for 
the taking. But whenever a good is scarce, as it must be to qualify as 
an economic good, ownership becomes a matter of first importance. We 
have pointed out that goods may easily be classified as “free” or “eco- 
nomic” if we know whether they command a price. But goods will com- 
mand a price— that is, they will be economic goods— only if ownership in 
them can be transferred. To buy a thing obviously means to acquire 
ownership (or title) in the thing. Hence, the ter^^ good” im- 

plies not only utility and scarcity, but transferability as well. 

Since the science of economics relates only to economic goods, w^e may 

1 Alfred Marshall, Principles of Economics, London, Macmillan & Co., Ltd. 1930, 
8th ed., p. 428. 
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dismiss in a few sentences those things which fall short of being economic 
goods, by reason of being non- transferable. The skill of a physician is a 
case in point. Skill of this kind clearly has the characteristics of utility 
(since it is desired) and of scarcity (since it does not exist in relatively 
unlimited quantities). But it cannot be transferi'ed— though services flowing 
out of the skill may be transferred—and, as a consequence, it is not an 
economic good. If skill of this kind could be transferred, we should not 
feel as impoverished as we now do by the loss of a great scientist, states- 
man, artist, or business man. His work may live long after his death, 
but his personal skill ceases to exist, since it cannot be transferred to 
another. In like manner, personal ability of all kinds, natural or acquired, 
is excluded from thS category of economic goods, because it lacks 
transferability. 

Human beings, too, fail to qualify as economic goods (in countries 
that forbid human slavery) because they are not transferable. So far as 
utility and scarcity are concerned, they are clearly eligible. And if they 
lived in societies that permitted human slavery, and were themselves 
members of the slave class, they would classify as economic goods— and 
also as wealth, since they have the characteristic of materiality, which, 
as we shall see, is a necessary attribute of wealth. Under slave conditions, 
then, some human beings have precisely the same economic status as 
horses, cows, and other domesticated animals. But, in general, they are 
not economic goods, since society does not ordinarily permit human be- 
ings to be owned and as a consequence they are not transferable. 

Services 

Economic goods are of two main types— “wealth’’ and “services.” The 
distinction between the two is based upon whether the goods in question 
are material or non-material. Economic goods that are material, or con- 
crete, in nature are wealth; those that are non-material are services. We 
shall deal first, and briefly, with services. 

Services consist of things that possess utility, scarcity, and transfer- 
ability— but not materiality. When Josef Hofmann gives a concert in 
Carnegie Hall, or Dr. Chevalier Jackson removes a foreign object from 
the hijman body by means of his famous bronchoscope, an economic 
good is created. Piano concerts and surgical operations unquestionably 
have utility and scarcity, for they are wanted by human beings and are 
limited in quantity. They also have the characteristics of transferability, 
for the music of the pianist passes to the listener and the healing art of 
the physician to his patient. Perhaps the best evidence that a transfer 
actually takes place is the willingness of the recipients to pay for these 
economic goods. Items of this kind are not wealth, because they lack 
the attribute of materiality, but this does not mean that they play a minor 
role in satisfying human wants. 

Indeed, non-material economic goods, or services, may at times be far 


I 
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more important than material economic goods, or wealth. The doctor who 
pulls one throiigii a serious illness, the policeman who prevents a robbery 
or murder, and the lawyer who saves his client from the gallows are per- 
forming services so vital that their significance is hard to measure in terms 
of dollars and cents. Among the producers of non-material economic 
goods are bootblacks, journalists, barbers, clergymen, soldiers, bankers, 
teachers, chauffeurs, butlers, actors, and hundreds of other kinds of work- 
ers. The products of these workers (who in numbers run into the millions 
in the United States) are wanted, scarce, and transferable, but they are not 
material and therefore are not wealth. 

Wealth 

Wealth plays so large a part in economic life that economics has often 
been defined as “the science of wealth/’ Though we have adopted a 
broader definition, which was stated in Chapter 1, we shall have much to 
say about wealth in its various forms. 

The Material Nature of Wealth. If we could take an instantaneous 
photograph of all the material economic goods in the United States at a 
given moment, we should have a picture of the wealth of the country. 
This picture would include all of the farming land with its fertility; all 
of the mineral resources, such as iron ore, coal, and petroleum; ail of the 
factories, together with the land they occupy and the machines they 
house; all of the stores, with their stocks of goods; all of the great trans- 
portation lines; and all of the homes and personal belongings of the people 
of the country. These and ail other material economic goods w^ouid have 
to be in the picture. 

There are some who hold that the term “wealth” should include non- 
material as well as material things, and that there should be added to 
the material goods which we have described all of the abilities, innate and 
developed, which are to be found in the people of the nation. These 
abilities, to which we have already referred briefly, are of great variety. 
The physical ability of the unskilled worker, the manual ability of the 
trained artisan, the intellectual ability of professional men, the home- 
making ability of the millions of housewives, and the artistic ability of 
creative and interpretative artists are of unquestioned importance "in the 
economic life of the country. They constitute an invaluable economic 
asset. Their utility and scarcity are undeniable; but, by definition, they 
are not wealth, since they are neither transferable nor material. To in- 
clude them in wealth would involve many complications and would 
lead to confusion. Hence, we limit our concept of wealth to things that 
have utility, scarcity, transferability, and materiality.^ 

But, though we exclude non-material economic goods from our concept of wealth, 
we shall not omit them from consideration. Indeed, services will be discussed in our 
study of ‘"income” in the present chapter. 
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A Test for Wealth. From what has been said, it is evident that we may 
determine whether a thing is wealth or not, simply by answering these 
four questions: 

1. Does it have utility; which means, is it desired by human beings? 

2. Is it scarce; which means, is the quantity so limited that it is an 
economic and not a free good? 

3. Can ownership in it be transferred from one person to another? 

4. Is it material (or concrete) in nature? 

The student should have no difficulty with the concept of wealth if he 
pays strict attention to the definition and to the four test questions that 
have been suggested. It may be helpful to bear in mind the fact that, in 
economic parlance, anything that is desired is a good; any good that is 
scarce and transferable is an economic good; and any economic good 
that is material is wealth. 

Is Money “Wealth”? A common conception of wealth is that it consists 
of money, and yet, strangely enough, this is something which it is best 
not to regard as wealth in most of our economic discussion. Money, as 
we shall see in some detail later in our study, is desired in the main 
merely because it facilitates the exchange of economic goods for other 
kinds of economic goods. It is, therefore, really just a means of making 
it possible to trade goods more easily than could otherwise be done in 
our complicated economic relations. Money is almost never desired on its 
owm account; and therefore, though it is scarce, transferable, and material, 
it may be said to possess almost no utility except that which it has by 
virtue of its power to facilitate exchange. 

Money, however, is of several kinds, the chief divisions being metallic 
and paper money. The remarks that have been made thus far apply 
particularly to paper money. Metallic money, of course, may be desired 
for the metal itself. For example, a gold coin melted into bullion xvould 
be distinctly useful, since there are many uses for gold apart from its aid 
in exchange. To the extent to which money is wanted because of its 
desirability as bullion, it must be considered w-ealth. But this means 
that a silver dollar is not a dollar’s worth of wealth, since there is not in 
it a dollar’s worth of silver bullion. In like manner, the Federal Reserve 
note on which are printed the words “five dollars” cannot be accounted 
five dollars’ w^orth of wealth. It is, rather, a claim upon that amount of 
economic goods, including both wealth and non-material goods. 

It is best, then, in economic discussion, to regard money not as wealth 
but as a claim upon economic goods^ which means that, wdth a certain 
amount of money in our possession, we are in a position to demand and 
secure the things which we really want, and these things ordinarily are 
concrete goods and personal services. 

; Fiirther ' ^‘Claims upon' Economic Goods.”.^ Other, items wdiich may be 
listed as claims upon economic goods are such things as stocks and bonds, 
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patent rights, copyrights and “good will.’’ Stocks and bonds are simply 
certificates of ownership in certain business organizations, through which 
the holders are enabled to claim a share in the earnings of these organiza- 
tions.'^ Stocks and bonds usually represent physical equipment in a busi- 
ness establishment of some kind. When a share of stock or a bond is pur- 
chased, the buyer gives up a certain amount of money with which the 
seller of the stock or bond is able to buy physical equipment to aid in the 
operation of his business. This physical equipment, and not the stocks 
or bonds, is the real wealth. 

Patent rights, copyrights, and good will are intangibles through which 
the holder expects to secure certain privileges not enjoyed by most per- 
sons. A copyright or a patent grants the holder a monopoly privilege 
which may bring a large return not enjoyed by others. For example, the 
patent rights on the Eastman “Kodak” make it possible for the manu- 
facturer to sell this article without fear of competitors producing and 
selling something precisely like it; and in like manner a copyright pro- 
tects an author’s rights in his literary production, or a business man in 
the exclusive use of a trade name such as “Pepsi-Cola” or a slogan such 
as “The hat that makes the headlines.” To be sure, there are usually 
satisfactory substitutes available which keep the monopoly from being a 
complete one. Good will is a sort of prestige which is built up by fair 
dealing over a period of years, and which, once established, is likely to 
result in a continuance of trade. Thus some persons have been dealing at 
the Wanamaker stores for years and, having been satisfied, continue as 
a matter of course to make their purchases there. Were the Wanamaker 
management to sell out to another concern, this good will which has been 
built up could, in part at least, be transferred to the new management 
and would insure the patronage of some of the former Wanamaker 
customers. 

It may be added that some economists classify as individual, but not 
social, wealth such items as we have referred to in the past few paragraphs. 
A share of Pennsylvania Railroad stock, for example, is said to be wealth 
to the individual, but not to society. If the right represented by th<i share 
of stock were to be destroyed, society would not suffer, but the owner of 
the share wmuld lose his claim upon that quantity of goods to which ills 
holding of stock now entitles him. This classification is a useful one for 
some purposes, and serves still further to emphasize the fact that the real 
w^ealth consists not of the claims themselves but of the economic goods 
w’^hich they enable the holders of these claims to obtain. 

3 Bonds, strictly speaking, do not represent ownership, but are contingent claims which 
become effective only in the event that the debtor fails to meet certain contractual 
obligations. The distinction between stocks and bonds will be taken up in detail in a 
later chapter. 
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A?2 Analysis of Wealth 

In attempting to define wealth, we stated that it consists of a stock 
of material, economic goods. We may now examine in somewhat greater 
detail the nature of wealth. Wealth, then, falls into three classifications: 
Land, capital, and consumers’ goods. 

Land. Land may be defined as natural resources created without the 
assistance of labor. This includes not only a part of the earth’s surface, 
but rivers and streams of all kinds— though not canals, which are man- 
made; mineral deposits, such as coal, iron, and oil; agricultural attributes, 
such as fertility; climatic conditions, including rainfall, sunshine, and 
temperature; natural vegetation, such as forests and fruits; and wild 
animal life, such as fish and game. Land is the very basis of man’s liveli- 
hood. It is the starting point of ail economic life. It is, therefore, of the 
utmost importance that we get a clear notion of what the terms means 
in its economic usage. 

Consumers’ Goods. Man, coming upon the scene, takes these natural 
resources and converts them to his own uses. Some of the goods which 
nature has bestowed upon him are ready for consumption. There is, for 
example, the fruit which may be picked from the tree and consumed 
immediately. But most of nature’s bounties are in a crude state until 
they have been worked upon by man. Man’s desire, of course, is to trans- 
form these natural resources into consumers’ goods, for consumers' goods 
are produced goods in the possession of the persons by whom they will 
be used in the direct satisfaction of wants. They are ready, therefore, to 
gratify human desires without passing through any further productive 
processes. A tree in the virgin forest is, from the point of view of the 
economist, land. When that tree has been felled, fashioned into a chair, 
and delivered to one who needs it, it is no longer land but a consumers’ 
good. Likewise, a fish in the sea is land, but cooked and served up to a 
hungry man it too is a consumers’ good. We might, in like manner, 
name thousands of articles in daily use which had their origin in land 
and which, through the process that we call “production,” have been 
converted into consumers’ goods. But whether they are still in the primitive, 
state known as land, or have been graduated to the final stage of their 
existence where, as consumers" goods, they minister directly to the needs 
of human beings, they fall also, by definition, under the broader heading 
of wealth. 

Consumers’ goods, it should be noted, are sometimes divided into 
durable and non-durable goods. Durable goods consist of houses, pianos, 
books, and other things which may be used over a relatively long period 
of time. Non-durahle goods, on the other hand, are such things as food, 
coal, gasoline, and the host of articles which are consumed in a compara- 
tively short time, sometimes with a single use. 
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Capita!. In some cases the process of production is long and elaborate., 
and involves the use of what is commonly termed '‘capital.” Capital is 
produced goods intended for further production. Man has discovered 
that goods can be produced more economically if, instead of trying to 
make the consumers’ goods directly from natural resources, or land, he 
makes intermediate goods which economists call capital. In making a 
chair we require certain tools— an axe, a saw, and a hammer. Since these 
three things do not directly gratify human desires, they are not consumers’ 
goods but capital; that is, they are produced goods intended for further 
production. And since they are capital, they are also wealth. 

These are exceedingly simple examples of capital. Our picture of wealth 
would include many pieces of extremely elaborate machinery which come 
under this classification of capital. The steam shovel used in excavating, 
the truck used in transporting goods, the countless machines in metal- 
working establishments, the printing press in the newspaper plant, the 
typewriter in the business office— these are but a few of the thousands of 
kinds of capital that might be listed. All, it will be noted, are goods made 
by man from natural resources; and all are made not for the sake of the 
direct gratification of wants, but with the idea of being used in further 
production. On this account they are sometimes called "producers’ goods”; 
and we shall use the terms "capital” and "producers’ goods” interchange- 
ably. 

Fixed and Circulating Capital. Classifications in the field of economics 
are numerous. Capital may be classified in several ways with some advan- 
tage. It may be divided first of all on the basis of its durability, in which 
case it is called either fixed capital or circulating capital. Fixed capital 
is that which lasts for a long time, which is not consumed in a single 
process or even a few processes; whereas circulating capital consists of those 
types of capital which are used up promptly and therefore play but a brief 
part in the productive process. 

A steamship, for example, is fixed capital, and so is a locomotive or a 
printing press or a typewriter. In all of these cases, the capital may be 
worked steadily for a number of years before it is rendered useless. But 
the coal that is consumed in the furnaces of a manufacturing plant, the 
paper that passes through a printing press and becomes a newspaper, and 
the electrical power that drives much of our industrial machinery are all 
only slightly durable; and such items, which are consumed in a single 
procg,ss or in several processes, are commonly called circulating capital. 

Free and Specialized Capital. Another classification is sometimes made 
on the basis of the number of uses to which capital may be put. If it has 
a great many possible uses, it is free capital, but if its uses are limited, 
it is specialized capital. One of the best examples of free capital is coal. 
It can be used in any of a thousand industries, and is therefore said to 
move freely throughout our industrial world. But a shoe-manufacturing 
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machine or a metal-cutting machine is designed for a particular indusU’y. 
It comes under the heading, therefore, of specialized capital. Coal is 
equally useful in providing power for shoe manufacture or metal work- 
ing, but the shoemakiiig machine is worthless in the metal-working plant, 
and a steel-cutting device is similarly useless in the shoe factory. Of course, 
there are many degrees of specialization of capital. 

It may be helpful to have before us, in outline form, some of the terms 
that have thus far been discussed in the present chapter. It will be recalled 
that man’s purpose in engaging in economic activity is to secure those 
goods which, in addition to free goods, are needed for the satisfaction of 
his wants. Fig. 1 is an outline of '‘goods” of all kinds. 

Goods: 

I. Free Goods. 

11. Economic Goods: 

A. Services. 

B. Wealth: 

1. Land. 

2. Capital: 

a. Fixed and circulating. 

b. Free and specialized. 

3. Consumers’ Goods: 

a. Durable. 

b. Non-durable. 

Fig. 1. An Outline of ‘Goods” 

INCOME 

Wealth is a stock of material, economic goods, thought of as existing at 
a given mo^nent of time. Income is very closely related to wealth, inasmuch 
as it may be described as a flow of economic goods over a period of time. 
The distinction in the time element entering into these two concepts 
should be noted carefully, and it should also be observed that, by defini- 
tion, services are excluded from wealth but are included in income. A 
workingman’s wealth, then, could be calculated by making an inventory 
of all his worldly possessions at any moment of time. The list would 
include, of course, only the material goods to wdiich he holds title. His 
income could be arrived at by listing ail of the economic goods, noii- 
material as well as material, that have come into his possession during 
a given period of time, say a week, a month, or a year. Either list might 
include such concrete items as a piano, a suit of clothes, a book, or a 
loaf of bread; but only the second list— the list representing income- 
could include services, such as a boat ride, the extraction of a tooth, or a 
motion picture performance. 

The wealth of the United States includes all of the material, economic 
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goods that belong to the people of this country. The value of this wealth, 
in the year 1940, was estimated at roughly |3 00,000,000,000. Farm land, 
mineral resources, factory buildings with their equipment, stores with 
stocks of merchandise, railway and motor lines, public works and private 
homes, and personal effects of all kinds helped to make up this enormous 
stock of wealth. 

The Flow of Income. A nation’s stock of wealth, then, consists of all 
its material possessions at any one time. Though it includes finished 
goods that are ready to be consumed, it is made up chiefly of land, factory 
buildings, and machinery, which are being used continually by labor of 
many kinds in the production of still more finished goods or of more 
factories and machinery. Thus, flowing from this stock of wealth over a 
period of time, say during the course of a year, are large quantities of 
material and non-material goods which minister, directly and indirectly, 
to our comfort and enjoyment, and which the economist calls income. 
If we accept the estimate that this flow of material and non-material 
economic goods was worth |75, 000,000,000 in 1940, we have some notion 
of the relationship between the wealth and income of the United States in 
that year.^ 

However, not all of the national income is consumed during the year. 
What actually happens in the United States is that something like 85 per 
cent of this income is used up annually, and about 15 per cent takes the 
form of machines and other productive instruments, and durable con- 
sumers’ goods, instead of being consumed immediately. Thus every year 
witnesses an increase in the quantity of wealth in the United States, and 
we find that perhaps some $12,000,000,000 worth of material goods was 
added to our stock of wealth during the year 1940. We shall later investi- 
gate, in some detail, the way in which the wealth of the country is built 
up through savings from income. 

Changes in Wealth and Income. Individual wealth and income, and 
national wealth and income, are sometimes large and sometimes small, 
since they reflect as a rule the degree of prosperity which the individual 
or the nation is enjoying. Prolonged business depressions interfere seri- 
ously with the satisfaction of human wants because they usually Jessen 
and sometimes destroy entirely the individual or family income which 
makes economic goods obtainable. But individual also varies. 

When the wheels of industry slow down or stop turning altogether, those 
to whom slack work or total unemployment comes are often compelled 
to live upon wealth instead of income. And if unemployment is very long 
drawn out, there will be in the families affected but little if any replace- 

^Comparable estimates for the boom year of 1929 were: Wealth, $360,000,000,000; 
income, 190,000,000,000. We have avoided, in this chapter, the use of wartime and 
post-war data on national wealth and income, giving instead pre-war figures which may 
be supposed to be more nearly normal than the inflated data of 1941-47. 
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ment of worn-out clothing and house furnishings. Even wealth of a more 
permanent nature may be impaired or destroyed. It is notorious that 
housing deteriorates speedily in time of depression— peeling paint and 
leaking roofs are neglected, broken windows and faulty plumbing go 
unheeded; to cite a striking illustration from the post- 1929 depression— 
a period of tragically widespread unemployment— thousands of tenants 
have been known to tear out the inside woodwork of their homes and 
burn it in the absence of other fuel. Factory buildings and other kinds of 
industrial equipment also go to rack and ruin when business comes to a 
standstill, for it is often impossible for the enterprisers to borrow the funds 
needed for repairs, and in any case it seems to some people like sending 
good money after bad to invest further in a business that gives no promise 
of paying dividends for many years to come, if indeed at all. Governments, 
too, in the face of reduced revenues, sometimes allow roads, buildings, 
and other government property to fall into decay, and thus decrease the 
total wealth of a country. 

However, a decrease in wealth is sometimes less extensive than it seems 
to be, as may be seen by comparing estimates of wealth in this country 
in 1929 (a year of great prosperity) and 1934 (one of the worst years of 
the greatest of depressions). The total wealth of the United States was 
estimated, in 1934, at $180,000,000,000, and a comparison with the esti- 
mated $360,000,000,000 of wealth in 1929 might seem to indicate that 
50 per cent of the country’s wealth had* disappeared during this five-year 
period. But figures are sometimes deceptive; a large part of this apparent 
loss was merely a decline in the value of wealth and not a loss of wealth 
itself. For reasons which we shall later study at some length, the prices of 
nearly all kinds of goods decline during business depressions. Much real 
estate, for example, lost fully half of its value in the course of a year or 
two during the period that we are considering. This drop in value was 
unquestionably a serious matter to the individual who owmed a piece of 
property and wanted to dispose of it, for it probably meant selling for 
much less than the property had cost. But to society as a whole a loss of 
this kind has little significance. If the property tvas in as good condition 
in 1934 as in 1929, its usefulness to society was just as great, despite the 
fact that its value had been halved. A dwelling that has not deteriorated 
physically provides quite as much shelter when its value is $10,000 as 
when it would have brought $20,000 on the market. An acre of land that 
produced forty bushels of wdieat fed just as many mouths in the depression 
year of 1934 as in the boom year of 1929, even though its value declined 
from $50 to $25. And if an owner of property was forced to sell at deflated 
prices, then what was /'hard luck” for him was “good luck” for the buyer, 
and, from the point of view of society as a whole, the gain of one canceled 
the loss of the other. Consequently, while we must count as a loss in both 
individual and social wealth whatever reduction depression brings in the 
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quantity and quality of the country’s stock of material goods, we may 
console ourselves somewhat with the knowledge that, when expressed in 
terms of value, the loss appears to be much larger than in reality it is. 

In like manner, a reduction in national income from $90,000,000,000 in 
1929 to 145,000,000,000 in 1934 did not mean that the people of the 
United States had only half as much income in the way of economic goods 
—commodities and services— in the latter year as in the former. For the 
reduced money income of 1934 would have bought considerably more 
than half as much economic goods as the larger money income of 1929, 
for the reason that there was a decline in general prices during these 
years. Of this sort of thing we shall have much to say in later chapters, 
but we may add at this point, by way of comparison, that the national 
income of the United States in 1934, when translated into commodities 
and services, was approximately 70 per cent as great as the national income 
of 1929. 

It is equally true, of course, that the seemingly enormous increase in 
both national income and national wealth which took place between 1934 
and the artificially stimulated war year of 1944 was not so huge an increase 
in prosperity as the figures might suggest at first sight, for the reason that 
prices rose greatly during this period and also because the goods repre- 
sented by these figures were, to a large extent, instruments of destruction 
instead of goods calculated to satisfy normal human needs. 

Money Income, Real Income, Psychic Income. The term ‘‘income” 
requires a little further analysis. Economists commonly speak of three 
kinds of income. These are money income, real income, and psychic 
income. Money income is readily understood. In this country it consists of 
the dollars that a person receives over a period of time. Real income is 
not money, but the commodities and services which one is able to buy 
with his money income. The distinction between money income and real 
income is quite important, since there is much confusion in the mind of 
the average person on this subject. A large money income does not neces- 
sarily mean the ability to buy much economic goods, for if prices are high 
a money income, even though large, will purchase relatively few of these 
desirable items. Nor does a reduction in money income necessarily mean 
a corresponding reduction in real income, as we noted in the preceding 
paragraph. If, then, we are speaking of a person’s income and wish to 
refer to the standard of living he is able to maintain with that income, 
what we have in mind is real and not money income. This is but another 
illustration of the fact that money in itself is of little use, and attains 
significance only as it procures for us the things we want. 

The third type of income, mcowe, has relatively slight impor- 

tance for the student of economics. It is not susceptible of scientific treat- 
ment. Psychic income means the actual enjoyment or gratification which 
comes to a person through the consumption of commodities and services. 
The pleasing taste of food on the palate and the sense of elevation which 
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comes through hearing fine music are examples of psychic income. Inas- 
much as the amount of enjoyment contributed by economic goods differs 
with the make-up and temperament of the individual coiisuniers, there 
is no way of measuring psychic income; and it is mentioned only to make 
clear the fact that the satisfaction of human wants by means o£ com- 
modities and services is, after all, the goal of all productive processes. 

Individual Gross and Net Income. One further classification of income 
may be made. When a business man mentions his total receipts for a 
given period, say a year, he is referring to gross inconie. But when he 
deducts from this amount all of the expenses incurred in connection with 
the conduct of his business, what is left constitutes net mcoine. For many 
purposes this deduction is essential. If, for example, a small shopkeeper 
wishes to ascertain hoiv well he is being paid for conducting his business, 
he must subtract from his gross income not only ail money he has ex- 
pended, but also a payment for any land, labor, and capital of his own 
that he has used in the enterprise; only then will he know how great a 
net income he is reaping from the operation of his business. 


A good is anything which is desired by human beings. 

Free goods are goods which are so plentiful that they do not command 
a price. 

Economic goods are transferable goods which exist in such limited 
quantities that they command a price. 

Lajicl is natural resources created without the assistance of labor. 

Capital (or producers' goods) is produced goods intended for further 
production. 

Consumers' goods arc produced goods in the possession of the persons 
by whom they will be used in the direct satisfaction of wants. 

Wealth is a stock of material, economic goods. 

Income is a flow of economic goods over a period of time. 


1. Define “goods,” “free goods,” “economic goods,” “wealth,” “income,” “land,” 
“capital,” “consumers’ goods.” 

2. When, in an economic sense, does a thing possess each of the following char- 
acteristics? 

a. Utility. 

b. Scarcity., 

c. Transferability. 

d. Materiality. , 

3. Give several examples of “free goods.” 

4. How is an increase in population likely to affect the “free goods” of a com- 
'..y/naunity? Illustrate.'''' 

5. Distinguish carefully between “material” and “non-materiar’ economic goods. 
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6. Distinguish between “wealth” and “services.” 

7. By what test may one determine whether or not an economic good is “wealth”? 

8. Are human beings “wealth”? Explain. 

9. “The true wealth of a nation is the abilities of its people.” Comment. 

10. To what extent is money “wealth”? On what ground do we exclude it from 
this category? 

11. What is “good will”? Why is it not regarded as “wealth”? 

12. Distinguish between “individual wealth” and “social wealth.” 

13. Into what three classifications may “wealth” be divided? 

14. How does the economist’s use of the term “land” differ from the everyday use 
of this word? 

15. In what manner is “land” converted into “consumers’ goods”? 

16. Name at least five articles that may properly be classified as “capital,” and 
explain why they may be so classified. 

17. What attribute of capital is under consideration when the terms “fixed 
capital” and “circulating capital” are used? 

18. What characteristic of capital is emphasized in the use of the terms “free 
capital” and “specialized capital”? 

19. Illustrate the fact that the ownership of specialized capital may involve greater 
risk of loss than the ownership of free capital. 

20. Study carefully the outline of “goods” given in Fig. 1. 

il 21. Distinguish between “wealth” and “income.” 

22. What was the value of the wealth of the United States in 1929 and 1934, 
respectively? The value of the income of the United States in those years? 

23. What is the percentage of the yearly “non-consumed income” of the United 
States? What happens to this income? 

24. How do you account for the fact that there was a decline in the wealth of 
the country between 1929 and 1934? 

25. Distinguish between a loss of wealth and a loss in the value of wealth. Which 
of the two affects more seriously the prosperity of a country? 

26. Define “money income,” “real income,” and “psychic income.” 

27. Distinguish between the money income and the real income of the United 
States for the years 1929 and 1934, respectively. 

28. What are “gross income” and “net income”? 
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AN INSTITUTION, ACCORDING TO WEBSTER, IS “ANYTHING FORMING A 

characteristic and persistent feature in social or national life or habits/' An 
examination of the economic life of a highly industrialized country, such 
as the United States, reveals the existence of a number of institutions 
which may be regarded as fundamental to the operation of the capitalistic 
system. In some cases they are the incentives that induce men to engage in 
arduous tasks; and, again, they are certain rules or principles according to 
which the economic game is played. We shall describe briefly several insti- 
tutions which appear to be basic characteristics of capitalism. 

SELF-INTEREST 

The Meaning of Self-Interest. The principle of self-interest has a prom- 
inent place in every society. Self-interest is a higher regard for one's own 
welfare than for the welfare of others. It means, in short, “every man for 
himself and the devil take the hindmost." The Biblical injunction to do 
things “in honor preferring one another" is not very generally heeded in 
actual practice. In war, in politics, in religion, in law, in “high society,*’ in 
teaching— indeed, in almost every field of human activity^— are evidences 
of the desire to get ahead even at the expense of others. The self-denying 
person is the exception rather than the rule. 

Seif-Interest in Economic Life. It is in the arena of economic struggle 
that the principle of self-interest has widest expression. Adam Smith 
emphasized, as a strong motive to economic activity, “the natural effort 
of every individual to better his own condition"; and it is easy to find 
examples of self-interest manifesting itself in the exercise of the acquisi- 
tive instinct, which is the urge to get for oneself those economic goods 
which seem likely to contribute to one’s enjoyment. Since economic life 
cGncerns itself wdiolly with things that are scarce—that is, with com- 
modities and services that are desired by many but are not sufficiently 
plentiful to constitute free goods— it often happens that, in seeking one’s 
economic self-interest, one deprives another of goods which that person 
iS'. anxious to .'Secure.' ,, , ■ ■ 

The principle of self-interest is in thoroughly good repute in the eco- 
nomic world, provided only that in practicing it one acts in conformity 
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with certain established rules and regulations. The acquisition of wealth 
by theft or robbery is outlawed; but it cannot be denied that some business 
men have become rich through charging extortionate prices for scarce, 
necessary goods, and have even themselves (through monopoly control) 
brought about the scarcity by artificial means. Workmen likewise have 
not hesitated to charge as much for their services as they have been able 
to force from their employers; and sometimes these high wages have been 
won through the agency of a “closed union,” which is, again, a form of 
monopoly control. 

The “Economic Man.” Recognition of the significance of self-interest 
as an economic motive gave rise to the concept of the “economic man,” 
who might be described as a mythical creature in whom the acquisitive 
instinct has been grossly over-developed, and the other forces that com- 
monly influence human conduct have shriveled up and disappeared. The 
economic man, as he has sometimes been pictured, is an individual who 
in all his actions carefully calculates the economic consequences of this 
move or that, trying always to add to his possessions. His course of action 
may be described briefly as selling at the highest possible prices and buying 
at the lowest possible prices. In making his purchases he aims always to 
secure the maximum of satisfaction; that is, he never spends a dollar for 
any commodity or service if the expenditure of this amount for something 
else would bring him greater satisfaction. Fie does his best, also, to avoid 
dissatisfaction. If, for example, our economic man is a workman to whom 
either of two jobs is open, he will be expected without question to choose 
the one which, for each dollar of income, entails the least work, since 
long-continued work is irksome and therefore productive of dissatisfaction. 

Objections to the Concept. Many pages of print have been used to 
prove that the economic man does not exist. The objectors, in some cases 
at least, have seemed to have in mind an economic man wdio not only 
sought, but actually attained, the maximum of satisfaction and the mini- 
mum of dissatisfaction in all of his dealings. Thus defined, the economic 
man is certainly imaginary, for there are so many obstacles in the way of 
attaining this ideal that one may safely say that it is unattainable by 
mortal man. To make the choices necessary to complete success would 
require infallibility of judgment. 

Whether it is better to pay the neighborhood druggist a quarter for 
a tube of shaving cream, or walk a dozen blocks and get it for 17 cents 
at a cut-rate store, is perhaps a small matter; but thousands of such ques- 
tions would have to be answered by the economic man in the course of 
a year, and every question would involve the knowledge of many facts, 
and a balancing of each against the others, before a decision could be 
reached. It is unbelievable that in these thousands of judgments the 
maximum of satisfaction and minimum of dissatisfaction would always 
be realized. How— to indicate but one difficulty— could the economic man 
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gain full knowledge of all necessary details without consulting the adver* 
tisements? But how, after reading the advertising blurbs of competing 
producers, could he attain the maximum of satisfaction in the purchase 
of (say) an automobile, a radio set, or a package of cigarettes, unless he 
possessed the wisdom of a Solomon! 

Modifications of Economic Self-Interest. We may abandon, then, at 
beyond the bounds of reason, the concept of a person who actually attains 
the maximum of satisfaction and the minimum of dissatisfaction in all 
of his economic dealings. And even if we picture the economic man as 
one who merely seeks always to further his economic self-interest, it seems 
probable that we shall have difficulty in locating him. For there are few 
persons, if any, who value material things above all else. Not only do men 
often fail to achieve economic self-interest to the fullest, but they even 
appear sometimes deliberately to perform uneconomic acts. Thus, people 
continue to patronize the corner grocer though a new chain store sells 
more cheaply; one buys from a friend on terms somewhat less favorable 
than those offered by a stranger; and a prominent industrialist gives up a 
$350,000 job to accept a government post at a dollar a year. 

Self-interest, then, while probably the strongest motive back of economic 
activity, is not the only one; nor is self-interest equally strong in all 
individuals. There is such a thing as tvorking at a job, not primarily for 
the sake of financial return, nor yet because it carries with it great honor 
or distinction, but because the work in and of itself is interesting or 
appears to be socially worth while. Quite often several motives—selfish, 
or altruistic, or both— apparently combine to bring about a given course 
of economic action. ‘'One person may compete against another for a 
position because he covets it, not for the sake of money, of which he may 
have as much as he wants, nor for the sake of power, for which he may 
not care, but in order that he may play the part wdrich rightly or wrongly 
he esteems himself fitted to play. . . . People choose their work with some 
feeling of its value in the world, and perhaps with a half-heroic intention 
of making it more valuable, but at the same time they look forward to 
advancing their material interests-- which include the interests of families 
and possibly of friends.’'^ 

Of course, there are certain family relationships into which economic 
self-interest does not enter, or in which its practice is at least greatly 
softened. A parent may prefer w^ealth and fame for a child rather than 
for himself or herself. A child may deny himself something he greatly 
desires in order to contribute to the support of a needy father or mother. 
But these evidences of self-sacrifice do not ordinarily extend beyond a 
limited circle. Indeed, a man’s desire to look after the needs of those near 
and dear to him may be the very incentive for the adoption of grasping 

^Sydney Ch 2 L^mKnk OutUnes of Political Economy, I ondon, Longmans, Green and 
Company, 1923, p. 150. 
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methods when dealing with those outside his immediate family group. 
It is not uncommon for a man to compete fiercely with those working in 
the same field, not because he desires wealth for himself but because he 
wants Iiis wife and children to be amply provided for. 

Whether the goal is immediate personal self-interest, or a limited self- 
interest that denies one’s own self in matters affecting relatives or friends, 
the effect upon economic society is largely the same. That is to say, there 
is, with some exceptions, a tendency on the part of all engaged in economic 
activity to struggle or compete with one another in the effort to draw, 
each in his own direction, as large a part of the national income as possible. 
Hence, while denying the existence of a creature who, economically speak- 
ing, “as a roaring lion, walketh about, seeking whom he may devour,” it 
seems reasonable to believe that the bulk of the economic acts that are 
observable on every hand are in fairly strict accord with the principle of 
economic self-interest. 

A well-established economic theory states that the intelligent monopolist 
does his best to secure the greatest possible total net return. So also does 
the intelligent business man who operates under competitive conditions. 
To this end he buys his materials, power, and labor at the lowest possible 
prices, and sells the finished goods for the most they will bring. If, as often 
happens, he keeps the unit price low, it is with the hope of selling large 
quantities of the product and thus realizing the maximum net profit. The 
tendency to buy at a low and sell at a high price is well-nigh universal. 
Few people are so well-to-do that they buy without regard to price; the 
popularity of “bargain sales” is evidence of this fact. And the laborer, 
artisan, or manager, in selling his services, seeks ordinarily to get as high 
a wage or salary as can be had, as is proved whenever strikes are called 
to force w^age increases. In the buying and selling of both commodities 
and services, then, economic motives are readily discernible. 

Self-Interest and Economic Progress. This principle of self-interest has 
played an important part in economic progress. It has been discovered 
that one may achieve importance not only by performing deeds of valor 
or creating works of art, but by accumulating great fortunes. Hence, in 
addition to desiring material goods and services for the sake of the grati- 
fication they provide, men have long sought to amass wealth so that it 
might win for them the admiration of their fellow men. To acquire the 
riches that bring prestige, business men labor long and diligently, launch 
forth into new fields of economic activity, search for improved methods 
to make their businesses more productive, and in other ways contribute 
to economic advance. Self-interest may also, of course, lead to gross injus- 
tice, as in the exploitation of the natives of “backward” countries by the 
business men of more “advanced” countries, who, in their greed for oil, 
rubber, and other raw materials, have sometimes been brutal in their 
dealings with native labor. ^ ^ 
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PRIVATE PROPERTY 

But the mere acquisition of economic goods does not fully satisfy the 
demands of seif-interest. Most persons want to hold fast to the economic 
goods they acquire, or at least to retain complete control over them until 
such time as these goods may be used up or disposed of in other ways. 

Private Property and Its Limitations. Consequently, there has grown 
up, over a long period of years, the institution of private property. Private 
property is the exclusive right of a person to control an econojnic good. 
It guarantees to an individual the right to use and control such goods as 
he may acquire, without interference from others, and even to dictate how 
his possessions shall be distributed after his death. There are, to be sure, 
some restrictions upon the uses to which one’s goods may be put, but these 
restrictions, as a rule, are not particularly burdensome. 

Usually there are prohibitions against the use of goods in tvays that 
would be likely to interfere with the rights of other persons. If, for exam- 
ple, a man should choose to destroy his own house by setting fire to it, 
this privilege would be denied him by the state if his action were likely to 
endanger the lives or goods of others. Moreover, it is customary for the 
state (or other political unit) to exact from a property owner, in the form 
of a tax, some part of his goods (or income from the goods) to meet the 
expenses of government. 

The Protection of Property Rights. However, in an industrialized and 
relatively democratic country, there is almost always a strong tendency 
to safeguard carefully the rights of property. Not only is an owmer author- 
ized to protect his possessions himself, but society as a whole, through its 
police power, undertakes to guarantee that he shall not be deprived of 
his goods by force. And the government itself is forbidden to appropriate 
private property except by ‘'due process of law.” 

The institution of private property protects those who have against 
possible encroachments of those who have not. Were it not for this protec- 
tion, self-interest, in the field of economic endeavor, would probably 
express itself in a struggle for the things that afford immediate emjoyment 
in constimption, for there would be little or no point to devoting time and 
effort to the acquisition of goods which might be wrested from one by a 
stronger individual or by a greedy government. 

Usefulness of the Institution of Private Property. Indeed, economic 
progress was hampered for a long time because of fear lest a man should 
not be permitted to reap where he had sown. Agriculture, the earliest of 
permanently located Industries, did not come into its own until there was 
reasonable assurance that a man’s crops, when they had matured, would 
not be appropriated by others through force of arms. Manufacturing and 
commerce likewise have lagged behind in times and countries that have 
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failed to provide, by means of a strong, well-established government, a 
guaranty that the rights of property would be respected. 

The institution of private property, in making this guaranty, encourages 
the accumulation of surplus goods and thus aids in the development of an 
industrial order, for through goods being saved instead of consumed a 
stock of capital is built up. This capital takes the form of buildings, 
machines, tools, and other aids to production; and, as we shall see in the 
next chapter, the effectiveness of production is in large measure dependent 
upon the existence of instrumental “capitak’ of these kinds. Since capital 
is essential to efficient production but will be accumulated only if the 
owner is protected in his use and control of it, the institution of private 
property, by providing the necessary protection, makes an important con- 
tribution to social welfare. 

FREE ENTERPRISE 

Private property supplies an incentive to economic activity, and free 
enterprise keeps open the road to economic opportunity. Free enterprise 
is the right of a person ‘Ho make what things he likes^ and as he likes” or 
to enter any trade or profession. This right, if it functions properly, makes 
it possible for a person to engage in whatever economic activity he may 
choose, without interference from the state or from individuals. Self- 
interest, then, impels a man to look about until he finds a line of work 
which strikes him as profitable; the institution of free enterprise permits 
him to enter the field he has selected; and the institution of private 
property insures that he shall be allowed to enjoy the fruits of his ability 
and industry. 

The Beginnings of Free Enterprise. Prior to the Industrial Revolution, 
a man had but little choice in the matter of his occupation. Under the 
manorial system, the vast majority of workers were farm laborers who 
were, in a very real sense, tied to the soil. Being born on a particular 
manor, they were obligated in various ways to the lord of the manor, and 
were not free to sever this relationship at will. Their obligations were well 
established by custom, and ordinarily a son would fall heir to the status— 
frequently a very humble status— of his father. 

Even had the workers been free to come and go at their own pleasure, 
there were, in those early days of industry, but few distinct trades or busi- 
nesses which a man might enter; and those few were guarded jealously 
by organizations of craftsmen and merchants who were then, as now, 
anxious to avoid undue competition. The introduction of the factory 
system of manufacture weakened the ties that had bound the peasant to 
the land, and the demand for factory operatives opened up new occupa- 
tional possibilities that have been broadening ever since. Thus the control 
of the individuaPs economic activity by custom or law gave way to a sub- 
stantial degree of freedom of individual enterprise. 
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Government Restrictions upon Free Enterprise. The transformation 
was not a sudden one, but has stretched out over the years. Even as recently 
as the early days of the nineteenth century the rights of labor had but 
scant recognition. There is a recorded case, for instance, of employees 
who were ordered by the courts to woxh for their employers at a specified 
wage and wei'e penalized for failure to comply with the order. Here, obvi- 
ously, ’was a violation of free enterprise. 

Today the law does not presume to interfere in such matters, though 
even now there are certain requirements to be met before a person is per- 
mitted to enter some professions, notably law and medicine. Plumbers, 
electricians, and other skilled artisans are likewise required, in some states, 
to pass examinations in order to secure licenses permitting them to ply 
their trades. Ostensibly these measures are adopted to protect the public 
in the purchase of important services which, in the absence of regulations, 
might be performed badly by poorly trained practitioners. But these are 
the very grounds on which the medieval guilds sought to justify their 
restrictive measures. 

It should be said, in justice to those who champion present-day restric- 
tions upon free enterprise, that exclusions are usually made on the basis 
of the failure of candidates to measure up to certain established require- 
ments, This means that, while it is deemed unsafe to admit into some 
fields of economic activity any person who cannot pass the necessary tests, 
the door is open to all who possess the requisite ability. This is quite a 
different matter from forbidding the rank and file to leave the economic 
station in life to which they have been assigned through accident of birth. 
Under the medieval system the peasant boy was destined to I'emain a 
peasant. In a regime of free enterprise, despite the restrictions that have 
developed, he might reach a position of eminence in the business world 
or in one of the learned professions. 

If -vve were to call the roll of men of prominence in this country today, 
we should doubtless find that a large percentage, and possibly a clear 
majority, had risen from the ranks to their present places of wealth and 
power. This is particularly true in the business world, for our Garnegies, 
Rockefellers, Schwabs, Wanamakers, Fords, and other industrial leaders 
have, probably more often than not, emerged from almost total obscurity 
and, under the institution of free enterprise, have pushed forward to 
positions of economic greatness. Such careers would be out of the ques- 
tion in a country which denied its citizens the privilege of choosing freely 
their avenues of economic activity. . 

Natural Limitations to Economic Success. It is scarcely necessary to 
deal at length wdtli governmental obstacles to free enterprise, such as are 
created through the granting of franchises, patents, and copyrights. These, 
indeed, may quite properly be regarded as incentives rather than hin- 
drances to economic progress. A franchise is awarded presumably to the 
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individual or concern that seems most likely to render the best service at 
the lowest price; and patents and copyrights are, in effect, prizes offered 
by society to those who invent useful appliances or originate clever ideas. 
Here, again, the road to opportunity is open to all who can qualify, and 
not merely to a selected few. 

The question of natural ability is one of great significance, of course, 
and the lack of special talent essential to success in a particular occupation 
is nowadays more likely than government interference to be the obstacle 
to freedom of enterprise. Unfortunately for the handicapped and possibly 
for society as a whole, deficiencies in natural ability are difficult and oft- 
times impossible to overcome. However, the institution of free enterprise 
does not pretend to insure success in an economic undertaking. All it does 
is to say, in effect: “The field is open to you and to all who care to enter 
the contest. Your success or failure will depend upon your ability to com- 
pete with others who, like you, are seeking their economic self-interest.” 

Free Enterprise and Equality of Opportunity. Our much discussed 
“equality of opportunity,” therefore, means merely that whoever will may 
enter the lists, but each must supply his own equipment. This equipment, 
in the economic struggle, consists not only of natural endowments, such 
as physical stamina, mental agility, sound judgment, and so on, but of 
capital, or instruments of production, as well. (We are referring, for the 
moment, to those who aspire to play the enterpriser’s r61e.) Of course, if 
one possesses the essential personal qualities to an unusual degree, he may 
be able to borrow the funds needed to put him on* a par with those whose 
capital is supplied through family connections. But then, again, he may 
not. 

It is apparent, therefore, that genuine equality of economic opportunity 
does not exist. It is impossible of attainment so long as the instrumental 
factor of production, capital, is unevenly divided among the contestants. 
It is impossible, again, so long as the training needed is expensive, and 
therefore out of the question for some who wish to compete. And even if 
these artificial barriers were removed, there would Still remain the natural 
barrier of differences in personal abilities to prevent the competitors 
from starting out on a strict basis of equality. Whether equality of eco- 
nomic opportunity is desirable need not occupy our attention at this time. 
The point made here is that free enterprise, which many appear to regard 
as synonymous with equality of opportunity, in reality does nothing more 
than to open the contest to “all comers,” some well equipped and others 
but poorly equipped for the struggle. 

FREEDOM OF CONTRACT 

Freedom of contract is a basic assumption of a capitalistic economy. 
A contract is an agreement of economic significance which is enforceable 
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hy public authorityj^ It is “a two-sided act, expressive of agreement/’ and 
involves an offer and an acceptance.^ It must be entered into without force 
or undue influence, and ‘‘the matter agreed upon must be both possible 
and legal and . . . not contrary to the public policy.”^ 

The Prevalence of Contracts. Since contracts arise whenever offers are 
made and accepted, the institution of contract touches, directly or indi- 
rectly, the life of everyone. Owners sell houses, and landlords lease apart- 
ments; housewives buy furnishings, clothing, and food; people with 
dependents take out insurance; those who need ready money borrow from 
banks or finance companies; dramatic stars accept parts in plays; tourists 
book passage on ocean liners; and each of these many thousands of transac- 
tions constitutes a contract— -which may be written, verbal, or implied— 
because each involves an offer and an acceptance. 

Free enterprise and freedom of contract are closely related. Indeed, free 
enterprise would have little meaning if people were not free to enter into 
contracts. The institution of free enterprise says, in effect, that the owner 
of land, labor, or surplus funds may (within reasonable limits) use these 
agents of production as he likes, in his endeavor to gain economic success. 
He may decide to lease his land, lend his funds, and hire his services to 
others. On the other hand, if he chooses to be an enterpriser he may 
require the use of land, labor, and funds which belong to other members 
of society. In either case, there must be understandings as to rates of rent, 
wages, and interest, and the periods of time over which the arrangements 
he makes are to hold. And if he is to function as an enterpriser, he must 
be free to sell his commodities or services to would-be buyers. 

Enforcement of Contracts. With countless deals of these and other 
kinds being made daily, it is highly desirable not only that the terms of 
the agreements be clearly understood, but that they be enforced by a 
disinterested agency. This agency is the state, operating through the 
courts. The courts recognize the provisions of contracts as legal obligations, 
and undertake to enforce them. 

It is sometimes argued that labor contracts are not enforceable against 
wage earners. In theory, such contracts are enforceable, but in practice 
the courts do not attempt to enforce the actual performance of specific 
personal services. However (in addition to the willingness of many workers 
to live up to their obligations), the pressure of public opinion, in the 
case of labor unions, and the possibility of court injunctions, suits for 
damages, or other penalties, in the case of especially important workers, 
serve to reduce the number of violations of labor agreements. It should, 
perhaps, be added that the weight of public opinion plays a part in the 

^ij^ichard T. 'Ely: /■Fr^perty and Conimcf, New Yerk, The Macmillan Company, 1914, 
p/'562. 

p. 567. 

^Ibid., p. 569. 
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enforcement of contracts of all kinds, and not merely those which, like 
labor contracts, are difficult to enforce at law. 

The contract “not only unites the present and the future, but the past, 
present, and the future. The continuity of our economic life demands 
security and stability. We have only to think of what contract relations 
are, to realize this-barter, sale, credit, letting, loans, services, deposits, 
domestic services, agency, partnership, professional services. . . . We see, 
then, the vast economic significance of contract. Our economic relations 
are based largely on contract, and in its absence might would prevail. It 
is very largely through contract that our wealth is accumulated and our 
share of the national dividend comes to us.”^ 


COMPETITION 

When we come to the study of value, we shall employ the word “com- 
petition” in a strictly technical sense. But in our present discussion we 
have in mind the more common, dictionary definition of the term, which 
usually runs about as follows: Competition is the act of striving for some- 
thing that is sought by another at the same tme. 

The efforts of men to advance themselves economically are shown in 
their competition with one another. Competition is one of the most per- 
vasive of all economic forces, and is found in all fields of economic 
endeavor. It is, indeed, the basis of most economic theory; for the science 
of economics assumes the existence of competition for the most part, and 
in its absence some of our leading economic laws would be meaningless. 

Social Value of Competition. Competition acts as a sort of regulatory 
force over the actions of men in their attempts to make economic headway. 
Self-interest may prompt a man to charge an extremely high price for 
whatever he has to sell, whether commodities or services; but the existence 
of competition forces him to modify his charge, and the consumer benefits 
accordingly. 

Under competitive conditions, the sellers of economic goods, in their 
endeavor to secure trade, bid against each other and thus force the price 
down. For there is always present the fear that if too high a price is main- 
tained, the commodity or service will go unsold. In like manner, self- 
interest may suggest to a buyer that he offer an exceedingly low price for 
something he desires, but the competitive bids of many buyers have the 
effect of forcing the price up. Through the operation of these two forces 
of competition, one tending to lower and the other to raise prices, a 
balance is fina^^^^^ 

Prices thus arrived at (as we shall note in detail in our study of value) 
tend to be, in the long run, just high enough to cover costs of production; 
that is, they tend to be just sufficient to enable the business man to pay 

^ Ibid., pp. 578, 579. 
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all necessary expenses, including a salary for his own productive effort. 
If the term “fair price'' is ever permissible, it is surely in connection with 
a price of this kind, for the efficient business man is certainly entitled to 
a price that will enable him to meet all legitimate expenses of production; 
but it may well be argued that society should not permit him to have more. 

Competition in Selling. We have already seen that there is competition 
among sellers who are anxious to dispose of their wares at the highest 
prices obtainable, and competition among buyers who are desirous of 
securing these goods, but at the lowest possible prices. These two groups 
are susceptible of further analysis. Competition among sellers, for example, 
may relate to like, suhstitute, or unlike goods.^ 

The type of competition among sellers that is most easily recognized 
is that which takes place among those dealing in like goods. Thus the 
General Motors Corporation, with Chevrolet cars to sell, competes sharply 
with the Ford Company offering the Ford “V-8" and with the Chrysler 
organization selling the ‘Tlymouth.” Those who have watched this par- 
ticular example of marketing have noted a type of severe competition that 
is present, also, in the sale of clothing, ice cream, bread, and countless 
other commodities. 

Competition among sellers of substitutes may be equally keen. Old- 
fashioned ice refrigerators and modern mechanical refrigerators perform 
the same general function, that of producing and maintaining a low tem- 
perature which aids in the preservation of food. To combat the substitu- 
tion of the newer device for the orthodox refrigerator, the manufacturers 
of ice have spent much money on campaigns of advertising. The sale of 
oil-burning and gas-burning furnaces likewise constitutes a threat against 
an established business— the anthracite coal industry. The coal dealers 
have attempted to meet the challenge with advertisements that set forth 
the advantages of coal, and the disadvantages of oil and gas. So much for 
competition among sellers of substitute goods, which include items of food, 
clothing, shelter, transportation, entertainment, and so on. 

The desire to dispose of unlike goods also results in competition. Since 
the average person cannot afford to buy everything he might like to 
possess, he is often obliged to choose from several possibilities the one 
which appears likely to bring the greatest satisfaction. He may be able to 
finance a new automobile or a summer cruise, but not both. Consequently, 
automobile dealers vie wdth steamship companies, each side seeking to 
emphasize the superiority of the commodity or service it has to offer. A 
long list of possible conflicts among sellers of unlike goods might be 
drawn up. One of the most striking examples of competition of this kind 
was that which developed some years ago between sellers of cigarettes 
and sellers of candy. It is likely that few suspected the possibilities of con- 

^This useful classification is borrowed from Raymond T. Bye, Principles of Economics j, 
New York, F. S. Crofts & Co., 1941, pp. 50, 51. 
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Met in this connection until a leading tobacco concern began to urge the 
public to use cigarettes instead of sweets, and the manufacturers of candy 
retaliated by advertising the real or imaginary evils of cigarette smoking. 

Competition in Buying. In buying, as in selling, competition is a force 
to be reckoned with. Probably nowhere is competition among buyers 
seen more clearly than at a public auction, with its strictly limited supply 
of a given commodity (consisting sometimes of but a single unit) and 
a number of would-be purchasers. A situation of this kind frequently re- 
sults in very spirited bidding, with the price going up and up until finally 
the prize is carried off by the highest bidder. 

The effects of competitive bidding are most clearly apparent in a case 
such as we have described, where there is a limited supply; but, in a less 
spectacular way, the same sort of process is followed whenever goods are 
bought and sold. For all economic goods are, by definition, both desired 
and scarce. If the good in question is very scarce, the bidding by buyers 
will be brisk and there will be a “seller’s market,” that is, one in which 
the seller holds the advantage. If, on the other hand, a relatively large 
quantity of the good is available, there will be a “buyer’s market,” with 
prospective purchasers unconcerned and even indifferent, since they feel 
that they will surely be able to obtain as much as they require. But the 
competition between buyers, whether brisk or dull, has the effect of 
raising prices to a greater or lesser degree, just as the competition between 
sellers tends to bring prices down. 

Competition for the Agents of Production, Manufacturers and other 
enterprisers compete not only for the patronage of consumers, but for the 
agents of production as well. Thus there is a continuous demand for land, 
labor, and capital, which may be desired by business men in similar in- 
dustries or in businesses that are widely different, since enterprisers in 
all fields require land, labor, and capital; and as they bid against one 
another for the use of these agents the prices that they must pay (in the 
form of rent, wages, and interest) are forced up. 

But the owners of the agents are anxious to keep them employed and, 
rather than have the agents idle, they may, by a process of underbidding, 
force down the prices of these factors of production. Flere again^ as in 
the actual sale of goods, competition among buyers tends to send the 
price up and competition among sellers tends to drive it down. As we 
have already explained, the price that is finally paid is the result of an 
adjustment between these two tendencies. 

Interference with Competition. Competition, like self-interest, is found 
in all walks of life, but seldom in the pure, undiluted state. We noted, 
in discussing the economic man, that however diligent one may be in 
seeking his self-interest, the limitations of human knowledge and action 
render complete success improbable, if not impossible. 

Similarly, a lack of knowledge of conditions and circumstances beyond 
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one s control result in imperfect competition. Workers, for example, are 
anxious to secure high wages. If, then, the wages of carpenters are higher 
in Baltimore than in Atlanta (living costs being the same), we should 
expect carpenters to move from Atlanta to Baltimore and compete for 
the high-priced jobs in the latter city. As a matter of fact, there are often 
fairly wide differences in the wage scales of two or more cities, without any 
appreciable movement of laborers from one to another. The reason may 
be ignorance of the situation on the part of the wwkers, or an indisposi- 
tion to move from an established abode even for a gain in income. Thus, 
the lack of knowledge on the part of buyers and sellers, and imperfect 
mobility of commodities and services, prevent competition from working 
with complete exactness in the several branches of economic life. 

Agreements and combinations of various kinds are also responsible for 
restricted competition. "Gentlemen’s agreements” betw^een those in con- 
trol of great business interests have often interfered with the realization of 
a perfectly competitive price. "People of the same trade seldom meet 
together, even for merriment and diversion, but the conversation ends in 
a conspiracy against the public, or in some contrivance to raise prices,” 
wrote Adam Smith in 1776. And this was a century and a quarter before 
the advent of the famous "Gary dinners,” at which leaders in steel manu- 
facture are said to have agreed, year after year, upon the price to be 
charged for steel in the United States during the next twelve-month 
period. The combination, under a single management or policy-forming 
body, of the important producing units in the oil, sugar, and tobacco in- 
dustries has at times had a similar effect. Most powerful of all, in stifling 
competition, is a condition of complete or almost complete monopoly, 
such as w’^as once exercised by the Aluminum Company of America, which 
had captured a very large percentage of the country’s supply of raw mate- 
rials essential in the manufacture of aluminum goods. Complete monopoly, 
of course, is the absence of competition, with but one buyer or one seller, 
as the case may be, in the market; while perfect competition is a situa- 
tion in which there are many buyers and many sellers and a complete 
absence of combination among the members of either of these groups. 

COOPERATION 

But not all is competition in the world of economics. Cooperation also 
plays a part, and sometimes an important part, in economic relation- 
ships. Whenever it appears better to men to work in accord rather than 
in conflict, cooperation is likely to take the place of competition. We have 
already seen that deliberate cooperation, as in the case of steeT magnates 
agreeing to uphold a monopoly price, may constitute an interference with 
competition. Other examples of organized cooperation that lessens the 
effectiveness of competition may be found in the trade associations 
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of business men, the trade unions of workers, and the marketing coopera- 
tives of farmers and fruit growers. We shall look further into organized 
cooperation in a later chapter, confining our present discussion to coopera- 
tion of a somexvhat different kind. 

There is being practiced continually a type of cooperation which is 
seldom recognized as such by those who take part in it. Indeed, our 
modern specialization, with every man confining his efforts to a very 
limited field of work, would be unthinkable without cooperation. The 
teacher may devote himself to his classes and his books only because 
others are cooperating by providing him with food, shelter, and clothing. 
The miner produces only coal, and depends on the cooperation of the 
farmer to supply him with food. The farmer tills the soil and raises his 
crops, but looks to the carpenter to build his barn, the machinist to make 
his implements, and the barber to cut his hair. In any modern factory 
cooperation may be seen to excellent advantage, for present-day industry 
is dependent upon the various types of workers, each with his particular 
function in the productive process, joining together intelligently and 
wdllingiy in turning out economic goods. 

Examples of cooperation between producers and consumers are ap- 
parent on every side. I decide to take a trip to Chicago, and find a host 
of people anxious to cooperate in making the journey as easy and pleasant 
as possible. The telephone company cooperates by putting me in touch 
xvitli a taxicab company. The taxi people cooperate by delivering me 
promptly and safely to the railway station. The railroad cooperates by 
having the train ready for me at a convenient hour, and by providing 
not only transportation but dining and sleeping accommodations. Lunch 
time arrives, and I discover that my wants in the matter of food have 
been anticipated. Not only is food available, but an effort has been made 
to cooperate with me to the extent of supplying the kinds of food most 
likely to appeal to my tastes. Upon arriving in Chicago, I discover that 
I am expected, and a hundred hotels are ready to cooperate by providing 
comfortable quarters. 

It is not correct, of course, to intimate (as we have done) that these 
several acts of cooperation are of a personal nature. On the contrary, 
they are distinctly impersonal, since those who help to make my trip a 
pleasant one do so not from personal good will or friendship for me, but 
from the very practical motive of self-interest. “It is not from the benevo- 
lence of the butcher, the brewer, or the baker, that we expect our dinner, 
but from their regard to their own interest,” says Adam Smith. We find, 
then, in every phase of business life the desire of producers to discover 
and minister to the needs and wants of others— to cooperate, in effect—so 
that they, the producers, may secure an income through rendering the 
desired service. 
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THE PRICE SYSTEM 

The existence of capitalism implies a complicated system of economic 
life, with commodities and services exchanging for money, and this 
money exchanging again for commodities and services. When indirect 
exchange of this kind supplants barter, a system of prices develops; and 
upon the operation of this system depends the distribution, among mem- 
bers of society, of land, labor, and capital to be used by enterprisers in 
production, and of consumers’ goods and services to be employed in the 
direct satisfaction of human wants. 

The intricacies of the price system are so many and important that we 
shall give them extended description in Chapter 17. Our purpose in in- 
troducing the subject thus briefly at this point is to emphasize the fact 
that the price system is an outstanding institution of capitalism. 

ECONOMIC HARMONY 

Adam Smith and other economists have defended freedom of economic 
action on the ground that it furthers the economic interests not only of 
individuals but of society as a whole. It was Smith who made the famous 
statement that a man, in seeking his selfish economic advancement, is 
“led by an invisible hand to promote an end which tvas no part of his 
intention.” This end, of course, is the economic well-being of the com- 
munity, which Smith felt was best served by a policy of governmental 
non-intervention in economic affairs. 

An Example of Economic Harmony. There is a mixture of truth and 
untruth in this so-called “doctrine of economic harmonies.” It is probably 
true that the late Henry Ford, while piling up his millions, contributed 
much to the satisfaction of human wants. The argument to this effect 
would run about as follows: Henry Ford became rich because millions 
of people, over a period of almost a half century, have showered their 
dollars upon him. But people in general are not altruists. They are, on the 
contrary, anxious to get the most for their money; and the fact that they 
spent J:heir money with Mr. Ford and not with someone else is proof that 
he gave them more for their dollars than they could get elsewhere. Hence, 
society benefited by Ford’s selfish endeavors. To summarize: The institu- 
tion of free enterprise allowed Mr. Ford to choose the business into which 
he would go. He decided that he could make most by manufacturing 
automobiles. Events showed that he chose wisely, for he made a huge 
fortune; but in making it he was “led by wn invisible, hand 'to promote 
an end which was no part of his intention”--that is, he was led into 
being something of a public benefactor. 

Unfortunately for the doctrine of economic harmonies, the argument 
does not always workout so, neatly: Indeed^to pursu^^ little further the 
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case of Henry Ford-it would be hard to prove that his business life was 
guided by purely mercenary motives, for human motives are always diffi- 
cult and sometimes impossible to fathom. It is quite possible, then, that 
Mr. Ford had in mind throughout his career not only the acquisition of 
wealth, but also the winning of a great name as a captain of industry; or 
he may have been motivated primarily by the desire to show that his 
“horseless carriage/' which was the cause of so much mirth in the days 
of its infancy, could be made the basis of a gigantic American industry. 
Finally, even if all should grant for the sake of argument that Mr. Ford’s 
business activities yielded great social benefits, how can we know that 
his benefactions have been mere by-products of his money-getting-“-as they 
must have been if they are to confirm the doctrine of economic harmonies 
—and not the prime object of a man who, like Abou Ben Adhem, sought 
to be written down as “one that loves his fellow-men”? 

Shortcomings of the “Invisible Hand.” But if it is difficult to show that 
the economic good works that occur are the incidental outcome of eco- 
nomic self-interest, it is still harder to prove that social good inevitably 
follows every attempt of men to win individual economic success. In 
other words, the doctrine of economic harmonies does not always work; 
the “invisible hand” lets a good many people slip by on the road to 
xvealth, without collecting the toll— in the form of social service— which 
the doctrine of economic harmonies says must be paid by all who pass 
that way. Whenever a monopolist, in order to secure an artificially high 
price for his product, deliberately restricts the quantity of the good that 
the public is allowed to consume, he is outwitting the “invisible hand.” 
Whenever a merchant palms off a shoddy article on an unsuspecting 
customer and charges the price of first-class goods, he is disproving the 
inevitability of the doctrine of economic harmonies. And whenever the 
maker of a patent medicine sells a worthless concoction to suffering hu- 
manity and thus delays the scientific treatment of disease, he is so far 
from promoting the “end” to which Adam Smith referred that he is in 
truth an enemy of the people. 

These and a thousand other examples that might be cited show that 
economic harmony does not always prevail. It still seems highly desirable 
that a man shall ordinarily be permitted to choose his life work, for in so 
doing he is likely to find the job he can do best and with most enthusiasm 
and enjoyment. But we have long since recognized the need for govern- 
mental “interference” with monopoly, for laws penalizing the misbrand- 
ing of certain kinds of commodities, and for regulation of the sale of 
some of the more dangerous drugs and narcotics. The movement has a 
long way to go before the public will be adequately protected against 
these unscrupulous, unsocial individuals whose manner of doing business 
seems to indicate direct descent from an “economic man” of the most 
vicious type. There has been need, then, for a revision of the doctrine 
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of economic harmonies, and Professor Carver has restated it in these 
words: Under proper government interferejice and control, men are led 
as by an invisible hand, to promote the public interest while trying to 
promote their own.”"^ Just what constitutes “proper government inter- 
ference and control” is debatable, but if the italicized clause is given a 
sufficiently liberal interpretation, this modernized version of the doctrine 
of economic harmonies appears to be essentially sound. 


1. What is the meaning of “self-interest”? Of “economic self-interest”? 

2. How is economic self-interest related to the limitation of goods described in 
Chapter 2? 

3. Give several illustrations of the existence of economic self-interest. 

4. Describe the “economic man.” 

5. On what grounds has the concept of the economic man been attacked? Are 
these objections valid? 

6. What evidence is there that economic self-interest is often modified in actual 
practice? Be specific. 

7. Give several illustrations (not taken from the text) of “buying in a cheap 
market and selling in a dear one.” 

8. “This principle of self-interest has played an important part in economic 
progress.” Explain. 

9. What is the meaning of “private property”? 

10. Is the institution of private property hedged about by restrictions of any 
kind? Explain. 

11. Why, in the absence of this institution, might people confine their economic 
efforts largely to the production of non-durable goods? 

12. “The institution of private property . . . aids in the development of an indus- 
trial order.” How? 

13. Define or describe “free enterprise.” 

14. Contrast the individual’s opportunity to choose an occupation under the 
manorial system, with the “freedom of enterprise” of today. 

15. Do not governmental restrictions (such, for example, as state bar examinations 
for lawyers) destroy our pretensions to freedom of enterprise? Explain. 

16. Is "^free enterprise” synonymous with “equality of opportunity”? 

17. Define “contract.” 

18. Discuss the relationship between free enterprise and freedom of contract. 

19. Comment on the enforcement feature of the contract. 

2Q. Competition has the effect of forcing prices up, and also of driving prices 
down. Explain this seeming contradiction. 

21. Give an example (not taken from the text) of competition between sellers 
of (3) like, (b) substitute, and (c) unlike goods, 

22. What is a “seller’s market”? A “buyer's market”? 


N. Carver, m Soml Cambridge, Harvard University Press, 1922, 

p. loa 
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23. Business men ‘^compete not only for the patronage of consumers, but for the 
agents of production as well.” Explain, with an illustration. 

24. Competition is seldom perfect. What conditions prevent perfect competition 
from being realized? 

25. What is “complete monopoly”? 

26. When may we expect to find planned economic cooperation instead of 
economic competition? 

27. Describe sev^al types of organized economic cooperation. 

28. “There is being practiced continually a type of cooperation which is seldom 
recognized as such by those who take part in it.” Explain, with illustrations. 

29. If most cooperation is impersonal in nature (as in reality it is), what motive 
impels individuals to engage in such cooperation? 

30. What is the central idea of the “doctrine of economic harmonies”? 

31. What reasons are there for questioning the validity of this doctrine? 

32. In what respect is Professor Carver’s restatement of the doctrine of economic 
harmonies an improvement over the “invisible hand” concept of Adam Smith? 
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PART TWO 





CHAPTER 5 



PRODUCTION IS USUALLY DEFINED BY ECONOMISTS AS THE CREATION OF UTILITY. 

We have already described utility as being synonymous with wantedness 
and desiredness. It is, therefore, that relationship of a good to a human 
being which is expressed by say mg that the good is desired by the human 
being,'^ It follows that anything that may be done in the way of increasing 
the desiredness of an economic good must be regarded as production. 

Most of the activities which take place in our economic society are 
directed toward this end. The problem of economic society is, in large 
part, to change land— that is, natural resources— into finished goods, and 
to place those goods in the hands of the persons who will consume them.^ 
Then and then only may they properly be termed ‘‘consumers’ goods.” 
We may emphasize this point by quoting a British economist who in this 
statement is rebutting the notion, once current, that some types of in- 
dustrial workers— such, for example, as those engaged in the sale and 
transportation of goods— are unproductive. He says: “It is a useful, if trite, 
maxim that production is not completed until the commodity, whatever 
it be, is in the hands (or on the table) of the consumer; and if we ask for 
bread, the ploughman, the miller, the baker and the baker’s van-boy . . . 
all alike minister to our needs. What is wanted in this life is the right 
thing in the right place at the right time, and all who contribute to this 
so desirable end are economically, on this point at least, doing the same 
kind of thing.”^ In this work of production there are activities of a number 
of kinds, and we may profitably examine the several types of utility the 
creation of which constitutes production. 

IMPORTANT TYPES OF UTILITY ' 

Form Utility. One type of utility 'which comes promptly to mind is 
form utility. The creation of form utility consists of taking raw materials, 

A This; definition of ‘^utility’* is the one adopted by the Gommittee on Economic Accord 
in l9$4:, Ci. Handbook of Accepted Economics Definitions, Principles, .and Statements, 
New York (236 Wooster Street), W. I. Ring, p. 3 

2 The term “goods’’ must be understood to include services, or non-material goods, 
as well as commodities, or material goods. Many services, of course, require in their 
performance very little use of natural resources but much labor. 

3 Alexander Gray, The Development of Economic Doctrine, hondon, Longmans, 
Green & Company. 1931, p. 106. 

' n 
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or partly finished goods, and making them more desired by changing 
their form. The miner who digs coal, the lumberer who hews trees into 
logs, and the fisherman who catches a supply of sea food, are taking 
natural resources and putting them into a more desirable form. The 
farmer likewise creates form utility when he produces grain and meat for 
food purposes, cotton and wool for clothing, and so on. 

But the creation of form utility is most clearly apparent in the field of 
manufacturing. Iron ore is mined, then smelted into pig iron, later made 
into steel, and finally fashioned into high-grade tools. In each step of 
this process an advance is made, and therefore in each step there is the 
creation of further utility. Every person engaged in the task of changing 
iron ore into a fine cutting tool (or any other commodity) is, therefore, a 
producer. The same is true in every field of manufacture. Cotton is spun 
into yarn, woven into cloth, and the cloth manufactured into clothing; and 
each of these processes constitutes a creation of form utility. Building mate- 
rials are fashioned into houses, and here again form utility is created. 

Indeed, so obvious is it that manufacturing ordinarily means the crea- 
tion of form utility that some business men and others are inclined to 
think of the workers in manufacturing plants as producers— -because they 
make things— and to overlook the fact that the manager in the office, and 
the clerks and typists, are producers just as truly as are the day laborers 
and skilled artisans. All of these persons make some contribution to the 
production of the commodity that is being turned out by the plant. And 
all persons— whether hand or brain workers, whether poorly paid or well 
paid— who are engaged in manufacturing, in agriculture, or in the extrac- 
tive industries such as mining, fishing, and lumbering, are creators of form 
utility. 

Place Utility. Another type of utility is that created by transporting 
goods from one place to another. Wheat in Nebraska and oranges in 
California are of no use to would-be consumers in Pennsylvania or New 
York until they have been transported to the state in which they are to be 
eaten. This transfer of goods from one region to another brings into be- 
ing a new utility which is known as place utility. The tremendous growth 
in the transportation of passengers and commodities throughout the 
world by water, rail, motor vehicle, and air lines, is an indication that 
utility is created by the movement of people and goods from one place to 
another. The enjoyment afforded the people of the United States through 
the use of sugar from Cuba, coffee from Brazil, rubber from the Malay 
Peninsula, and diamonds from South Africa, must be credited in large 
part to those who have developed our modern systems of transportation, 
by means of which these commodities from distant lands have been made 
available for us. 

Possession Utility. But the manufacture and transportation of an eco- 
nomic good do not necessarily complete its “production,'’ A Hamilton 



THE NATURE OF PRODUCTION 


7 $ 

watch in the showcase of the jeweler is not fully “produced/’ since it is 
more desirable, and more desired, in the hands of a person who has 
no timepiece than in the jeweler’s shop. Consequently, the sale of a watch, 
or of any economic good, creates a new utility which is knowm as possession 
utility. It is correct to say, therefore, that many persons who are engaged 
in salesmanship are producers quite as much as are those who make a good 
in the first place. 

We must include also, in the creation of possession utility, much of 
the advertising which is carried on so extensively today. It has been 
estimated that our annual expenditure for advertising in the United vStates 
runs well over two billion dollars. Advertising in 1945 included the follow- 
ing important types: Newspaper, $660,000,000; premium and novelty, 
$350,000,000; direct mail, $270,000,000; magazine, $330,000,000; radio, 
$400,000,000; outdoor, $90,000,000; business paper, $107,000,000; farm 
paper, $20,000,000; and miscellaneous, $500,000,000.-^ One wniter estimates 
that in this country the magazines get 53.4 per cent, the newspapers 74.1 per 
cent, and the radio approximately 100 per cent of their total income from 
advertising. Whenever, through the medium of advertising, the desired- 
ness of a good is increased— which means that it is now more wanted than 
it previously was— the advertising may (with the exception noted below) 
be called the creation of possession utility. 

This is the case, despite the fact that to many persons much of the 
advertising of today is definitely objectionable. An analysis of twelve of 
the leading magazines made a dozen years ago— and there is no reason 
to suppose that the situation has changed— showed that a large percentage 
of their advertising corisisted of appeals to fear, sex desire, and emulation 
in conspicuous consumption. “The w^hole object of research/’ according 
to a statement credited to the research director of a great automobile 
concern, “is to keep everyone reasonably dissatisfied with what he has in 
order to keep the factory busy in making new things”; and a similar 
statement might be made about much of our advertising. Nevertheless, if 
advertising increases the desiredness of goods, it is creating possession utility 
and is thus furthering production. 

The; exception to which we referred above has to do with such ad- 
vertising as increases desiredness in one spot only to reduce it in another. 
Examples may be seen, on every hand, of advertising that is designed to 
persuade consumers to buy one particular brand of a good in place of 
another brand to which they have become accustomed. Indeed, in many 
of the current radio “commercials” this purpose of advertising is quite 
undisguised. “Then why not shift to Blank brand?” we are asked time 
and again by radio announcers. We are urged to smoke Lucky Strikes in 
place of Camels, and Camels in place of Old Golds, and Old Golds in 
place of Lucky Strikes. 'It seems probable' that advertising' of '.this kind, 
^ Printers^ Ink, MsLTch 15, 4'946, p.' 21. 
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in the main, simply transfers one’s cigarette allegiance from one brand to 
another without any net increase in possession utility. Of course, ad- 
vertising of this type may conceivably result in initiating a non-smoker 
into the joys-and, mirabile dictu, the health-giving benefits!— of cigarette- 
smoking, in which case we may suppose that there has been an increase 
and not merely a shift in desiredness, and that the advertising is there- 
fore productive. 

But even if this sort of advertising does not add to the desiredness of 
the good that is being extolled, and therefore does not constitute the 
creation of possession utility, it does render a service which is desired by 
the buyers of the advertising— or it would not be purchased— and there- 
fore (by definition) comes under the heading of utility. It is probably 
best to classify such advertising as service utility, which will be described 
in a later section. 

Time Utility. Another type of utility is time utility. Certain individ- 
uals are engaged in the storage of goods. Storage consists of holding 
goods from a time when they are little wanted until another time when 
they are more desired. Owners of grain elevators in the “wheat belt” store 
millions of bushels of wheat at the height of the harvest season, and 
hold this wheat until such time as there may be a greater demand for it. 
Cold storage operators put away eggs in the summer when eggs are plentiful 
and cheap, and hold them until winter when eggs are scarce and high. 
In doing this, the operators of storage houses add to the desiredness of the 
goods, and thus create utility— time utility. The speculators in the produce 
markets render a service somewhat similar to that which has just been 
described, but their activities will be dealt with in a later chapter. 

Service Utility. Finally there are persons engaged in creating service 
utility. This particular classification has to do with those who are render- 
ing personal service rather than dealing in material goods. The lawyer, 
the doctor, the preacher, and the teacher sell not material goods, but a 
personal service consisting sometimes simply of advice or information. 
Since services such as these are desired, the persons who render the service 
create utility, and consequently fall within the classification of producers. 

Our business and social relations are facilitated by the adjusliments 
made in our courts; hence, lawyers create utility when they give advice 
and plead cases. Physicians who assist in maintaining the good health 
of individuals and of society in general are likewise creators of utility; 
and the same may be said for ministers and other advisers who bring 
comfort, consolation, and peace of mind to members of society. Teachers, 
in arousing in their students an interest in things intellectual, are helping 
them to achieve a fuller enjoyment of life; and in doing this they create 
utility quite as much as though their work were distinctly vocational and 
aimed directly at the training of skilled workers or business experts. 
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Tragedians who make us weep, and comedians who make us laugh, are 
engaged in production because they bring diversion and entertainment 
into a world in which there is much need for this sort of thing. 

There are, in addition to these, our governmental officials, from the 
President of the United States down to the humblest public servant, 
all of whom help us carry on the orderly conduct of our business life. 
There are also persons engaged in handling the risks of industry, such as 
insurance men, who create service utility. The list is by no means com- 
plete, but it may easily be enlarged by the reader, who will experience no 
difficulty in finding examples not only of service utility but of utility of 
the other types that we have discussed. 

Difiicuity of Classifying Utility. The classifications which have just been 
made are not necessarily hard and fast. Like most classifications, they 
are made largely on an arbitrary basis; and it may be confessed that 
it would be impossible to classify satisfactorily all types of producers 
in a highly developed economic society. One difficulty which often arises 
is the classification of such workers as stenographers, bookkeepers, office 
boys, and watchmen. Students who experience difficulty in finding a ready 
classification for these producers usually wind up by sticking them into 
the pigeonhole marked “service utility,’’ 'which seems to provide a con- 
venient catch-all for workers who do not fit easily elsewhere. A more 
logical arrangement, however, is to classify them on the basis of the 
type of utility that is being created by the concern for which they tvork. 
Thus, a stenographer in the employ of the Baltimore and Ohio Rail- 
road is creating place utility since her services contribute to the movement 
of trains from place to place. A bookkeeper who works for the Bethlehem 
Steel Company is, then, a creator of form utility; an office boy at Macy’s 
department store in New York is a creator of possession utility; and a 
watchman who guards a giant grain elevator in Minneapolis is a creator 
of time utility. Perhaps the chief benefit to be derived from classifying 
economic activities is to impress upon ourselves the fact, already noted, 
that there are various kinds of production— since there are various types 
of utility being created— and that any person who does anything which 
in any real sense of the term results in additional utility is a producer. 
The production of a commodity begins with the raw material and does not 
end until the finished good is in the possession of the person by whom it 
is to be consumed. Everyone who adds to its desiredness is a producer, 
though many who help do so indirectly. Service utility, it may be noted, is 
usually created by the producer rendering some service directly: to the con- 
sumer. But there are exceptions. For example, I may never find it neces- 
sary to call an officer of the law to protect me from attack, and yet I 
would certainly not, on that account, deny the utility of an organized police 
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THE FACTORS OF PRODUCTION 

The productive process, as we have seen, consists of converting raw 
materials into goods and getting these goods into the hands of the persons 
for whom they have utility. This process may be illustrated graphically 
by a series of concentric circles, such as we have in Fig. 2. The inner- 
most of these circles is intended to represent land, which, it will be re- 
membered, includes all natural resources. The outermost section is labeled 
“consumers’ goods,” and here we find those commodities which are ready 



This process consists of converting land into consumers’ goods, with the aid of 
labor and capital (or producers’ goods). (Production also includes, of course, the 
creation of non-material goods, or services.) 

for use and in the possession of the ultimate consumer. Between these 
two stages in the productive process is a whole series of intermediate 
stages, indicated in the diagram by dotted circles. All of this space between 
land and consumers’ goods is occupied by capital, or producers’ goods. 

Land, The importance of land in economic production has already 
been noted and need scarcely be emphasized further. It is a wholly in- 
dispensable factor, for without it there could be no production. Land 
is natural resources created without the assistaiice of labor. We can readily 
see that these natural resources, such as soil fertility, mineral deposits, 
natural vegetation, water-power resources, and so on, are absolutely essen- 
tial to the conduct of modem industry. 
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The true productive significance of the land assets of the United States 
cannot be demonstrated statistically, but a few figures may be given to 
show how richly this country has been endowed in the way of natural 
resources. The total land area of the United States is about two billion 
acres, of which approximately one-half is in farms. This farm land 
and the buildings on it are valued at about fifty billion dollars. Though 
we originally had some 816,000,000 acres of forests, our present total 
forest area is about 630,000,000 acres, of which 460,000,000 acres constitute 
commercial forest area. 

We are using our mineral resources rapidly, the value of minerals pro- 
duced in the United States annually totaling nearly five billion dollars. 
The most important minerals, in total value of product, are coal, iron ore, 
and petroleum. Our stocks of fish and game, originally very extensive, 
have been dissipated by wasteful exploitation. The water-power resources 
of the country are of great economic significance, and a controversy has 
been raging as to whether they shall be developed under private or public 
ownership. 

Labor. But natural resources do not have maximum utility until they 
have been worked upon by man. Hence we say that labor is an essential 
factor in production. Labor is ordinarily defined as human energy expended 
for the purpose of acquiring income. This definition rules out those activ- 
ities of man which are recreational in nature. A man is a laborer only when 
the tasks in which he engages are carried on for the sake of the real income 
derived, and not for the pleasure incidental to the undertaking. 

Here, as in so many instances, we find it difficult to classify individual 
items with absolute exactness. According to our definition, Miss Alice 
Marble was not a laborer when she played championship tennis as an 
amateur, but she became a laborer the moment she entered the field of 
professional tennis in 1940; yet she probably played as hard in one case 
as in the other. Of course, a college football or baseball player would 
be a laborer if for his playing he were receiving a scholarship of some 
kind. It is almost impossible, then, to make exact classifications, but for 
all practical purposes the student of economics can decide in each given 
case whether a man is a laborer or not. 

In a highly industrialized country, such as the United States, labor is 
employed in a multitude of ways. Government figures show that the 
number of gainful workers in this country— the term “gainful workers” 
including all who are engaged in occupations which bring in a money 
income-totaled about sixty million persons in 1945. In economic termi- 
nology, these workers constituted the labor supply of this country. 

Approximately 16 per cent of these persons worked on farms. Some 12 
per cent tvere engaged in trade or finance, and 31 per cent in industry 
of various kinds. Eighteen .per '.cent, were at- that , time in the military 
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service, 19 per cent in non-military service industries, and the remainder 
in miscellaneous industries and services. 

Capital. Capital may be defined as produced goods intended for fur- 
ther production. This definition sets it apart from land (that is, natural 
resources), since the latter is not, in the economic sense, ‘‘produced,” but 
is a free gift of nature. Capital includes goods which are designed for 
ultimate consumption; that is, partly finished goods in process of produc- 
tion which, though they are no longer in the raw state, have not yet 
progressed sufficiently far as to be ready for consumption, and conse- 
quently are not consumers’ goods. Capital includes, also, goods that are 
sometimes termed “instruments of production,” such as factories, ma- 
chines, and tools. Capital of this kind is not destined to satisfy human de- 
sires directly, but serves only as a means of producing further consumers’ 
goods. A tremendous amount of the wealth of every modern industrial 
society is composed of capital, which is clearly marked in the inter- 
mediate section of Fig. 2. 

It is not possible to give a complete or strictly accurate idea of the 
stock of capital in a great industrial country, but estimates of the Na- 
tional Industrial Conference Board are of some assistance in this con- 
nection. Manufacturing machinery, tools, and so on, in the United States, 
were estimated in 1940 to be worth $11,250,000,000; farm implements and 
machinery, $1,596,000,000; livestock (a form of capital), $5,024,000,000; 
railroads and their equipment, $26,000,000,000; and privately owned elec- 
tric light and power plants, $12,597,000,000. 

The first three of these five items are unquestionably capital, as we 
have defined the term; but railway companies and private water com- 
panies doubtless include in their valuation certain items of non-capital, 
such as land, franchises, and so on. A number of deductions would have 
to be made, therefore, before our picture could be considered correct. 
Additions also would be necessary, for the figures given above do not 
include the value of factory buildings, or of “improvements” such as the 
clearing, draining, and fencing of agricultural land. At best, then, the 
above estimates are merely suggestive of the large quantity of capital 
essential to the conduct of present-day economic projects. 

An examination of the world about us shows that we are regularly 
turning immense quantities of natural resources into goods which cannot 
give direct enjoyment to human beings, but which do so in an indirect 
or roundabout way. No direct enjoyment is derived from the operation 
of an oven in a baking establishment. Consequently, it could not, by any 
stretch of the imagination, be called a consumers’ good. However, an oven 
is distinctly useful in that it contributes to the production of bread, which 
is, of course, a consumers’ good when it comes into the possession of 
hungry human beings. 

Capital, then, is one of the most important factors of production. It 
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is generally recognized as an essential part of any highly productive 
economic order. Even the extreme economic radicals of today have but 
little fault to find with the use of capital; and few, if any, would suggest 
seriously that we do away with its use and revert to the old-time hand 
method of manufacture. If we did this, we should all suffer through the 
limited quantity of consumers' goods that we should then be able to make. 
The socialists believe, however, that capital should be owned and con- 
trolled collectively, and not by private individuals as is the case in capitalist 
economies. 

The Business Enterpriser.^ The fourth and final factor in production 
is the business enterpriser, who is the person that a.ssumes the ownership 
and hence the risks of business. The enterpriser has to pay for the use of 
the land, labor, and capital employed in his business, and hopes to receive 
for the goods produced an amount larger than his total expenses. If he 
does so, he reaps profits. But he may have to take losses. Therefore, he is 
clearly a risk- bearer. 

We must emphasize the fact that ownership, and not management, is 
the distinguishing characteristic of the business enterpriser. A business 
executive who commands a salary of 1 100,000 a year is not an enterpriser 
but a high-grade laborer who is paid wages (or salary), unless he is at 
the same time an owner, or part-owner, in the undertaking. On the other 
hand, a wealthy man who buys an interest in a business is by virtue of 
that purchase an enterpriser, though he takes no part whatsoever in the 
actual operation of the business. By the same token, every person who 
owns one or more shares of stock in any business corporation is, to the 
economist, a business enterpriser. By buying stock, he becomes a part- 
owner of the business, and in accepting the responsibilities of ownership 
he becomes, by definition, a business enterpriser. The corporation itself, 
since it is a group of stockholders, is a business enterpriser, as we have 
defined the term (though it is more often called a business enterprise)— 
and this is true regardless of its size. 

Since some business concerns have hundreds or thousands of part- 
owners, there are many more enterprisers than enterprises. But there are 
also, ii> this country, a great many business enterprises, in the sense of 
separate and distinct business units. The reason is that many a business 
unit is owned by a single individual. Many men carry on small manu- 
facturing or merchandising businesses, or engage in business on their 
own account as farmers, Ia\\ 7 ers, engineers, physicians, and so on. These 
enterprisers on a small scale are so numerous that the National Industrial 
Gonference Board estimates that there are more than nine million business 
enterprisers in the United States. We have more than six million farm 
owners and one and one-half million commercial retailers, and these two 

5 Many writers use the term ‘‘entrepreneur"' instead of “enterpriser," and some English 
economists prefer the word “undertaker." 
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groups account for a very considerable percentage of the total number 
of enterprisers given above. Not all of this large number, it need scarcely 
be added, are successful. Many men attempt to carry on businesses without 
possessing the requisite ability. They sooner or later fall by the wayside, 
and their names go to swell the lists of bankruptcies in this country. 

DIRECT AND INDIRECT PRODUCTION 

Production is indirect or direct, depending upon whether consumers’ 
goods are produced with or without the use of capital. A famous descrip- 
tion of direct and indirect production, which has never been surpassed for 
interest and clarity, is from the pen of a great Austrian economist, Bohm- 
Bawerk.^ It runs as follows: 

A peasant requires drinking water. The spring is some distance from his house. 
There are various ways in which he may supply his daily wants. First, he may go 
to the spring each time he is thirsty, and drink out of his hollowed hand. This is 
the most direct way; satisfaction follows immediately on exertion. But it is an 
inconvenient way, for our peasant has to take his way to the well as often as he 
is thirsty. And it is an insufficient way, for he can never collect and store any 
great quantity such as he requires for various other purposes. Second, he may 
take a log of wood, hollow it out into a kind of pail, and carry his day’s supply 
from the spring to his cottage. The advantage is obvious, but it necessitates a 
roundabout way of considerable length. The man must spend, perhaps, a day in 
cutting out the pail; before doing so he must have felled a tree in the forest; to 
do this, again, he must have made an axe, and so on. But there is still a third 
way; instead of felling one tree he fells a number of trees, splits and hollows 

them, lays them end for end, and so constructs a runnel or rhone which brings 
a full head of water to his cottage. Here, obviously, between the expenditure of 
the labor and the obtaining of the water we have a very roundabout way, but, 

then, the result is ever so much greater. Our peasant need no longer take his 
weary way from house to well with the heavy pail on his shoulder, and yet he 
has a constant and full supply of the freshest water at his very door. 

Another example. I require stone for building a house. There is a rich vein of 
excellent sandstone in a neighboring hill. How is it to be got out? First, I may 
work the loose stones back and forward with my bare fingers, and break t>ff what 
can be broken off. This is the most direct, but also the least productive way. 
Second, I may take a piece of iron, make a hammer and chisel out of it, and 
use them on the hard stone— a roundabout way, which, of course, leads to a very 
much better result than the former. Third method — Flaving a hammer and 
chisel I use them to drill a hole in the rock; next I turn my attention to procuring 
charcoal, sulphur, and nitre, and mixing them in a powder; then I pour the 
powder into the hole, and the explosion that follows splits the stone into con- 
venient pieces — still more of a roundabout way, but one, which, as experience 
shows, is as much superior to the second way in result as the second was to the first. 

sEugen von Bohm-Bawerk, The Positive Theory of Capital, New York, G. E. Stechert 
Sc Company, 1923 (reprint), pp. 18, 19. 
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Yet another example. I am short-sighted, and wish to ha%^e a pair o£ spectacles. 
For this I require ground and polished glasses, and a steel framework. But all 
^that nature offers toward that end is silicious earth and iron ore. Howr am I to 
transform these into spectacles? Work as I may, it is as impossible for me to make 
spectacles directly out of silicious earth as it would be to make the steel frames 
out of iron ore. Here there is no immediate or direct method of production. 
There is nothing for it but to take the roundabout way, and, indeed, a very 
roundabout way. I must take silicious earth and fuel, and build furnaces for 
smelting the glass from the silicious earth; the glass thus obtained has to be care- 
fully purified, worked, and cooled by a series of processes; finally, the glass thus 
prepared — again by means of ingenious instruments carefully constructed before- 
hand — is ground and polished into the lens fit for short-sighted eyes. Similarly, 
I must smelt the ore in the blast furnace, change the raw iron into steel, and make 
the frame therefrom — processes tvhich cannot be carried through without a long 
series of tools and buildings that, on their part again, require gi'eat amounts of 
previous labor. Thus, by an exceedingly roundabout w^ay, the end is attained. 

The lesson to be drawn from all these examples alike is obvious. It is — that a 
greater result is obtained by producing goods in roundabout ways than by pro- 
ducing them directly. Where a good can be produced in either way, w^e have the 
fact that, by the indirect way, a greater product can be got with equal labor, or 
the same product with less labor. But, beyond this, the superiority of the indirect 
way manifests itself in being the only ’ivay in which certain goods can be obtained; 
if I might say so, it is so much the better that it is often the only w’ay! 

Economy of the Indirect Process. The first of Bohm-Bawerk's illustra- 
tions is an excellent example of a productive process which has become 
increasingly capitalistic, and therefore increasingly roundabout. The 
peasant at the outset used the direct process of production, but finally 
was supplied with water by a very indirect or roundabout process. If we 
wished to carry the illustration a step further, we might cite the water 
supply systems of our large cities, where the amount of capital involved 
is extremely great but the service rendered to the consumers is likewise 
very great. Though it takes months or even years to provide the equip- 
ment used in our modern water systems, no one will question that the 
time is well spent; and— judging from this illustration, and from thousands 
of others that may be drawn from daily life— we may say with assurance 
that usually the indirect or roundabout process of industry is decidedly 
economical in the long run. 

Pieces of capital, or producers’ goods, may tvell be thought of— as 
Bohm-Bawerk suggests— as ''friendly allies” in the work of production. 
"Every roundabout way means the enlisting in our service of a power 
which is stronger or more cunning than the human hand; every exten- 
sion of the roundabout way means an addition to the powers which 
enter into the service of man, and the shifting of some portion of the 
burden of production from the scarce and costly labor of human beings 
to the prodigal powers of nature.”'^ : 


Ibid., p. 2,2. 



82 ECONOMICS: PRINCIPLES AND PROBLEMS 

The Accumulation of Capital. The essential element of this indirect 
process is the use of large quantities of capital. This capital is accumu- 
lated gradually. It is accumulated because some persons, instead of con- * 
Sliming everything they create, decide to save part of their product, or 
income. Capital accumulation means refraining from consumption, and 
spending for producers’ goods, or capital, a part of a money income which 
might have been spent entirely on consumers’ goods. When an individual 
reduces his consumption of ice cream, theatrical performances, excursions, 
and other luxuries, and with the savings thus made purchases machinery— 
as he may do, for example, by buying a share of stock— he is creating 
capital and is himself becoming a capitalist. He is placing part of his 
income in the middle section of our diagram, where it will remain for a 
time, and perhaps permanently, as an important factor in our industrial 
process. 

Capital, therefore, in many cases represents self-denial on the part of 
the savers; but in some instances the savers’ money incomes are so large 
that it would be absurd to say that there has been any sacrifice. Not until 
a person has a money income larger than he must spend for immediate 
needs— that is, a surplus— c^n he save. Capital therefore comes into being 
as a result of a surplus, and, as we have seen, this surplus must be in- 
vested in producers’ goods before there is any addition to the total stock 
of capital in the country. 

We should add that it may be a corporate instead of an individual 
surplus; for in many instances the directors of a corporation decide to 
use a portion of its profits for the purchase of additional capital, in place 
of distributing it among stockholders in the form of dividends. 

The Nature of Capital. It will be well at this point to emphasize the 
fact that capital consists of goods, and not of money. The business man 
will often speak of his capital in terms of money, but if wt were to 
question him closely we should discover that what he really has in mind 
is the concrete goods that his money has purchased, and that he has 
expressed these goods in terms of money simply as a matter of convenience. 
When a manufacturer, for example, refers to his capital of $50,000, what 
he says, in effect, is that he controls land, a factory building, machinery, 
and certain materials, which represent an outlay of $50,000. To the 
economist, all of these concrete goods, except land, may properly be 
called capital. Land, as we have seen, is placed in a separate category for 
reasons which will appear later. 

Unless this economic concept of the term “capital” is kept clearly in 
mind, confusion is certain to arise. We have seen that cups, buckets, and 
pipe lines are productive because they are producers’ goods (or capital) 
which make it possible, with a given expenditure of human effort, to 
secure a larger supply of water than could be had without their aid. 
Money as such does not, of course, aid in the production of water or any- 
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thing else. But since it is a claim upon economic goods, it may be ex- 
changed for cups, buckets, pipe lines, and other useful pieces of pro- 
ducers’ goods, and thus it performs a useful function in a highly organized 
society. 

In much of our economic discussion, the issues become far clearer 
whenever we are able to push aside the money concept and get down 
to fundamentals, which usually means speaking in terms of goods. Hence, 
it is recommended that we hold fast to our definition of capital as pro- 
duced goods intended for further production. 

PRODUCTION, INCOME, AND WEALTH 

Fig. 3 illustrates the process of production employed by man in his 
endeavors to satisfy his wants by utilizing the scarce means provided by 
nature. These scarce means are the natural resources which, as students 
of economics, we call land. Once the productive process has made sub- 
stantial headway, man finds himself in possession not only of land but of 
capital and unused consumers’ goods as well. These material goods are 
labeled ‘‘Wealth (Jan. 1)” in our figure, and include all of the desired, 
scarce, transferable, material things in existence at that time. Labor, 
though not a part of wealth, has been included in the diagram for the 


Wealth (January I) Wealth (December 31) 



reason that it is not tvealth alone, but a combination of wealth and 
labor, that produces the economic goods of which income is composed. 
In some instances, as, for example, in the manufacture of machine-made 
goods, the combination consists of much wealth and little labor; but 
sometimes, as in the case of the non-material goods produced by the 
lawyer or physician, much labor and Mttle wealth are used. 
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The central part of our diagram shows, under the heading “Income,” 
the personal services, new consumers’ goods, and new capital that have 
come into existence in the course of the year. Income consists of this fioiu 
of new economic goods, material and non-material, which have been pro- 
duced during this year by labor used in combination with land and 
capital-plus, of course, the services yielded by old consumers’ goods held 
over from the previous year. 

Personal services and the services of old consumers’ goods are short- 
lived. Though their effects may endure, the services themselves do not. 
But the new consumers’ goods and new capital produced in any given year 
are unlikely to be wholly used up in that period of time. Hence we have 
indicated, by the shaded sections of that part of the diagram that appears 
as “Wealth (Dec. 31),” the addition of sufficient new capital and con- 
sumers’ goods not only to replace the wealth of these kinds that was 
used up during the year, but to give society on December 31a net increase 
in wealth as compared with its stock of such goods twelve months earlier. 
Strictly speaking, the quantity of land has been reduced somewhat during 
this period, because coal, iron ore, petroleum, and other natural resources 
have been turned into capital or consumers’ goods in the course of the 
year. But in an expanding economy, there is a net gain in wealth; the 
volume of production may be expected annually to exceed the volume of 
consumption, with a consequent increase in total wealth (in terms of 
physical goods, but not necessarily in monetary terms) year by year. 


Production is the creation of utility. 

Utility is that relationship of a good to a human being which is ex- 
pressed by saying that the good is desired by the human being. (“Utility” 
is synonymous with “wantedness” and “desiredness.”) 

Land is natural resources created without the assistance of labor. 

Labor is human energy expended for the purpose of acquiring income. 

Capital (or producers' goods) is produced goods intended for further 
production. 

A business enterpriser is a person that assumes the ownership and 
hence the risks of a business. 


1. Define “production” and “utility.” 

2. How can we determine whether a given member of society is a “producer”? 

3. List the several types of utility created by economic workers, and give illustra- 
tions (not taken from the text) of each type, 

4. On what basis may we elassify, as creators of specific types of utility, such 
workers as bookkeepers, typists, office boys, accountants, and janitors, who 
may be found in businesses, of all kinds? 
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5. Some business men speak of their manual laborers and machine operators as 
“producers,” but refer to the office force as “nonproducers.” Is the designation 
a sound one from the point of view of the definition in the text? Why or why 
not? 

6. What is the annual expenditure for newspaper advertising in the United 
States? 

7. What is “combative” advertising? Illustrate with an example not cited in the 
text. 

8. Name some form of economic activity which might seem to fit into at least 
two of the five classifications of utility. 

9. Land has been called “the starting-point of all production.’’ Defend or attack 
this characterization. 

10. What is the land area of the United States, and to what extent is it used for 
agriculture? 

11. Define “labor.” 

12. Compare the dictionary definition of a “professional” w-ith the economic, 
concept of a “laborer.” 

13. How many “laborers” are there in the United States, and how are they dis- 
tributed numerically among the general fields of economic endeavor? 

14. Distinguish between “land” and “capital.” 

15. “Capital” is sometimes called “producers' goods.” Do you consider this an 
appropriate term? Why or why not? 

16. What is the socialist attitude toward the ownership of capital? 

17. Distinguish bemeen “laborer” and “business enterpriser.” 

18. Describe the function performed by the business enterpriser. 

19. What is the estimated number of business enterprisers in the United States? 

20. What is the chief difference between “direct” and “indirect” production? 

21. Give examples (not taken from the text) of direct and indirect production. 

22. In ■what two important ways does society benefit from the use of the indirect 
process of production? 

23. Explain the manner in which “capital” is accumulated. 

24. Of what does “capital” consist? Is money “capital”? Explain. 

25. How may a person become a “capitalist” in modern economic life? 

26. Study Fig. 3, and be prepared to explain how it illustrates the fundamental 
nature of the phenomena that constitute man’s efforts to satisfy his wants by 
utilizing the scarce means provided by nature. 


. REFERENCES FOR FURTHER READING 

Black, J. D., Production Economics, New York, Hemy Holt Sc Company, Inc., 
/ 1926. "■ 

Borden, Neil H., The Economic Effects of Advertising, Chicago, Richard D. Invin, 
Ina, 1942.;'" 

Marshall, Alfred, Principles of Economics, New Ybrk, The Macmilian Com- 
:pany,. 1.930,, 8th' Ed. 

Tugwell, R, G., Industry's Coming of Age, New York, Harcourt, Brace 8c Com- 
pany, Inc., 1927. 



CHAPTER 6 



NOT ONLY MUST LAND^ LABOR^ AND CAPITAL BE BROUGHT TOGETHER AND 

formed into a going machine, but they must be employed in the proper 
proportions if production is to be efficient and therefore economical. Un- 
less they are so employed, the maximum product that might be had 
through the use of a given quantity of land, labor, and capital will not 
be attained. 

THE LAW OF DIMINISHING RETURNS 

This fact has long been understood, but its full significance has not 
always been appreciated. The possibility of affecting the return from 
a given piece of land by varying the quantities of labor and capital that 
are employed on it, found early expression in the Law of Diminishing 
Returns which a famous economist, John Stuart Mill, called the “most 
important proposition in political economy.” 

Statement of the Law. The Law of Diminishing Returns is usually 
stated about as follows: “In a period during which there are no changes 
in the methods of production, if successive units of capital or labor (or 
both) are applied to a given quantity of land, then, after a certain point 
has been reached, each additional unit of these variable productive agents 
will add to the total product a smaller amount of product than was added 
by the preceding unit.” The law is applicable to land of all kinds, but its 
workings may be seen most readily in agriculture, since here the produc- 
tive agents are relatively simple and the product is easily measurable. 

Diminishing Returns in Agriculture. An actual experiment in south- 
eastern Kansas, conducted for the purpose of ascertaining the effects of 
varying applications of fertilizer in the growing of wheat, has provided 
data which contribute to an understanding of the principle of diminishing 
returns.^ The results of the experiment are given in Table L 

This table shows the effects of varying quantities of bone meal (which 
is one of the many forms of capital) when used in conjunction with fixed 

^ These data are taken from th.e. Yearbook of the United States Department of Agri- 
culture, 1926, p. 477. 
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quantities of other kinds of capital (such as seed and implements) and a 
fixed quantity of labor on a fixed quantity (one acre) of land. Under the 
conditions outlined, any changes that occur in the total product must, 
of necessity, be due to changes in the quantity of the variable factor, 
bone meal.2 

Our figures show that each increase in the number of units of this 
factor has brought an increase in the total product. If no bone meal is 
used, the fixed quantity of other kinds of capital, plus labor, will produce 
10.6 bushels of wheat on an acre of land. If one unit (30 pounds) of fer- 
tilizer is applied, the total product jumps to 14.9 bushels. The increase 
in product continues throughout the entire illustration, the greatest total 
product (20.2 bushels per acre) being obtainable with the application 
of 6 units (or 180 pounds) of bone meal. 


Table 1. Effects of Bone Meal upon the Yield of Wheat in Southeastern 

Kansas 


Varying Quantities of Bone 
Meal (capital) 

Total 

Product 

(bushels) 

Marginal 

Product 

(bushels) 

Value of Marginal 
Product at 

SI. 00 

SI. 20 

SI .40 

No bone meal used 

10.6 





1 unit (total 30 lbs.) used 

14.9 

4.3 

S4.30 

S5.16 

S6.02 

2 units (total 60 lbs.) used. . . . . . 

17.3 

2.4 

2.40 

2.88 

3.36 

3 units (total 90 lbs.) used 

18.7 

1.4 

1.40 

1.68 

1.96 

4 units (total 120 lbs.) used 

19.5 

.8 

.80 

.96 

1.12 

5 units (total 150 lbs.) used 

19.9 

.4 

.40 

.48 

.56 

6 units (total 180 lbs.) used 

20.2 

! 

.3 

.30 

.36 

.42 


It is difficult to state the Law of Diminishing Returns simply and yet 
clearly, and it sometimes happens that the conditional clause— “if suc- 
cessive units of capital or labor (or both) are applied to land’"— gives 
students the impression that the enterpriser applies first one unit, then 
another, then a third, and so on. Certainly this is not the sort of thing that 
ordinarily occurs in farming or any other economic process. A producer 
of wheat would know from actual experience, or perhaps from experi- 
ments carried on by agriculture experimental stations, approximately 
how much bone meal to apply, and he would apply it ail at once and not 
in a half-dozen successive doses. Table 1 should be read, then, as a series 
of statements of what would happen if the several conditions there set 
forth were met. What the experiment proved, and what the table says, 
is that, wdth the given combination of land, labor, and capital other than 

2 Although, in order to get uniform weather conditions, an experiment of this kind 
must be conducted on several separate acres of similar land (each with a different 
quantity of the variable factor), the results may properly be said to indicate (as is 
shown in the table) the effects of varying applications of fertilizer on a single acre 
of land. 
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bone meal, the enterpriser would get 10.6 bushels of wheat from his 
acre; if to this combination he should add one unit (30 pounds) of bone 
meal, he would get 14.9 bushels, instead of 10.6 bushels; if he should use 
2 units (a total of 60 pounds) of bone meal, he would get 17.3 bushels of 
wheat instead of the 14.9 bushels that he would have had with the use 
of but one unit of bone meal; and so on. 

The Point of Diminishing Returns. The third column of the table (giv- 
ing marginal product, in bushels) shows clearly that, though the total 
product makes a steady increase, this increase, “after a certain point has 
been reached,” is at a diminishing rate. If no fertilizer at all is used, the 
total product is 10.6 bushels and if one unit (30 pounds) is applied, the 
total product is increased by 4.3 bushels. This increase, because it represents 
a difference in the total product brought about by the use of a single, or 
“marginal,” unit of the variable agent of production, is called the “mar- 
ginal product.” The use of a second unit of the variable agent brings, it 
will be observed, a marginal product of only 2.4 bushels; and the gains 
through the employment of third, fourth, fifth, and sixth units are still 
more discouraging, the use of the final (or sixth) unit resulting in a 
total product only three-tenths of a bushel greater than if this unit had 
not been employed. 

The question now arises as to the exact position of the “certain point” 
to which reference has been made. In our illustration, the point in ques- 
tion is that at which the first unit of the variable agent has been applied, 
for this is the point beyond which further units of the agent cannot be 
employed without a decline taking place in the marginal product. Of 
course, the point of diminishing returns will not always coincide with 
the first application of the variable factors, but it will inevitably be that 
point in the productive process beyond which “each additional unit of 
these productive agents will add to the total product a smaller amount 
of product than was added by the preceding unit.” That is, it will always 
be the point at which the marginal product is at its maximum. 

It is entirely possible (though on this matter our illustration throws no 
light) that, up to the point of diminishing returns, each additional unit 
might bring a greater marginal product than was added by the preceding 
unit, or again, a yield exactly equal to the marginal product of the preced- 
ing unit. When results such as these are experienced, they are known 
as “increasing returns” and “proportional returns,” respectively, but these 
two conditions need not occupy our attention further at this time. 

A Note on 'Troduct” and ‘Walue.” The Law of Diminishing Returns is 
certain to prove confusing unless the student keeps steadily in mind 
the fact that the “product” deferred to in the statement of the law is 
physical product, and not the value o£ that product as expressed in price. 
Therefore, the point of diminishing returns does not necessarily indicate 
the point beyond which it is unprofitable to carry cultivation. Whether 
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it will pay the farmer to push cultivation beyond the point of diminishing 
returns depends upon his costs of production and the price at which the 
commodity in question is selling. 

The Point of Most Profitable Use, The last three columns of Table 1 
show the money value of the several increases in yield when wheat is 
bringing I LOO, $1.20, and $1.40 a bushel, respectively. The estimated 
cost of each unit (30 pounds) of bone meal is 75 cents. With these figures 
before us, the money gains or losses that wnll be experienced through 
the use of more or fewer units of this variable factor may be easily 
calculated. 

Our farmer will naturally continue to apply bone meal as long as the 
money return for the marginal product is greater than the outlay for 
additional fertilizer, but he will certainly do his best to stop before the 
/marginal product is so slight as to bring in a smaller revenue than the 
cost of a unit of bone meal. If wheat is selling at $1.00 a bushel, it will 
pay him to use four units, for the use of the fourth unit is followed by a 
marginal product amounting to eight-tenths of a bushel, which will sell 
for 80 cents, while the fertilizer costs but 75 cents. It will not pay, how- 
ever, to use a fifth unit, since the extra cash return (for the extra four- 
tenths of a bushel) would mean a net loss of 35 cents. 

An examination of the other two columns reveals the fact that the 
fourth unit is, in each instance, the last unit of bone meal that the in- 
telligent farmer (in possession of ail the necessary factors) would employ. 
If, however, the price of wheat were $2.00 a bushel, it w^ouid pay to em- 
ploy five units of fertilizer, since the marginal product of the fifth unit 
would then sell for 80 cents, with a net gain of 5 cents. 

In Table 2, in which wheat is assumed to be selling at $1.00 a bushel, 
the point of most profitable use is shown with particular clarity. By sub- 
tracting the total cost of the bone meal from the amount received from 
the sale of the total product, we may ascertain, at each stage of our illus- 
tration, how much of the total receipts remains available to pay for the 
other agents of production (land, labor, and capital other than bone meal) 
used in the raising of wheat. Since, in our example, these other agents 
are exactly the same in all seven phases of the experiinent, the point of 
most profitable use is bound to be the point at which the amount avaii- 
able for remunerating these agents is greatest. The table shows that 
this amount is greatest when four units of bone meal are used. Hence, the 
point of most profitable use is the point at which four units of bone meal 
are employed, when the cost of bone meal is 75 cents a unit and the 
price of wheat is $1.00 a bushel. Of course, a change in either of these 
items might shift the point of most profitable use. 

^ In these calculations no allowahce has been made for increased cost in har\esdng 
and marketing the extra yields of wheat. But the cost in the case of a crop of this kind 
'■ IS; '.a-smali one.','. ' 
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Exliaustion of Soil Fertility. It must be emphasized that the diminish- 
ing returns we have been discussing are not the result of exhaustion of the 
fertility of the soil. It is true that, if the chemical elements necessary to 
plant growth (nitrogen, phosphorus, and so on) are not returned to the 
soil from year to year, the fertility will gradually be exhausted and the land 
will produce in successive years smaller and yet smaller crops. But this 
decline in yield must be charged to unscientific use of the land-amount- 
ing, in effect, to 7 ninin.g instead of farming the soil— and not to the opera- 
tion of the principle of diminishing returns. The experiment we have used 
for illustrative purposes takes no account of whether the soil is rich or 
poor. The Law of Diminishing Returns is applicable to land of any given 
degree of fe7'tility. 


Table 2. The Point of Most Profitable Use in the Employment of Bone Meal 

IN Wheat Production 

(Based upon data in Table 1) 


Units of Bone 
Meal 

With Wheat at 
^1.00 per Bushel 

Total Cost of 
Bone Meal, at 
75 Cents per 
Bushel 

Total Amount Available to 
Pay Productive Agents Other 
than Bone Meal 

Total 

Products 

Total 

Receipts 

0 

10.6 bu. 

110.60 

so.oo ' 

$10.60 

1 

14.9 bu. 

14.90 

0.75 

14.15 

2 

17.3 bu. 

17.30 

1.50 

15.80 

3 

18.7 bu. 

18.70 

2.25 

16.45 

4 

19.5 bu. 

19.50 

3.00 

16.50 

5 

19.9 bu. 

19.90 

3.75 

16.15 

6 

20.2 bu. 

20.20 

4.50 

15.70 


We may remark, parenthetically, that ignorance is no excuse nowadays 
for permitting impoverishment of the soil through lack of replenishment 
of the necessary plant food. A farmer may now have his soil analyzed, 
and thus discover in what properties it is deficient. If, then, he allows 
his farm to “run down,” he is no more deserving of sympathy than is the 
manufacturer who fails to. make provision for the replacement of factory 
machinery as it wears out. 

Influences Counteracting Diminishing Returns. T oward the end of the 
eighteenth century, and early in the nineteenth, Thomas Robert Malthus, 
an English clergyman, wrote a series of essays dealing with economic 
problems. In these essays he pointed out that a serious situation might 
eventually arise by reason of (1) the tendency of populatiGn to multiply 
rapidly, and (2) the resistance of nature to man’s attempts to increase in- 
definitely the agricultural product to be had from a given amount of land.-^ 

* Malthus did not mention specifically the principle of diminishing returns, but his 
doctrine appears to have been based on this principle. 
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In other words, Maltlius saw, as he thought, that there was taking place a 
much more rapid increase in population than in the means of subsistence 
(by which he meant, primarily, foodstuff); and he indicated that, because 
of the discrepancy between the two, a clash was inevitable unless meas- 
ures were adopted to avoid it. 

But we find that overpopulation, in the sense of numbers too great for 
the available food supply, has not been experienced by the world as a 
tvhole. And because the world population is now gi'eater than ever before, 
and yet food per capita is more abundant than at any time in the past, 
some persons have supposed that the Law of Diminishing Returns has 
been disproved. This supposition is false, and arises from a misinterpreta- 
tion of the law. For the law has, as one of its conditions, no change in the 
methods of production; and agriculture, as we know, has taken tremen- 
dous strides in the past century and a half. Moreover, men have not 
confined their activities to fixed quantities of land, but have spread 
throughout the world and have brought under cultivation great stretches 
of new agricultural land. Finally, the rate of increase of population, which 
gave Malthus cause for alarm, has declined appreciably in recent years. 

Discarding now the references of Malthus to increase in population, 
and considering only the question of diminishing returns, we may say 
that if thus far the tendency tow^ard diminishing returns has seemed to 
have no significance as a world problem, it is because of certain counter- 
acting influences, such as developments in methods of agriculture and the 
possibility of spreading out over new areas of land. Counteracting forces 
of these kinds have unquestionably served to offset some of the effects 
of the Law of Diminishing Returns, but this does not mean that the 
principle of diminishing returns has not been operating all the while. 

Though the introduction of improved methods of farming has brought 
a larger yield per acre for a given expenditure of human effort and capital, 
even the most scientific agricultural methods will not enable a farmer in- 
definitely to apply labor and capital to a field without experiencing 
diminishing returns. Farmers know from experience that diminishing re- 
turns result from excessive applications of labor or capital, or of labor 
and capital, to a given quantity of land, and, noting the decline in mar- 
ginal product as more and more units of the variable factors are applied, 
they seek to avoid diminishing returns by increasing the acreage under 
cultivation. 

The fact that diminishing returns have not yet resulted in great 
deprivation and suffering does not, then, in any sense invalidate the Law 
of Diminishing Returns. The law has-been working right along, and its 
effects may be observed by an examination of specific pieces of land. 
Indeed, the experiment described in Table 1 serves to show concretely, 
and not merely theoretically, the way in which the Law of Diminishing 
Returns actually works on a given piece of land. The influence of this 
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principle upon the actions of individual farmers is apparent, for diminish- 
ing returns have caused them in many instances to adopt extensive in- 
stead of intensive methods of cultivation. And the importance of diminish- 
ing returns as a world problem will become evident whenever (should 
such a time come) we have reached a fixed state in agricultural knowl- 
edge and practice, and at the same time are compelled to limit agricul- 
tural activities to a fixed quantity of land; in a word, whenever the con- 
ditions laid down in the Law of Diminishing Returns apply throughout 
the world. 

The Variable Factor or Factors. In an earlier paragraph, reference 
was made to several kinds of capital that might be used in the growing 
of wheat. Of the three kinds mentioned (seed, implements, and fertilizer), 
fertilizer alone has thus far been considered as a variable. This, indeed, 
was the only variable factor that was employed in the actual experiment, 
and through the application of varying quantities of this one factor the 
practical importance of the Law of Diminishing Returns was demonstrated. 

But it will readily be seen that seed or implements might have been 
used in place of bone meal as the variable factor; or any two, or all three, 
of these different types of capital could have been employed in the ex- 
periment, and in each instance diminishing returns would have been 
experienced. Seed, of course, is an essential in the production of agricul- 
tural crops, but if seed should be applied to a given plot of land in steadily 
increasing quantities, a point would eventually be reached beyond which 
each bushel of seed, while adding something to the total product, would 
not be so effective in increasing the total product as was the preceding 
bushel. This is true also of the employment of successive units of farm- 
ing implements, or machinery; and, likewise, of capital as a whole. 

If the quantity of labor, instead of capital, should be increased unit 
by unit, the result would be similar in nature to that brought about by 
varying the quantities of capital. The Law of Diminishing Returns de- 
scribes, therefore, the effects of increasing applications of capital or labor. 
And it describes equally well the effects of increasing applications of 
capital and labor; for if both of these factors should be made variable, 
land alone remaining fixed in quantity, diminishing returns would in- 
evitably set in after a certain point had been reached in the use of this 
variable factors. We shall not take the time that would be required to 
trace through, step by step, each of these possibilities. The skeptical 
reader may do this for himself. 

Possibility of Negative Returns. It is conceivable that the variable fac- 
tors might be used in such exceedingly large quantities that men thQ total 
product, and not only the marginal product, would decline. Seed might 
be sowm to so great an extent as to crowd the stalks of wheat and interfere 
with proper heading and ripening. Fertilizer might be used in excess, and 
the plant life be “burnt out’* as a consequence. Workers might be em* 
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ployed in such large numbers as to trample the crop underfoot, and so 
on. The question is a purely academic one, of course, since it is extremely 
unlikely that a farmer would be so foolish as to continue to apply ex- 
pensive agents of production if their addition brought a smaller total 
return than their cost. But our illustration shows how the positive m- 
creases tend to become progressively smaller, and may even be turned into 
negative increases, or positive losses. 

Diminishing Returns on Building Sites. In the construction of build- 
ings, as in agriculture, there is a tendency toward diminishing returns/' 
Modern methods of construction make it physically possible to erect 
buildings reaching 150 stories, but this does not mean that it is economi- 
cally feasible to do so. To begin with, a tail building must have a more 
substantial foundation than a low one. Moreover, larger quantities of the 
agents of production, or agents of better quality, must be used in building 
a high story of a skyscraper than in building a lower story. If the sixtieth 
floor of a building contains offices duplicating exactly, in number and 
arrangement, those on the fifty-ninth floor, the chances are that it presents 
an illustration of the principle of diminishing returns, since more or better 
capital and labor are recjuired in constructing the sixtieth story than in 
constructing the fifty-ninth. For example, the higher in the air a builder 
goes, the greater is his outlay— in terms of capital and labor— for hoisting 
the building materials to the level on which they are to be used. That is 
equivalent to saying that the marginal product per unit of capital and 
labor declines after a time. 

Diminishing returns may be observed also in the operation of a great 
office building, once it is ready for occupancy. The taller the structure, 
the greater the amount of capital and labor required for elevator service, 
for heating the building, and so on. It is safe to say, therefore, that in 
the use of land for building purposes the principle of diminishing returns 
begins to opei'ate after a certain point has been reached. 

We shall not be able to determine the exact point of diminishing 
returns in our consideration of building sites, as xve could when dealing 
with agricultural land. In agidculture the units of product (such as 
bushels of wheat) produced on a piece of land are alike and may readily 
be measured. But no two rooms in an office building are identical, even 
though they are exactly alike in size and other physical aspects; for no 
two offices can have precisely the same location, and location is, in this 
instance, a very important factor. Consequently, though we may easily 
measure bushels of grain, it is not possible to measure, with any great 

^ As will be explained in our treatment of variable proportions, which appears later in 
the diapter, diminishing returns occur (after a certain point has been reached) wheneyei 
varying quantities of a7iy agent or agents of production are used in combination tvith 
fixed quantities of any agent; and they are found not only in agriculture and the con- 
struction of buildings, but also in mining, fishing, lumbering, merchandising, transporta- 
tion, manufacturing, and, in short, in ail forms hf econoa^ 
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degree of accuracy, the units of convenience afforded by a building of 
one kind or another. 

But though we cannot locate, in the case of building land, the definite 
point of diminishing returns, we may say with assurance that such a 
point does exist. Diminishing returns relate, as we have seen, to physical 
product, but decreases in the amounts of the successive increments of 
agricultural product are reflected in the progressively smaller values of 
these successive increments. After a time, the value of the increment 
obtainable through the use of additional units of the variable factors 
becomes so slight that it seems unwise to make further applications. The 
point of most profitable use has now been reached; and there is no 
reason to believe that this point can be reached until the point of diminish- 
ing returns has also been reached, and probably has been passed. 

Most Profitable Use of Building Sites. In the use of building sites, as 
in agriculture, there is a point of most profitable use. When, in the use of 
building land, there comes a point beyond which the money return does 
not justify the money expenditure, the point of most profitable use has 
been reached. 

Business men, of course, are interested primarily in the point of most 
profitable use, and w^e may note, in this connection, a specific instance of 
such interest. Some years ago, the American Institute of Steel Construction 
made a study, covering a period of two years, which was undertaken with 
the hope of determining the most economical height of buildings. “Plans 
for eight buildings of varying heights were drawn and estimates of in- 
come, operating expenses and construction and land costs were made. 
The net return on a fifteen-story building was 6.43 per cent; on a twenty- 
two-story structure, 7.75 per cent; thirty-story, 8.50 per cent; thirty-seven- 
story, 9.07 per cent; fifty-story, 9.87 per cent; sixty-three-story, 10.25 per 
cent, and on a seventy-five-story building the return began its decline, 
going down to 10.06 per cent. These estimates were based on structures 
constructed on land valued at $200 a square foot.”® 

The point of most profitable use varies, naturally, with the price of land, 
which is a reflection of its relative scarcity. Though a building sixty-three 
stories in height was found to be the most economical when land was 
worth $200 a square foot, the maximum return came from a seventy-five- 
story building on land worth $400 a square foot. The study showed that, 
with land at this latter figure, the net return from a building disappeared 
entirely when 131 stories were reached. 

THE LAW OF VARIABLE PROPORTIONS 

To the earlier economists the phenomenon of diminishing returns ap- 
peared to relate only to land. It remained for later students of economics to 

®From The New York Times, September 22, 1929. 
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show that the principle has a much wider application than was originally 
supposed. It is now recognized that labor and capital, as well as land, are 
subject to diminishing returns, and the economic statement setting forth 
this fact is known as the Law of Variable Proportions.'^ 

Statement of the Law. Following is a statement of the Law of Variable 
Proportions: “In a period during which there are no changes in the 
methods of production, if successive units of one or more productive 
factors are used in conjunction with a given quantity of any other factor, 
then, after a certain point has been reached, each additional unit of the 
variable factor or factors will add to the total product a smaller amount 
of product than was added by the preceding unit.” 

This law is in fact merely an extension of the Law of Diminishing Re- 
turns, and it says, in effect, that if variable quantities of land and labor 
are used in combination with a fixed amount of capital, or variable quan- 
tities of land and capital are employed with a given amount of labor, 
then diminishing returns will eventually appear just as they appear in the 
case of long-continued applications of capital and labor to a fixed cjuantity 
of land. 

The Effects of Changed Proportions. Once the Law of Diminishing 
Returns is thoroughly understood, it becomes evident that diminishing 
returns are attributable to changes in the proportions of the several pro- 
ductive agents which occur whenever an addition is made to the quantity 
of the variable factors in use. Now these proportions change no less cer- 
tainly when either capital or labor is the fixed factor, than when the 
quantity of land remains unaltered. If one productive agent is very scarce 
and therefore expensive, and, as a consequence, the more plentiful factors 
are used in increasingly large amounts while the scarce agent is held con- 
stant, the proportion of each factor to the other factor has obviously been 
changed. The inevitable result, after a certain point has been reached, is 
diminishing returns. We have seen hotv this change in the proportions 
of the agents acts when land is the scarce factor, bringing an increase in 
product per unit of land, but a decrease per marginal unit of capital and 
labor, the more abundant factors. 

Variable Proportions in Agriculture. If capital is the scarce or fixed 
factor, and increasing quantities of land and labor are used in connection 
with it, then, after, a time, diminishing returns will again be experienced, 
with the product per unit of capital steadily increasing (since total product 
increases while capital remains constant), but the marginal product per 
unit of land and labor diminishing. Hence, if land and labor (being 
abundant) are cheap, and capital (being scarce) is expensive, a farmer 

"It is called, also, the Law of Diminishing Productivity and the Law of Proportion- 
ality. The latter name is that favored by Professor Carver, who has described the principle 
and its application at considerable length. See T. N. Carver, The Distribution of Wealth, 
New York, The Macmillan Company, 1913, chap. 2; also, by the same author, Essays 
in Social Justice, chap. 7. 
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might find it profitable to use more and more land and labor in connection 
with a fixed quantity of capital. 

This would mean, in the case of a corn crop, planting more acres in 
corn but cultivating less often with machinery, since farming implements 
(being capital) would be definitely limited in quantity and if employed 
on both old and new fields could not be used on each acre so intensively 
as before. An abundance of hand labor for seeding, stone-picking, and 
so on, would help to overcome the shortage of capital; but the arrange- 
ment would certainly in time bring diminishing returns per marginal unit 
of land and labor, though an increase in total product. If the variable 
factors were sufficiently cheap, it might pay the farmer to carry cultiva- 
tion far beyond the point of diminishing returns. 

In like manner, if labor were very scarce and land and capital were 
abundant, it might easily pay the agricultural enterpriser to change the 
proportions of his business arrangement, economizing on labor and being 
more generous in the use of acres and machinery. This policy likewise 
would lead to diminishing returns, with only a small return in marginal 
product for each additional unit of land and capital employed, but it 
would result in a greater return per unit of labor, the scarce factor. 
Agriculture of this type is common in the so-called “corn belt'’ and “wheat 
belt” of the United States, where a few farm hands, with the most mod- 
ern agricultural machinery, cultivate hundreds and even thousands of 
acres of land. 

Variable Proportions in Manufacture. The possibilities of using vari^ 
able proportions might be shown in almost any form of business enter- 
prise, but one further illustration, taken from the field of manufacturing, 
will be sufficient for our purposes. 

We have already seen that, in the case of an office building, the use 
of additional quantities of labor and capital on a fixed amount of land 
brings diminishing returns. This is true also in factory construction, since 
here, as in the case of office buildings, increased height renders the use of 
additional units of labor and capital progressively less productive than 
the former units, after a certain point has been reached. Here, then, is an 
instance of diminishing returns in manufacture, when land is the scarce 
factor and is therefore used in limited quantity. 

But if land and labor are both plentiful, while there is a scarcity of 
capital, the intelligent manufacturer will employ capital sparingly and 
at the same time will use large quantities of the other factors. Under 
these circumstances, the factory building may be made to cover a large 
area, but reach the height of only a floor or two, instead of three or four. 
Workers, too, will probably be hired in large numbers to assist those who 
are operating machines and using tools, so that all capital may be made to 
perform maximum service. The result will be a large product per unit of 
capital, but diminishing returns as regards one or both of the other factors. 
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The manufacturer, like the farmer, will economize in the use of worlc- 
ers if labor chances to be the scarce factor. This condition woiilci indicate 
the desirability, from the point of view of net financial return, of employing 
large quantities of capital and spreading out over a considerable amount 
of land. This would mean, of course, the use of the latest and best labor- 
saving devices, so that a very little of the expensive factor, labor, could 
be made to go a long way in the manufacturing process. The effect of 
this arrangement of the productive factors would be a large product per 
U7%it of labor, but diminishing returns so far as units of land and capital 
are concerned. 

An Example of Variable Proportions. Table 3 is a hypothetical illustra- 
tion of the operation of the Law of Variable Proportions. In this example, 
the quantity of labor and capital is assumed to be fixed. The table indi- 


Table 3. Effects of Using Varying Quantities of Land in Combination with a 
Fixed Quantity of Labor and Capital 


Number of j 
Combination 

Units of 
Land 

Units of Labor 
and Capital 

Total Product 
(bushels) 

Marginal Prod- 
uct (bushels) 

1 

4 

10 

50 


2 

5 

10 

65 

15 

3 i 

6 

10 

85 

20 

4 

7 

10 

102 

17 

5 

8 

10 

117 

15 

6 

9 

10 

130 

13 

7 

10 

10 

139 

9 


cates the total and marginal products which accompany the use of varying 
quantities of land in connection with the fixed quantity of labor and 
capital. 

In this table, the point of diminishing returns in the use of land is, of 
course, at Combination No. 3, since that combination yields the largest 
marginal product. The point of most profitable use may be calculated 
quite as easily here as in Table I, provided the rental price of land and 
the selling price of the product are known. If these prices are $15 an 
acre and $1.00 a bushel, respectively, the point of most profitable use will 
be at Combination No. 5, since that is the point at which the cost of a 
unit of the variable agent is precisely equal to the return realized from the 
sale of the marginal product. 

: DIMINISHING RETURNS AND COSTS ' 

' OF PRODUCTION 

The Law of Variable Proportions, as we have seen, is simply an extension 
of the Law of Diminishing Returns^ It\:|K)intS' out ' that , 
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turns may occur whenever there is a “fixed” factor of production, whether 
that factor is iand, labor, or capital. 

The Element of Scarcity. In describing the workings of diminishing 
returns, we have sought to emphasize the fact of scarcity, for it is only 
because of the limited quantity of certain productive agents that the 
phenomenon of diminishing returns has practical significance; and, more- 
over, it is only because of diminishing returns that the limited quantity 
of scarce productive agents is significant. If none of the factors of produc- 
tion were scarce, the business man would have no reason to economize in 
their use, and he would certainly not endure diminishing returns when 
he might easily avoid them by combining advantageously the equally 
abundant factors. But the truth of the matter is that all productive agents 
are sufficiently scarce to command a price, and some are at times so 
limited in quantity as to command a very high price. 

The use of large quantities of expensive factors runs up the business 
man’s costs of production, and these in turn are reflected in the prices 
that he charges for the commodities or services in question. It is a desire 
to keep dotvn expenses that prompts the enterpriser to economize in the 
use of scarce, costly factors of production, while using the plentiful, 
cheap factors more liberally.- Though this economy, if long practiced, re- 
sults inevitably in diminishing returns, it may at the same time be “good 
business” on the part of the enterpriser. This fact is demonstrated con- 
clusively in our example of wheat-growing, which showed that it some- 
times pays to apply the plentiful, cheap agents of production to the scarce 
factor long after the point of diminishing returns has been passed. The 
stopping point for the business man is, of course, the point of most 
profitable use. 

The Point of “Ideal Proportions.” Every farm, factory, or store is a 
business unit, in the operation of which land, labor, and capital are em- 
ployed in combination. It is the task of the enterpriser, first, to discover the 
proportions in which these productive agents may best be employed, and 
then to see to it that they are used in these proportions, and in no others. 
The object is to secure not the largest possible product per unit of land, 
per unit of labor, or per unit of capital, but the greatest total product in 
proportion to total costs of production. Progressive business men are 
seeking all the time to find the best possible (that is, most profitable) 
combinations of land, labor, and capital. There may arise, for example, 
the question as to whether to buy a new labor-saving machine and lay 
off workers, that is, increase the amount of capital and reduce the quantity 
of labor. Or, again, the problem may bear upon the proportion of capital 
to land. Is it better (the enterpriser may ask himself) to build high or 
low, using less land and more capital, or more land and less capital, as 
the case may be? 

Questions such as these cannot be answered offhand. The most ad- 
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vantageous combination of the factors will depend upon their relative 
cost. Expensive agents will ordinarily be used sparingly; cheap factors 
will be employed with a freer hand. In the end, however, it will be most 
profitable to add units of each factor up to the point at which the con- 
tribution of each unit to the value of the total product wall exactly equal 
the cost of the unit. For if, to quote Professor Carver, “by increasing any 
factor there would be added to the total product of the establishment more 
than enough to pay the cost of increasing that factor, obviously it would 
pay to increase it. Or if, by decreasing such a factor, more would be 
saved in its cost than would be lost in the diminution of the total product, 
it would pay to decrease it.’’® The point of most profitable use in the 
utilization of a productive agent may be defined, then, as the point at 
which the contribution of each unit of the agent to the total product 
exactly equals the cost of the unit. 

Strictly speaking, there is no gain for the enterpriser in the use of a 
unit of an agent of production for which he must pay exactly as much 
as he realizes from the sale of the marginal product that is added by the 
use of this unit. But, as Professor Carver has shown, the enterpriser can- 
not stop short of this point without foregoing some profit, however slight, 
which he might have had by proceeding a little further in the use of the 
factor; nor can he go beyond this point wnthout incurring some loss which 
he might have avoided by stopping the use of the factor a trifle earlier in 
the process. Consequently, the point at which the cost of the unit exactly 
equals the additional return realized by its use— sometimes referred to 
by economists as “the point of indifference”— is the point to which the 
profit-seeking enterpriser, provided he knows his own best interests, aims 
to bring his use of the various factors of production. 

Diminishing Returns and the Supply of Land. Diminishing returns 
have no significance apart from a scarcity of productive factors, and all 
of the factors of production are more or less scarce. It should be noted, 
how’-ever, that the characteristic of scarcity applies with particular force 
to land. Capital is added to continually through the savings of members 
of society, and the labor supply is being steadily increased by growth in 
population. But the supply of land is, in a very real sense, fixed, and in 
the very nature of things must forever remain fixed. 

From the point of view of the business man this distinction is not 
particularly important. He thinks of land, as he thinks of labor or capital, 
as a productive agent for w^hich he must pay a price which will enter, 
together with other expenses, into his costs of production. For the enter- 
priser, then, land is in precisely the same position as the other agents of 
production. 

But for the student of economics, who looks at the situation from the 
social point of view, the absolute fixity of the quantity of land does make 


® The Distribution of Wealth, pp. 89, 90. 
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a difference. It has a distinct bearing upon the distribution of income, as 
will be indicated in a later chapter. And it may eventually prove to be the 
“limiting factor” in production, which will set a point beyond which world 
population cannot safely go. It was recognition of the inability of man 
to increase the supply of land that caused Malthus to sound a note of 
warning, and led the earlier economists to regard diminishing returns as 
relating peculiarly to applications of units of labor and capital to a fixed 
quantity of land. It is this same scarcity of land that is today chiefly 
responsible for the interest manifested by economists and sociologists in 
so-called population problems, the most important of which is that of 
bringing about and maintaining such a relationship between numbers of 
people and land resources as will insure a high standard of living for all. 


Law of Diminishing Returns: In a period during which there are no 
changes in the methods of production, if successive units of capital or 
labor (or both) are applied to a given quantity of land, then, after a cer- 
tain point has been reached, each additional unit of these productive 
agents will add to the total product a smaller amount of product than 
was added by the preceding unit. 

Law of Variable Proportions: In a period during which there are no 
changes in the methods of production, if successive units of one or more 
productive factors are used in conjunction with given quantities of any 
other factors, then, after a certain point has been reached, each additional 
unit of the variable factor or factors will add to the total product a smaller 
amount of product than was added by the preceding unit. 

The point of diminishing returns in the utilization of a productive agent 
is the point beyond which further units of the agent cannot be employed 
without a decline taking place in the marginal product. 

The point of most profitable use in the utilization of a productive agent 
is the point at which the contribution of a unit of the agent to the total 
product exactly equals the cost of the unit. 


1. State the Law of Diminishing Returns. 

2. How can we speak of “diminishing returns’' when our illustration (see Table 
I, “Total Product in Bushels”) shows that the product is continually increas- 

, 'mg?' 

3. What is the significance of the phrase, “after a certain point has been reached”? 

4. What are “increasing returns” and “proportional returns”? 

5. Distinguish carefully between “total product” and “marginal product.” 

6. “The successive increments to the total product at a diminishing rate,"' 
Explain the italicized phrase. 

7. Does the Law of Diminishing Returns relate to physictil pro&act or to the 

of that product? 
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8. What is the distinction between the point of diminishing returns and the 
point of most profitable use? 

9. In Table 1 is it product per unit of land or per unit of bone meal that 
diminishes? 

10. What relation does the exhaustion of soil fertility bear to the operation of the 
Law of Diminishing Returns? 

11. What observations did Malthus make relative to population and foodstuffs, 
and to what conclusion did these observations lead him? 

12. Since population has increased enormously in the past century, and yet food 
is per capita more abundant than ever before, is it correct to say that the 
Law of Diminishing Returns has been disproved? Explain. 

13. Do you see any relationship between diminishing returns and the invasion 
of China by Japan? Explain. 

14. Discuss the significance of diminishing returns in the light of probable great 
advances in scientific research. 

15. The Law of Diminishing Returns describes the effects of the increasing applica- 
tions of capital or labor, or of capital and labor, to a given piece of land. 
What is the significance of the italicized words? 

16. Explain how “negative increases” might result from exce.ssive applications 
of capital or labor (or both) to a plot of land. 

17. Show that the Law of Diminishing Returns relates to building sites, giving 
an illustration. 

18. Summarize the findings of the American Institute of Steel Construction rela- 
tive to the most economical height of buildings. 

19. State the Law of Variable Proportions. 

20. It is sometimes said that the Law of Variable Proportions is simply an 
extension of the Law of Diminishing Returns. Do you think that there are 
good grounds for making such a statement? Explain. 

21. Explain, by examples, how (a) a farmer, and (b) a manufacturer, might vary 
the proportions of the factors of production used in their respective enterprises. 

22- What conditions might induce a business man to make changes in the propor- 
tions of various productive factors? 

23. What has scarcity to do with the operation of the principle of diminishing 
returns? 

24. How do diminishing returns affect the prices charged for goods? Explain. 

25. What is Professor Carver’s comment as to the most profitable combination 
of the factors of production? 

26. In what way does the supply of land differ from the supply of capital and 
labor? 

27. How does the business man’s attitude toward “land” differ from that of the 
economist? 
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THE BUSINESS ENTERPRISER IS THE PERSON^ OR GROUP OF PERSONS, THAT OWNS | 

a business and consequently assumes the responsibility for its operaiion. 

Directly or indirectly, the enterpriser determines the policies of the 
business, and in any event he bears the risks of the enterprise. He is, in 
many respects, the leader in the undertaking, and, if we may believe an 
observer who is well informed on managerial problems, “Wise leadership 
is more essential to successful operation than extensive organization or 
perfect equipment/’^ For the enterpriser, more than any other factor of 
production, is in a position to make or break the business, since his de- 
cisions may make the difference be ween success and failure. 

The Function o£ Risk-Bearing. Though an enterpriser is an owner or 
part-owner of a business, he does not necessarily own all or any of the 
land, labor, and capital employed in the enterprise. However, he does 
undertake to pay rent, w^ages, and interest to the owners (who ??2ay in- 
clude himself) of these several agents of production; and he takes the 
chance that he will be able to sell his product at a price sufficiently high to 
reimburse him for these payments. Primarily, then, the business enter- 
priser is a risk-bearer. He may, in addition, manage the business, in which 
event he (as an enterpriser) hires himself to manage his business, and 
pays himself wages just as he pays wages to his other employees. He 
may also own ail or part of the land and capital used in the business, 
paying himself rent because he is a landlord, and interest because he is 
a capitalist. If the business is successful he receives a payment in the 
form of profits, because he is an enterpriser. 

This may seem to be a somewhat artificial analysis, but it is highly im- 
portant to distinguish clearly between the various functions performed 
by the owners of the several agents of production, and to realize that all 
of these functions may be performed by a single individual. This is par- 
ticularly true of small businesses. In the field of agriculture, for example, 
the small-scale farmer is commonly enterpriser, landlord, laborer, and 
capitalist. But our present interest is in the enterpriser as such; and the I 

point to be emphasized here is that every person who owns a business I 

in whole or part is, by virtue of that fact, a business enterpriser, regardless j 

: Alford, "of .. Management, ■ISlew York, Ronald Press Company* 1928, p. 49. 

' . ' 103. : ■ 
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of whether or not he performs any other economic functions in the under- 
taking. 


TFIE INDIVIDUAL PROPRIETORSHIP 

Frequently the business enterpriser conducts his business “on his own,” 
but quite as often, in our modern economic society, the form of business 
organization is a partnership or a corporation. 

The individual proprietor is the person who undertakes, by himself, 
the responsibility of carrying on an enterprise. This form of organiza- 
tion is most common in small businesses which require only a limited 
amount of capital. The average farmer, as we have already noted, bears 
ail the risks of his business, though there are some instances of farming 
carried on by partnerships or corporations.^ Most professional men are 
individual proprietors; that is to say, they practice medicine, or law, or 
some other profession, without sharing the ownership of the enterprise 
with other persons. The corner grocer is not uncommonly an individual 
proprietor, although more and more the corporate form of organization 
is being adopted in this field of merchandising. There have been in the 
past and still are many manufacturers who are sole owners of their 
respective businesses, but these are usually, though not always, enter- 
prisers on a relatively small scale. Ordinarily, the individual proprietor 
not only owns but manages his business. 

Advantages of the One-Man Business. Certain advantages attach to 
this type of business organization. When a man is in business for him- 
self, he is very likely to give his best efforts to the advancement of the 
enterprise. He gets pleasure from the knowledge that he is in business 
for himself, and enjoys as an enterpriser a freedom of action, and if 
successful a sense of achievement, not experienced by an employee. Indeed, 
it would not be difficult to find many individual proprietors, particularly 
among small shopkeepers and farmers, who could earn somewhat larger 
incomes by selling their services to employers who conduct larger units 
of business. But the independence that goes with being in business for 
oneself brings a satisfaction for which many men are willing to pay in the 
form of smaller income. 

Objections to This Type of Organization. There are, on the other 
hand, certain disadvantages to this type of organization. The amount of 
capital an individual is able to get together for the operation of his 
business is sometimes very restricted; and it is not always possible for 
him to expand the enterprise as rapidly as he might like, because of 

2 An interesting account of a large farming project conducted under the corporate 
form of organization is given in Department Circular No. 351 of the United States 
Department of Agriculture, Washington, August, 1925. The circular is entitled Centralized 
Management of a Large Corporate Estate Operated by Tenants in the Wheat Belt, 
is by Walter H. Baumgartel. 
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limited funds. Though an individual proprietor may be master of liis 
trade or profession, there is a good deal to be said for specialization in 
management as well as in the physical operation of a plant. Two heads 
are often better than one, and the individual proprietor has to rely upon 
his own judgment (which may not always be sound), unless he decides 
to hire one or more experts to help him manage his business. 

There is the further disadvantage of “unlimited liability.” If the busi- 
ness should prove to be a failure and the claims of creditors be greater 
than the assets, the creditors would be entitled by law to force the sale 
of the enterpriser’s personal property, as well as his business assets, in 
order to collect their just claims. The individual proprietor might, under 
these conditions, lose his home and whatever other physical possessions he 
happened to have. 


THE PARTNERSHIP 

A business partnership is an association of two or more individuals who 
join forces for the purpose of conducting business. This partnership is 
based upon a written, oral, or implied contract— usually, of course, the 
first of these—setting forth the terms upon which the partnership has 
been formed, the rights and responsibilities of the several partners, the 
division of profits, and other details. A partnership usually consists of 
but a few members, each of whom is selected for the particular contribu- 
tion he is able to make to the organization. The partners are sometimes 
chosen with the idea of increasing the amount of capital which can be 
used to advantage in the business. In the partnership, as in the case of 
the individual proprietorship, there is the incentive to w’^ork hard for the 
success of the business, since the several partners in so doing are work- 
ing at the same time for their own personal advantage. 

Some Disadvantages of the Partnership. The partners usually, though 
not always, take an active part in the management of the enterprise, 
and receive salaries for their personal services, as well as a return on the 
funds which each has invested, and profits when the business prospers* 
Like the individual proprietor, they are subject to demands upon their 
personal fortunes in case of business failure, unless they have taken out 
a “limited” form of partnership, w^hich serves as due warning to creditors 
that the liability of certain members of the partnership (though not of all 
members) is no gi'eater than the amount which they have actually in- 
vested in the business. Each partner, then, with the exception of “limited” 
partners, is responsible for the actions of his business associates, and 
each is liable for the total indebtedness of the partiiersiiip and not 
merely for his proportionate share of such indebtedness. 

A partnership is automaticMly dissolved upon the death of one of 
the contracting parties, 'and this; fact is thought by some, to be a serious 
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disadvantage, to which the corporation, as we shall see, is not subject. 
There is the further disadvantage that partners may fail to agree upon 
policies to be adopted by the concern, whereas an individual proprietor 
suffers no handicap of this kind. Or, again, the partners may not be able 
to reach their decisions in important matters as promptly as an individual 
proprietor; and delays in determining courses of action in business are 
sometimes disastrous. 

Example of a Successful Partnership. The experience of the Colonial 
Printing Company, operating in a medium-sized Pennsylvania city, il- 
lustrates the possibilities of the partnership form of organization for a 
small business. It so happened that three young men who were working 
for a printing concern decided that they would like to go into business for 
themselves. The trio consisted of George J. Harness,^ the business manager 
of the older concern; James Sullivan, who had charge of the typesetters; 
and John Williams, an expert pressman. It will be noted that each of 
these men had a type of skill which made him valuable to the new 
business, for Mr. Harness was able to handle the office details of the 
new printing company, making estimates on printing jobs, taking care of 
the finances, and so on; Mr. Sullivan directed the work of setting up the 
various jobs in attractive type form; and Mr. Williams was able to see 
to it that the actual printing was well done. 

In addition to these contributions to the organization, each of the three 
men was able to get together a small amount of money, so that the final 
result was an organization with sufficient capital and such types of ability 
as would enable the business to be conducted satisfactorily. The success 
of this concern, which now has some hundreds of employees, is evidence 
that the partnership form of business organization, if adopted intelli- 
gently, may be exceedingly advantageous. 

THE CORPORATION 

Most large concerns, and many small ones, have adopted the corporate 
form of business organization instead of that of the individual proprietor- 
ship or the partnership. '‘A corporation is an artificial person, created or 
authorized by the law for some particular purpose or purposes. . . . 
[The] members, or stockholders, are not the corporation. They compose 
it, but the corporation has a name, an entity, and an existence of its 
own, entirely apart and distinct from that of these members.’’^ 

Great Size of Some Corporations. The larger number of participants in 
ownership of the corporation, as compared with the individual proprietor- 
ship and the partnership, means ordinarily that much larger funds are 

3 The illustration is genuine, though the names here used are fictitious. 

^Thomas Conyngton and Louis O. Bergh, Business Law, New York, Ronald Press 
Company, 1926, p. 2S1. 
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available in a corporation for the purchase of capital than in any other 
form of private business organization, so that an incorporated business 
may be conducted on a huge scale. The owners of the business are called 
stockholders, and in many instances the shares of stock are sold to the 
general public. Thus, through the purchase of one or more shares of 
stock, an individual may become part owner of the Standard Oil Company 
of New Jersey, the General Motors Corporation, or any of several thou- 
sand businesses organized on a corporate basis. 

The largest railroad system in the United States is the Pennsylvania 
Railroad, the largest public utility is the American Telephone and 
Telegraph Company, and the largest industrial concern is the United 
States Steel Corporation. In the case of none of these giant corporations 
does any single stockholder own as much as one per cent of its out- 
standing stock. But these and other great businesses, organized on the 
corporate basis, have been able to sell their securities to large numbers 
of stockholders, and have thus collected enormous sums of money with 
which to buy equipment and carry on operations. The Pennsylvania Rail- 
road, wdth approximately 218,000 stockholders, had in 1945 gross assets 
totaling more than two and three-quarter billion dollars. Corresponding 
figures for the American Telephone and Telegraph Company were 684,000 
stockholders and three and a half billion dollars in assets; and for the 
United States Steel Corporation, 243,000 stockholders and about one and 
a half billions of assets. 

Ready Transfer of Ownership and Limited Liability. The corporate 
form of organization not only brings together under a single management 
gi'eat quantities of capital (buildings, machinery, and other equipment), 
but also makes it easy for the average person to convert his surplus in- 
come into investments. The New York Stock Exchange, the New York 
Curb Exchange, and local exchanges in our large cities are organized 
to facilitate the purchase and sale of securities. The ease wdth which 
one may become a stockholder is matched only by the readiness with 
which he may sell his holdings and withdraw from the market if necessity 
arises; for shares of stock are readily transferable, and people can always 
be found ready to sell shares of a given stock if the price offered is high 
enough, and others ready to buy if the price is sufl&ciently low. The 
shares of different concerns vary greatly in price, so that shares may always 
be found to fit the purse of the would-be investor, even though he has 
only fifty or a hundred dollars to spend. Thus it is easy for those who 
could not finance a business themselves to go into business on a small 
scale by buying a part-ownership in a corporation through the purchase 
of shares of stock. And the savings of the many, gathered together in 
this way, plus the funds eollected from larger investors, make it possible 
to build up gigantic business corporations. 

A,' further .a'dvantage of the corporation, is. 'the; fact that' the /.liability- :of 
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the stockholders is limited to their actual investment in the business, 
so that there is no danger of the loss of other property belonging to a 
stockholder, through a failure of the corporation. In the case of national 
banks and some state banks, however, the stockholder was long held 
personally responsible not only to the extent of his original investment, 
but in addition to an amount equal to the par value of the bank stock in 
which he had invested. Of course, the purpose of this “double liability” 
was to protect the depositors who had intrusted their money to the 
banks for safekeeping. The stockholders were thus made responsible for 
the way in which the affairs of the bank were conducted; and if the di- 
rectors of a bank (who, of course, were elected by the stockholders) in- 
dulged in unsound banking practices and the bank closed its doors, each 
stockholder had to pay the penalty for the unfortunate choice of directors 
by meeting an assessment equal— if so much was needed to pay off the 
depositors— to the amount of his holdings in bank stock. 

In the hundreds of bank failures in the years following 1929, the 
double-liability provision was invoked in many cases, and sometimes it 
brought financial disaster to those who had bought bank stock with the 
feeling that of all possible investments nothing could be safer than stock 
in a national bank. Thus, the burden of bank failures was shifted from 
one group— the depositors— to another group— the stockholders— who often 
were but little better able to bear it, and who in many instances had 
never even heard of double liability or, having heard, had not been 
apprised of its seriousness. As for the more recent past and the future, 
the situation was changed by the provision in the Glass-Steagall Act of 
1933, that “double liability of* shareholders of national banks shall not 
apply to shares issued after the enactment of this Act.” 

Permanence of Corporate Existence. There is also the fact that the 
corporation continues to operate regardless of the survival of its in- 
dividual members. A single stockholder, or a dozen stockholders for that 
matter, may die without affecting appreciably the progress of the corpora- 
tion. Their holdings pass into the hands of other persons, but the business 
goes merrily on, undisturbed by the change in ownership. Indeed, as we 
have already seen, the ownership of shares in a corporation is ordinarily 
changing day by day, since its shares are being dealt in regularly in 
the “continuous market” that is provided by the organized stock ex- 
changes. Another fact worth noting is the ability of the great corpora- 
tion to secure the very highest type of managerial ability because, by 
reason of large resources and the volume of business that is being trans- 
acted, it is able to pay handsome salaries to exceptionally able men. 
Moreover, it is able to offer advancement in position and salary, which 
does much to retain these men as permanent members of the staff. Here 
is a type of permanence that is far more important than permanence of 
ownership. 
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The Bondholders. The corporation is financed by both bondholders 
and stockholders. The bondholders are those who have loaned funds 
to the corporation. In exchange they receive bonds; and these, in the' 
case of mortgage bonds, have back of them, as security, the physical 
property of the corporation. On these bonds a definite rate of interest is 
guaranteed, and in the event of bankruptcy the holders of these bonds 
may have the property of the corporation sold in order to meet their 
demands. Their claims take precedence over the claims of stockholders, 
both in the payment of interest and in the return of principal. Mortgage 
bonds therefore have a high degree of security of investment, but on 
this very account the rate of return on the investment is likely to be 
rather low. 

The Stockholders- The actual owners of the corporation are stock- 
holders, and of these there are several kinds. We shall note, in our 
present treatment, only two classes of stockholders— those who have in- 
vested in preferred stock, and those who own common stock. The holders 
of preferred stock are promised a fixed return in the form of dividends, 
provided the earnings of the business permit the payment of dividends. 
This return, it should be noted, is not guaranteed, whereas the return to 
bondholders is definitely guaranteed so long as the corporation remains 
solvent. Preferred stockholders therefore have less security so far as both 
principal and income are concerned; but if the profits are large enough to 
make dividends possible, these stockholders are likely to receive a higher 
rate of return than the bondholders. 

Control of the Corporation. Though preferred stockholders, like com- 
mon stockholders, are owners of the business, they frequently do not 
have voting power. The holders of common stock, on the other hand, 
usually though not always do have a vote in the election of a board of 
directors. The common stockholders are not paid any return on their in- 
vestment until bondholders and preferred stockholders have been taken 
care of. They take considerable risk, therefore, and when they do receive 
dividends these dividends are great or small depending upon the success 
of the business. It is correct to say of common stockholders that they have 
no definite assurance of dividends, but sometimes the return on their in- 
vestments is large— much larger, indeed, than the return to bondholders or 
preferred stockholders in the same corporation. 

The common stockholders ordinarily have a vote, as has already been 
indicated, but in comparatively recent years there have been large issues 
of stock which carries with it no voting privileges. The issuance of stock 
of this kind has been severely criticized by certain economists.® The 
point is that the holders of non-voting stock are risking their money in 
an, enterprise w,hich, .because they, have no'vote,. they are .powerless to 

s See, iB this connection, William Z. Ripley, Main Street md Wall Street, Boston, Little, 
Brown.' &' 'Gompany, ■ " 
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control. This arrangement places the control of some corporations in 
the hands of individuals who own considerably less than a majority of 
the stock. 

The Delegation of Authority. The owners of the corporation— that is, 
the stockholders-delegate to the board of directors the right to determine 
how the business shall be conducted. This board is elected by the stock- 
holders and is therefore responsible to them. In order to facilitate its 
work, the board of directors frequently acts through an executive com- 
mittee. The executive committee, in turn, delegates authority to a general 
manager (who is often president of the corporation and chairman of the 
board of directors), under whom various departments of the business 
are managed, each, of coui'se, with its respective executive in charge. 
In many instances the president is clothed with vast powers, and is per- 
mitted in emergencies to act without specific authorization from the 
board of directors. The separation of direct control from ownership is 
one of the outstanding characteristics of the corporation. In this respect 
it differs radically from the individual proprietorship and the partnership, 
in which there is usually a very close relationship between ownership and 
control. 

Stock Dividends. Sometimes, when the condition of a corporation fully 
justifies the payment of cash dividends, stock dividends are issued in 
place of cash. A stock dividend consists of additional shares of stock 
issued without charge to those who are already stockholders, in propor- 
tion to their holdings at the time. This plan is frequently adopted in 
order that the earnings may remain in the business and go to purchase 
new buildings and other equipment, and thus increase the size of the 
business. Or it may be that old equipment has increased in value to such 
extent that new stock may properly be issued on the strength of this 
enhanced value. The United States Steel Corporation, for example, issued 
a 40 per cent stock dividend on all outstanding common stock some 
years ago. This meant that every person holding ten shares of common 
stock received without charge four additional shares. 

Another reason for issuing stock dividends is to reduce the market 
price of the stock. The unencumbered assets (or net worth) of the cor- 
poration, divided by the number of shares of stock outstanding, gives 
the nominal value of a share of stock. When a stock is selling at $500 
per share, it is beyond the reach of many investors of modest means. But 
the price can be brought down to approximately $250 by the simple 
process of declaring a 100 per cent stock dividend. Because the number 
of shares of stock has doubled, the price per share will decline to about 
half the former price. If those who control the corporation wash its shares 
to be dealt in actively, they can often stimulate activity by issuing a stock 
dividend and thus reducing the naarket price of shares. 

The motives behind the issuance of stock dividends are not always ap- 
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parent, but it is safe to say that in some cases the purpose is to reap 
large profits without those large profits being noticed by the public. Let 
us suppose that a concern with outstanding stock amounting to $500,000 
is regularly making profits sufficiently large to justify a 20 per cent divi- 
dend on this stock. It may be deemed unwise to pay so large a dividend 
since it would almost certainly subject the corporation to criticism; 
but if, through the issuance of a stock dividend, the outstanding stock is 
increased to $1,000,000 then these profits may be distributed with the 
appearance of paying only 10 per cent return to stockholders. 

It would seem that, in this way, the public might be deluded into 
thinking that a corporation was making only a small profit when its profits 
in reality 'were excessive. If the corporation is enjoying the benefits of a 
protective tariff or other special privilege, it would be distinctly unwise 
to make public the fact that profits are large, since this knowledge might 
result in a lessening of the favors which the concern now enjoys. In the 
case of public utilities, such as railways, electric power companies, and 
other organizations whose rates are controlled by public commissions, 
the concealment of unusual profits might serve as a means of warding 
off adverse criticism and avoiding opposition to higher future rates. Indeed, 
the profits providing a good return on a reasonable capitalization might 
be made to appear abnormally low through the issuance of stock dividends, 
and this situation might easily be made the basis of a plea for an increase 
in rates. ' 

Moreover, in some lines of business, the appearance of exceptionally 
high profits might invite unwelcome competition. In an attempt to discour- 
age competition, profits may be made to seem smaller than they really are, 
by paying dividends partly in cash and partly in stock. Stock dividends 
possess these advantages if there is a desire to conceal profits: In the 
first place, stock dividends are but little understood, and consequently do 
not attract much attention from the general public; and, secondly, the 
existence of this additional stock makes it possible, in the future, to pass 
out large earnings while the stock seems to be paying only a normal 
return. 

Possibility of Predatory Control. There is also, under the corporate 
form of organization, the possibility that small stockholders may suffer 
at the hands of unscrupulous owners of large blocks of stock. There have 
been instances of predatory control by a few large stockholders who suc- 
ceeded in making the business appear so unprofitable that small stock- 
holders, fearful that the concern was going to smash, were glad to sell 
out even at considerable loss. Later developments would show that the 
pessimistic rumors that had been set afloat were not justified, that the 
business %vas on a thoroughly sound and profitable basis, and that the 
'..small hoMerS'.:of^"Stock had been. ''sacrificed "in order '.to. make '"lortuiieS'.'ior 
those in control. Manipulation of this kind often endangers the interests 
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of those least able to bear financial loss, and may result in genuine 
hardship. 

Loss of Employer-Employee Contacts. Another disadvantage of large 
corporations, which applies to large-scale production in general, is the loss 
of the personal touch between employers and employees. When business 
is conducted in small units, it is quite possible for the owner of a business 
to know personally many, if not all, of his employees. As the business 
grows and the number of workers increases, it becomes correspondingly 
difficult to keep track of the individual worker in the plant and to know 
something about his needs. 

This is especially true in the corporate form of organization, since 
here the owners of the business are simply stockholders who are chiefly 
concerned with getting large returns on their investments. The average 
holder of New York Central Railroad stock knows very little about the 
wages of the railroad worker, or whether his conditions of employment 
generally are good or bad. In all probability the lot of mining laborers in 
some of our coal-mining centers would be promptly improved if the 
mine owners (holders of stock who live in comfort or luxury in distant 
cities) knew from personal contact about the miners’ working and living 
conditions. It is true, then, that the corporate form of business enterprise 
has played a large part in bringing about the present impersonal nature 
of labor relations, which has sometimes resulted in both uneconomic and 
unsocial conditions. 

Growth of the Corporate Form of Organization. In view of the increas- 
ing importance of the corporation in our business life, we may with profit 
examine some definite figures dealing with this particular point. Table 4 
is taken from reports of the United States Department of Commerce, and 
the data found therein are consequently official. A study of this table 
shows the trend of the times in the matter of business organization, so 
far as the field of manufacturing is concerned. During the thirty-five 
years from 1904 to 1939 the proportion of manufacturing establishments 
conducted by individual proprietorships and partnerships decreased from 

76.4 per cent to 48.3 per cent of the total for the United States. The 
number of wage earners employed by such business men declined from 

29.4 per cent to 10.6 per cent of the total workers in manufacturing plants. 
In value of product turned out by establishments of this kind, there was 
a decrease from 26.3 per cent to 7.4 per cent; and, finally, in the amount 
of value added to the goods in process of manufacture, the importance 
of manufacturing concerns conducted by individual proprietorships and 
partnerships dropped from 28.1 per cent to 7.7 per cent. 

The figures for manufacturing organized on the corporate basis have 
consistently shown increases. In number of estabiishments there has been 
an increase from 23.6 to 51.7 per cent. In wage earners, the 70.6 per 
cent of 1904 became 89.4 per cent in 1939. Iii 1904, the value of products 
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made by corporations was 73.7 per cent of the total value of products 
manufactured in the United States, but by 1939 it had reached 92.6 per 
cent. The value added by manufacture does not vary greatly from these 
latter figures; corporations were responsible for 71.9 per cent of this 
v^alue in 1904, and 92.3 per cent in 1939. These figures show clearly that 
individual proprietorships and partnerships have declined greatly in 
this thirty-five-year period vsdiile corporations have pushed ahead. 

Since, in the manufacturing plants of the United States, we now have 
under the corporate form of organization almost 90 per cent of the wage 


Table 4. Type of Ownership of Manufacturing Establishments in the United 
States, Calendar Years 1904, 1909, 1919, 1929, and 1939 

(Source: Bureau of the Census, United States Department of Commerce) 
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10.1 

7.9 
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8.5 

1939 

48.3 

10.6 

7.4 

1,893,343,710 
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earners, producing (in conjunction with land, capital, and management) 
slightly more than 90 per cent of our manufactured products, and adding 
to the raw material in the process of manufacture something more than 
90 per cent of all value thus added in American manufacturing estab- 
lishments, it is q^iiite easy to see the popularity and tremendous sig- 
nificance of this form of business organization. 

An examination of the fields of transportation, insurance, banking, and 
public utilities shows that the corporate form of organization predom- 
inates in all of these several lines of economic endeavor. The growth of 
the corporation has been slower in the field of merchandising, but the 
rapid:; development 'of 'great ■ chains .of’ grocery stores, ■ drug 'stores,, ..and 
five-tod-ten*ce.nt' stores .is :quite .in keepings with .the corporate^'.'niovemeiit 
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ill other fields. As we have already seen, agriculture alone, with its six 
million individual proprietors, is resisting successfully the advance of 
the corporate form of organization which has intrenched itself so firmly 
ill most branches of American economic life. 

The Corporation in Important Industries. The facts given above relate 
to production in general in the United States, but an examination of a 
number of individual industries shows that the large businesses in par- 
ticular are usually conducted under corporate management. Doubtless 
the explanation, in many instances at least, lies in the facility with which 
the corporation can amass tremendous quantities of capital. Large-scale 

Table 5. Manufacturing Establishments Under Corporate Ownership in Ten 
Large-Scale Industries, 1929 and 1939 


(Source: Bureau of the Census, United States Department of Commerce) 
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Sugar refining 

21 

27 

19 

26 

90.5 

96.3 

Boots and shoes, rubber 

Non-ferrous metals, smelting and re- 

22 

13 

22 

13 

100.0 
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Iron and steel, steel works, and roll- 

75 

63 

75 

62 
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98.4 

ing mills 

486 

417 

475 

411 

97.9 

98.6 

Locomotives 

16 

15 

13 

13 

81.2 

86.7 

Iron and steel, blast furnaces 

105 

81 

105 

80 

100.0 

98.9 

Gars, electric and steam railroad ..... 

147 

143 

144 

141 

98.0 

98.6 

Cement 

174 

160 

156 

158 

89.7 

98.6 

Coke and by-products 

154 

112 

150 

109 

97.4 

97.4 

Tires and inner tubes. . 

91 

5T 

83 

49 

91.2 

92.5 


operations (the nature of which we shall discuss in Chapter 9) usually 
require large amounts of capital. The corporation is the type of business 
organization, which, aside from public ownership, is best fitted to ac- 
cumulate capital in great quantities. 

Consequently we find, in the ten industries listed in Table 5, a very 
pronounced preference for the corporate form of organization. In six of 
these industries more than 98 per cent of the establishments are under 
corporate ownership. In only one does the percentage of plants operated 
by corporations fall below 90 per cent. Moreover, a comparison of 1939 
figures with those for 1929 shows that in no case has the percentage of 
concerns operating under corporate control suffered any appreciable de 
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dine. So much for the importance of the corporation, as measured by 
the proportion of corporate-owned establishments in these large-scale 
industries. 

If we take a larger view of industry, we discover that there are many 
lines of manufacture in which the percentage of plants controlled by 
corporations is quite low. But despite this fact, the corporations engaged 
in any given line of industry usually carry on most of the activity in that 
industry. Only 25 per cent of the cigar and cigarette plants in this country 
are corporate-owned, but these one-quarter produce more than 95 per 
cent of all cigars and cigarettes made here. Thirty-two per cent of all our 
flour-milling establishments are corporations, and they manufacture 90 
per cent of the total output of the flour mills in the United States. 

Not all of the data for manufacturing emphasize so strongly the pre* 
dominance of the corporation in American industry, but the samples 
given are fairly typical. They help to explain the fact, already noted, that 
92.6 per cent of the total output of manufacturing concerns in the 
country, as judged by value of product, is attributable to establishments 
operating under the corporate form of organization. 

THE COOPERATIVE ASSOCIATION 

Up to this point we have been examining business organization with 
particular reference to the question of ownership. We shall now^ give a 
little attention to the cooperative association and public ownership; and 
here, it will be noted, the emphasis is upon purpose rather than upon 
ownership. Individual proprietors, partnerships, and corporations operate 
chiefly for the purpose of making profits for the owners. Cooperative 
associations and public ownership aim to provide commodities or services 
at cost to all Vvdio are members of the cooperative or of the “public,” 
as the case may be. 

In some instances, it must be added, cooperative associations deal with 
the general public in addition to their owm members. In their dealings 
with non-members, the cooperatives realize gains which, however, are not 
distributed among the members of the cooperatives but are used to in- 
struct the public as to the benefits of cooperation. The present importance 
of cooperatives is but slight, in comparison with that of individual pro- 
prietorships, partnerships, and corporations; but they have gained suffi- 
cient headway in Europe (and, to a lesser degree, in this country) to 
justify a few pages of description at this point, and further treatment in 
our discussion (in Chapter 30) of consumption. 

Theory of the ' Cooperative Society. The distinguishing feature ' oi ; the 
cooperative organization is the democratic operation of an enterprise 
for the benefit of the members who transact business with the organiza- 
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tion. To insure democratic control, the cooperative grants but one vote to 
each member, regardless of his capital investment in the association, 
and frequently the capital holdings of members are limited by specific 
provisions of the by-laws. Since the association is conducted for the 
benefit of those who have direct business relations with it, the service 
performed by the cooperative is rendered at cost, each member paying 
for the service which he receives. 

Form of the Cooperative. Some cooperative associations require so 
little operating capital that the membership fees of ten or twenty dollars 
meet their financial requirements. Others, again, purchase considerable 
equipment, and secure their funds by organizing as corporations and 
selling stock. In the former case, the organization is somewhat similar to a 
large partnership with, in some instances, a limited liability granted by 
law. When a charter is secured and stock sold, the cooperative is not 
unlike the usual corporation, except that it is not operated primarily as 
a profit-making enterprise. Indeed, in most instances, the dividends paid 
on cooperative stock are limited to a very moderate return (only slightly, 
if any, greater than the current rate of interest), with the definite purpose 
of avoiding the payment of what might be considered profits. 

Scope of Operations. Cooperative associations have been least success- 
ful when operating in the field of production (the term being used here 
in its narrow sense, as referring to the creation of form utility). A number 
of attempts have been made to carry on manufacture or agriculture under 
the cooperative form of organization, but almost always with disastrous 
results. The reasons for failure seem to be, in most instances, the inability 
of the members of the association to find among their number persons 
able to perform efficiently the duties of management, and an unwilling- 
ness to bring in high-salaried executives from the outside. 

The term/ ‘producers’ cooperatives” is often heard, but in most cases it 
has been applied to societies that engage chiefly in the marketing of 
products. It is true that grain cooperatives may perform the service of 
storage as well as sale; dairying cooperatives may convert raw material 
into butter and cheese; and fruit growers’ cooperatives sometimes operate 
canneries in order to make use of imperfect or undersized fruit. But 
these functions, as a rule, are incidental to the larger function of finding 
satisfactory markets for the goods and disposing of them at good prices. 

“Consumers’ cooperatives” are societies which aim to purchase collec- 
tively the goods which they need (groceries, hardware, clothing, and so 
on), so that they may secure the advantages of large-scale buying and 
avoid paying the “middleman’s profit” which ordinarily goes to the retail 
merchant. In the field of finance, the building and loan association pro- 
vides the most conspicuous example of cooperative action. By using 
the saving of members of an association, and adding to them by loans 
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made available through the financial standing of the organization, it is 
possible to supply funds for the ownership of homes by persons of moder- 
ate means, who would otherwise probably be obliged to live throughout 
their lives in rented quarters. 

Extent of the Cooperative Movement. The cooperative itiovenient has 
spread much more widely in European countries than in the United 
States. And yet, even in this country, the data relating to the movement 
make a brave showing. In 1944, there were in the United States 4285 
cooperative distributing associations, 577 service cooperatives (providing 
housing, medical care, or burial service), 850 electricity associations, 5000 
telephone associations, 9000 credit unions (or financing organizations), and 
2000 insurance associations.^ 

The cooperative movement had its beginning in England in 1844, as 
a consumers’ cooperative which had for its purpose the retail sale of 
merchandise. It has since spread into the wholesale field, and into manu- 
facturing as well. “Consumers’ cooperation can no longer be called an 
experiment,” according to an eminent English economist. “In Great Brit- 
ain at least it is a very well-tried and firmly established form of industrial 
organization. The goods sold by the retail societies reach one-third of 
the families in the country, and their value amounts to perhaps one- 
twentieth of the whole national income, about one-half of them being 
supplied by the wholesale societies, and about one-third being actually 
manufactured in the movement’s own productive departments.”'^ Con- 
sumers’ cooperatives have found much less favor in the United States, 
but even here it is estimated that retail stores owned cooperatively are 
doing many millions of dollars’ worth of business annually. The building 
and loan associations, which stand. out as an important agency for pro- 
viding cooperative credit, now number at least 10,000 organizations and 
have (it is estimated) between 7,000,000 and 8,000,000 members. These 
associations play an important part in financing homes for those who can 
buy homes, if at all, only on the basis of small monthly payments stretch- 
ing out over a decade or so. 

Cooperative associations for marketing, purchasing, and financing, such 
as we described briefly, appear to have much to offer in the way of effecting 
economies and thus increasing the real incomes of their members. Their 
ability to compete with other agencies performing similar functions is 
an indication of effective and efficient operation. It is probable that we 
shall witness, in the future, a further development of the movement in 
this country. 

^The Competition of Cooperatives with Other Forms of Busmess.Ejiterprise, House 
Report No. 1888, Washington, Govermiient Printing Office, 1946, p. 26. 

"D. H. Robertson, The Control of Industry, New York, Harcourt; Brace & Company, 
Inc., 1932, p. 108. " ' 
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PUBLIC OWNERSHIP 

Public ownership has, in common with cooperation, the idea of con- 
ducting business for those directly concerned, rather than for a group 
of capitalists. “Those directly concerned” are usually, in the case of public 
ownership, most or at least a large part of the citizenry of the political 
unit in question. Public ownership is sometimes resorted to in order to 
insure that a certain necessary service, such as the carrying of mail, will 
be rendered properly; or, again, it is undertaken so that the public may 
be able to purchase a service at cost— that is, wdthout profit to the enter- 
prisers. In some few cases, public ownership is undertaken with the 
thought of securing revenue for the government, but instances of this 
kind are rare. 

The term “government ownership” usually brings to mind the concept 
of the operation of a business enterprise on a national scale. The postal 
service is so vital to the welfare of a people that it is usually owned and 
operated by the national government. About 80 per cent of the railroads 
of the world are state-owned. Other phases of communication that have 
been taken over by some national governments are telegraph and tele- 
phone systems. Of these types of industry, only the postal service has 
been nationalized in the United States, though during World War I the 
railroads of the country w^ere placed for a time under government control. 

Experience in the United States. But on a smaller scale, public opera- 
tion has found considerable expression in the United States. A fair 
number, though of course a pronounced minority, of municipalities have 
found it desirable to own and operate waterworks, gas and electric plants, 
street railways, and other forms of so-called public utilities. Many of 
our “public utilities” are owned by private corporations, with their activ- 
ities regulated to some extent by public service commissions. A fairly 
recent development in the field is the inauguration of publicly owmed 
“yardstick” power plants, whose costs of production, it is argued, will 
provide the basis on which to calculate a “fair price” to be charged by 
the privately owned power plants. An important experiment in public 
ownership was made possible by the passage of the Tennessee Valley 
Authority Act of 1933, the stated purpose of which w^as “to provide the 
generation and sale of power, to build dams, power plants, and trans- 
mission lines, to develop fertilizers, and, under the immediate direction 
of the President, to carry out a program of social and economic plan- 
ning with the aim of promoting the social and economic welfare of the 
Tennessee Valley and of the Nation.” The results of these and similar 
undertakings may well be far-reaching, and their success or failure will 
doubtless do much to advance or retard the march of public ownership in 
this country. Our public school system, with its 28,000,000 students, al- 
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most a million teachers, and an enormous capital investment, is of course 
one of our most striking examples of public ownership and operation. 

It will be noted that publicly operated industries are frequently pro- 
ducers of services, and not of material goods to be consumed directly by 
the user. There are exceptions, of course. At times the industries are 
supported wholly through taxation, as is the case with our public schools, 
and the service is rendered free to all who wish to avail themselves of it. 
Again, prices are charged which will cover all or most of the cost of 
operation. In our postal service, for example, a profit is realized on the 
handling of sealed letters, but some kinds of mail matter (notably books, 
newspapers, and magazines) are carried at a loss. Any net deficit resulting 
from the operation of the United States Post Office is taken care of by 
appropriation, and ultimately comes out of funds that have been secured 
through taxation. 

Public Ownership Throughout the World, Though individualism is 
decidedly more popular than collectivisim in the United States, there has 
in recent years been a pronounced trend toward government ownership 
and control of economic activities in many parts of the world. The over- 
throw of the Conservatives by the British Labor Party in 1945 marked 
the beginning of a program of socialization of vital industries which is 
expected eventually to include about one-tenth of the economic life of 
England. “Its aim is not communism, or even 100 per cent socialism, but 
a sort of socialism in which basic industries are nationally owned, but in 
which free enterprise operates in most of the econonxic fabric of the 
nation and in which the ideals of political freedom are wedded to social 
security and well-being.’’^ Thus far the British have nationalized banking 
and coal mining; and road and rail transport, the electric and gas indus- 
tries, and the manufacture of steel are soon to be transferred to state 
ownership. In reporting a survey of nineteen nations conducted by its 
correspondents, The New York Times recently said: “Canada appears to 
be the only one in which private enterprise can be said to be functioning 
today with anything like the freedom from government controls that ob- 
tains ill the United States.”"^ 

Whether the development of public ownership and operation is desir- 
able is a debatable question, and one that is being widely debated today. 
Its advocates have shown that it offers certain definite advantages (partic- 
ularly as an alternative to widespread private monopolies), but, on the 
other hand, its opponents have demonstrated that it holds possibilities 
of grave abuse. The friends of public ownership point with approval to 
economic developments in Soviet Russia and England, while the cham- 
pions of economic individualism view these same developments with appre- 
hension, and dwell upon the glories of capitalist Russia under the czars 

' ^Raymond Daniell in The New York Times > Sec. 6, February 2, 1947. 

The New York Tiines^ March S, 1947. 
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and of England in the pre-socialist days of Baldwin, Chamberlain, and 
Churchill. The truth of the matter is that we do not yet have sufficient 
scientific data upon which to base a sound appraisal of the relative merits 
of private and public ownership in a given industry, much less a consid- 
erable number of industries. If Britain should demonstrate that industrial 
nationalization can be extended without a loss in political or economic 
freedom for Englishmen as individuals, and with a gain in national and in- 
dividual economic productivity, security, and stability, the example will 
doubtless influence the people of other nations. If, as her critics predict 
will be the case, Britain’s experiment in nationalization should prove un- 
workable, its failure may be expected to lead to greater economic conserva- 
tism in some countries and more extreme economic radicalism in others. 


1. “The enterpriser, more than any other factor of production, is in a position 
to make or break the business." Precisely why? 

2. What is the “individual proprietorship," and where in the business world 
is it usually found? 

S. What are the advantages of the one-man business? 

4. In what ways is the “individual proprietorship" handicapped? 

5. In what respects is a partnership superior to a one-man enterprise? 

6. What is a “limited" partnership, and what are its advantages? 

7. Define “corporation," 

8. How do you account for the increasing popularity of the corporate form of 
business organization? 

9. What is a “stock dividend"? 

10. Why are stock dividends issued? 

11. Discuss the possibility of predatory control of corporations. 

12. How may the loss of employer-employee contacts result in uneconomic 
and unsocial conditions? 

13. Show statistically the importance of the corporation in American industrial 
life. 

14. Why are large-scale industries usually corporate-owned? 

15. Pick out from Table 5 several items that appear to you to be especially 
significant. Give your reason for your choice. 

16. “The corporations engaged in any given line of industry usually carry on 

most of the activity in that industry." Substantiate, with figures. 

17. Contrast the corporation and the cooperative on the basis of desire for profits. 

18. How does the organization of the cooperative assure democratic control? 

19. Plow is the cooperative financed? 

29. \¥hen cooperatives have failed, what appears usually to have been the cause 
of failure? 

21. How do “producers’ cooperatives” differ from “consumers’ cooperatives"? 

22. Give some concrete idea of the importance of the cooperative association 
in this country in agriculture, retailing, and finance. 
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23. What similarity is apparent in the cooperative association and public owner- 
ship? 

24. What important industries have been nationalized in certain countries? 

25. What is the attitude of the British Labor Party toward government ownership? 
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CHAPTER 8 



ONE OF THE OUTSTANDING CHARACTERISTICS OF OUR PRESENT-DAY ECONOMIC 
society is specialization. Specialization, in the economic sense, is the divi- 
sion or differentiation of economic activities. Though it is difficult to find 
a community, however small or primitive, in which there is no division 
of economic functions, it is unquestionably true that specialization tends 
to increase with the growth of population. 

SOME EXAMPLES OF SPECIALIZATION 

Specialization in Merchandising. A simple example from the field of 
merchandising will show that this is the case. In parts of the country that 
are but slightly settled, goods of many kinds are sold in general mer- 
chandising stores. Here can be found food, tools, dry goods, furniture, 
and other types of goods likely to be demanded by the people of the 
neighborhood. Often these general merchants deal also in such articles 
as grains and fuel, buying grain from near-by farmers and selling them 
a supply of coal, in addition to the articles usually found in a country 
store. As population grows and villages and towns develop where formerly 
there have been only a crossroads and country store, we find new stores 
opening up, and specialization in selling begins to appear. The functions 
of the general merchant are split up, and some storekeepers undertake 
the sale of groceries, others of hardware, still others of dry goods, and so on. 

With a still further increase in population, specialization in merchandis- 
ing is carried forward another step. Instead of attempting, for example, 
to outfit an entire family with clothing, one merchant decides to confine 
his sales to men's wear, another to the sale of women’s clothing, while 
a third specializes in shoes or some other single item of wearing apparel. 
In a more thickly populated area, such as a great city with several millions 
of inhabitants, there is a tendency toward still greater specialization. The 
shoe dealer, for example, is quite likely to specialize in either men’s or 
women’s shoes, rather than try to handle both. 

Specialization in Manufacture. In manufacturing, as in merchandising, 
there is specialization. Indeed, a manufacturer seldom undertakes to pro- 
duce a great variety of articles. The manufacturer of shoes does not make 

m 
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hats, nor does the hat-maker produce underwear, hosiery, shirts, and 
clothing of other kinds. The manufacturer of automobiles is likely to 
confine his efforts to the production of motor vehicles, and to produce 
only a few models instead of a wide variety. 

In the field of textiles, which form but one branch— though a very impor- 
tant branch— of manufacturing, we find a high degree of subdivision. Not 
only are there lines of demarcation between silk, woolen, and cotton 
manufacture, but within each of these divisions there are still further 
evidences of specialization. The manufacture of artificial silk, for example, 
is commonly separate and distinct from the manufacture of real silk. And 
in the field of artificial silk, the production of hosiery is conducted sep- 
arately from the production of silk cloth. To note one further stage of 
specialization in this field, we may mention the fact that some manufac- 
turers make only tubular hosiery, whereas others, with a different type of 
equipment, specialize in the production of full-fashioned hosiery. A similar 
inquiry into the manufacture of woolen and cotton goods would show 
that these industries, too, provide abundant examples of specialization. 

Specialization in Agriculture. In agriculture, also, although to a lesser 
extent, there is specialization. It is quite true that many farmers carry 
on a general farming business, but there are also specialists in the field 
of agidculture. In the Middle West we find a “wheat belt*' and a “corn 
belt," with emphasis upon the products indicated by these names. In 
certain parts of Washington and Oregbn, agricultural specialization takes 
the form of apple-growing. In Florida and California we have specialized 
producers of oranges, and in many states of the South specialization takes 
the form of raising cotton. Thus, even a hurried survey of our economic 
system indicates that there is much specialization in the leading branches 
of industry; and this tendency is likely to increase “with the further growth 
of population. 


FORMS OF SPECIALIZATION 

Specialization by Trade or Profession. Specialization of labor takes 
several forms. The simplest is specialization by trade or profession. When- 
ever a population is sufficiently large to justify certain workers in devoting 
their entire time to the pursuit of a particular trade, we are likely to find 
them concentrating their energies instead of engaging in several fields of 
activity. Thus, we have in modern times skilled artisans known as black- 
smiths, bricklayers, machinists, cigarmakers, glass-blowers, paperhangers, 
structural steel workers, and so on. An examination of the rolls of organ- 
ized labor shows that some millions of workers in the United States defi- 
nitely regard themselves as destined to follow specialized trades throughout 
their working lives; and there are many unorganized workers w^ho, equally 
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clearly, are tradesmen or craftsmen. In some of these trades an apprentice- 
ship of several years is demanded of the beginner before he is accepted as 
a fully qualified member of the craft. 

In the so-called learned professions we find a similar situation. The 
physician, the preacher, and the teacher— like the carpenter, the plasterer, 
and the hod carrier-are specialists. Indeed, in some of these professions, 
as for example in medicine, specialization is increasing all the time, though 
there is still room for the general practitioner. There is a distinct tendency 
for doctors to become specialists in the diagnosis and treatment of par- 
ticular types c£ human ills. We have long had dentists and oculists, who 
really are simply specialists in the field of medicine. Nowadays, we have 
nose and throat specialists, stomach specialists, heart specialists, another 
group of specialists who deal with nervous and mental diseases, and so on. 

Specialization by Task. Division of labor also takes the form of special- 
ization by task. The skilled worker is no longer asked to make an article 
in its entirety. Many of the tasks which, were formerly done by hand are 
now done by machinery. The trade of shoemaking, to mention a single 
example, has almost disappeared because shoes are today manufactured 
in large factories with the use of elaborate and expensive machinery, the 
work being performed by operations which bear little resemblance to 
shoemaking of olden times. In the manufacture of clothing, in the meat- 
packing industry, in the construction of automobiles, and in dozens of 
other important industries, a similar situation exists. 

In large-scale clothing manufacture the tailoring trade has been broken 
up into a great many separate tasks, so that some 30 to 60 operations, each 
performed by a different worker, are now necessary in the making of a 
coat. In some shoe factories as many as 240 processes, performed by 100 
different workers on 150 different machines, may go into the manufacture 
of a pair of shoes. According to Mr. Ford, 7882 different tasks aided in 
the production of the “Model T” Ford automobile. Division of labor by 
task, we may safely say, is one of the leading forms of specialization, and 
one that is quite definitely on the increase. 

Specialization by Stages. A third type of specialization is by stages or 
complete processes. In transforming raw materials into finished products 
the work often takes place under the superyision of several different and 
wholly unrelated producers, each of whom considers an article finished 
when he has made his contribution to its progress toward the form in 
which it is to reach the ultimate consumer. In the manufacture of shoes 
the productive process begins with the raising of cattle, and the cattle 
producer sells his product with the feeling that his task is finished. The 
cattle, however, go to a meat-^packmg establishment where, among other 
things, the hides are removed and sold to a tanning establishment. So 
far as he is concerned, the meat packer is now thrbhgh. The t also 
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has finished his job when the hide has been transformed into leather and 
is sold to the shoe manufacturer. 

The shoe manufacturer himself is merely a step in this long process, 
for, although he feels that his function has been performed when, the shoes 
are properly made and ready for use, there is still another process to be 
gone through. The shoes must pass from the manufacturer into the hands 
of a merchant, and not until the latter has delivered them to his customer 
has the production of a pair of shoes actually been completed. Never the-- 
less, through this long journey from the raw material to the finished and 
marketed product, there have been several stages at each of which the 
job was apparently complete. 

Geographical Specialization. A fourth and very important form of 
division of labor is known as geographical or territorial specialization. 
Specialization of this kind is frequently based upon differences in natural 
conditions. Most of the cotton produced in the world is grown in south- 
ern United States because the soil and climatic conditions are favorable 
to its groW'th. For similar reasons raw^ silk is produced in Japan and coffee 
in Colombia and Brazil. Certain natural resources such as coal, iron ore, 
and petroleum are, as a matter of course, produced in those regions in 
which they have been deposited by nature. Thus certain areas near Lake 
Superior specialize in the production of iron ore, a limited region in the 
State of Pennsylvania devotes most of its economic effort to the mining 
of anthracite coal, and some parts of Texas and Oklahoma specialize in 
the exploitation of the great petroleum deposits of those states. 

In addition to specialization on the basis of natural deposits or advan- 
tages of soil or climate, there is geographical specialization that is the 
result of developed or artificial conditions. Paterson, New Jersey, is famous 
as a silk center. Akron, Ohio, specializes in the production of rubber goods. 
Most of the cotton and w^oolen cloth manufactured in the United States 
in the past century w^as made in New England, though there is now 
apparent a tendency to move cotton mills to the South in order to be near 
the sources of raw material and cheap labor. Shoe manufacturing has 
been concentrated in Newv England in the past, but is now proceeding 
westw^'ard. In some instances there have been real reasons for the location 
of a given industry in a given city. The availability of w^ater power has 
often, been the explanation, but with the development of steam (and, more 
recently, of electricity) as a source of power this reason no longer exists 
for some localities specializing in the manufacture of certain goods. In the 
case of industries moving from one region to another, we have evidence 
that in the long run specialization on the basis of natural conditions will 
prevail.Tor example, it is .sensible from the economic point ■ of view to 
manufacture cotton cloth in the South near the basic material, provided 
other conditions are satisfactory, rather than in an area to which the raw 
cotton must be^'' transported., 
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THE GAINS OF SPECIALIZATION 
AND THEIR ATTAINMENT 

Since specialization is so widespread an economic phenomenon, it is 
obvious that it must bring about certain gains, or it would not have been 
adopted so widely. The chief social gains to be noted are the greater 
variety and greater quantity of goods which result from specialization of 
the types that have been mentioned. Industrial progress consists very 
largely of finding new and better ways of production. Specialization has 
come in response to the demand for improved methods. It has unquestion- 
ably resulted in greatly enlarged production, lessened costs of production, 
and higher standards of living for society in general. The gains that are 
realized from an application of the principle of specialization may be 
accounted for in a number of ways, which we shall proceed to examine. 

Fuller Utilization of Individual Abilities. Specialization enables a 
worker to undertake a task which is especially suited to his peculiar ability. 
Some people are particularly adapted for mental and others for physical 
work. The average college professor would make a poor showing as a farm 
laborer, and the farm hand would not be much more likely to succeed in 
the college lecture room. Specialization of various kinds makes it possible 
for almost any person to find a place where his talents, physical or mental, 
great or small, can be utilized to advantage. 

A very high degree of specialization, such as is employed in automobile 
plants turning out hundreds of thousands of cars a year, makes it possible 
to provide work for the weak and physically handicapped who, in the 
absence of extensive division of labor, would find it difficult or perhaps 
impossible to be self-supporting. Mr. Ford has described the physical 
requirements of the 7882 different jobs which, as we have noted, con- 
tributed to the production of the “Model T” Ford car. “Of these, 949 
were classified as heavy work requiring strong, able-bodied and practically 
physically perfect men; 3B38 required men of ordinary physical develop- 
ment and strength. The remaining 3595 jobs were disclosed as requiring no 
physical exertion, and could be performed by the slightest, weakest sort 
of men. In fact, most of them could be satisfactorily filled by women and 
older children. The lightest jobs were again classified to discover how 
many of them required the use of full faculties, and we found that 670 
could be filled by legless men, 2637 by one-legged men, 2 by armless men, 
715 by one-armed men, and 10 by blind men.*'^ It would be hard to find a 
better illustration of the power of specialization to salvage human abilities 
which in an unspecialized industrial system would be largely wasted. 

Attainment of Great Dexterity, In most manual operations great skill 
is acquired only through long training, and retained only by constant 

^ Henry Ford, in collaboration with Samuel Crowther, My' Life and Work, New York; 
Doubleday, Doran & Company, Inc., 1923, p. 108. 
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practice. The idea that practice makes perfect is an old one, and its 
application to economic processes has been recognized by writers for 
hundreds of years. Xenophon, for example, saw that specialization made 
for proficiency and could be employed profitably when the demand for 
a product was great. “In small towns/' he wrote, “the same workman 
makes chairs and doors and plows and tables, and often this same artisan 
builds houses, and even so he is thankful if he can only find employment 
enough to support him. And it is, of course, impossible for a man of many 
trades to be proficient in all of them. In large cities, on the other hand, 
inasmuch as many people have demands to make upon each branch of 
industry, one trade alone, and very often even less than a whole trade, is 
enough to support a man; one man, for instance, makes shoes for men, 
and another for women; and there are places even where one man earns 
a living by only stitching shoes, another by cutting them out, another by 
sewing the uppers together, while there is another who performs none 
of these operations but only assembles the parts. It follows^ therefore^ as 
a matter of course, that he xvho devotes himself to a very specialized line 
of work is hound to do it in the best possible manner”^ 

Specialization, then, permits a person to devote sufficient time to the 
practice of a given trade or task to enable him to gain a mastery of that 
trade or task. The degree of skill that can be attained by steady practice 
is sometimes little short of phenomenal. Take, for example, the ability 
to use the typewriter. Anyone who has undertaken to learn typing will 
acknowledge that at first it is a slow and difficult process; and yet it is 
quite easy for the practiced typist to write a hundred or more words a 
minute, and at the same time read stenographic notes. The butcher, the 
baker, the candlestick maker— each of these artisans is likely to be a better 
workman by reason of being a specialist in his line. 

Though we have dealt here chiefly with manual dexterity, it should be 
remembered that there is a dexterity of the mind that plays a part in most 
industrial operations, and a predominant part in certain types of work. 
The dentist's skill, acquired through long practice, consists as much in 
knowing whether to puli or fill the tooth as in performing the operation 
once it is decided upon. The lawyer's knowledge, gained through pleading 
hundreds of cases of a particular kind, is probably as useful to his client 
as the gift of oratory which enables him to sway juries. In like manner, 
the dexterity of the carpenter, the plumber, and the taxi-driver is a mental 
as well as a physical dexterity, and one which is usually most fully devel- 
oped under conditions of specialization. For practice makes perfect in 
mental operations no less than in physical. 

: Simplification of , Tasks. : Specialization ' renders' unnecessary the .'long, 
periods of training that used to be essential in the mastery of certain 

2 Xenophon, Cyropcudia^ London, William Heinemann, Ltd., 1914, Book VIIT, ii, 5; 
Loeb translation, p. 3S3, 
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trades. There was a time when young men served apprenticeships o! three, 
four, or more years, in order to qualify as carpenters, bricklayers, or 
machinists. But the work of such artisans has, in many fields, been sub- 
divided and simplified so that raw recruits may now be trained in a few 
days to perform the simple tasks which fall to their lot in the specialized 
industry of the present day. Henry Ford said that 43 per cent of the jobs 
in his plant could be learned in one day, and 36 per cent in one day to a 
week. The tendency of modern economic life is so definitely toward sim- 
plification of task that a long apprenticeship need now seldom be served in 
order for a worker to fill the ordinary factory job acceptably. 

Because so many of our industrial tasks have been greatly simplified, 
they have been brought within the capacity of some members of society 
who, though physically sound, are mentally not sufficiently agile to per- 
form complicated operations. Thus, some workers who would otherwise 
be day laborers are enabled, under conditions of advanced specialization, 
to perform more pleasant and more profitable tasks as operatives of semi- 
automatic machines, or to serve in other capacities that demand but little 
mental exertion. We have referred in an earlier paragraph to the ability 
of the physically handicapped to fill certain positions in specialized indus- 
try. 

Continuity of Operation. A century and a half ago, it was not an 
uncommon thing for workmen to divide their time between manufacturing 
and agriculture, spending a part of the day spinning yarn or weaving 
cloth, and the remainder cultivating their small farms. Adam Smith and 
other early writers on economics remarked upon the wastefulness of this 
sort of arrangement, involving as it did the loss of time in moving from 
one job to another. 

Present-day specialization eliminates this type of waste to a large extent, 
since specialization permits of economies through continuity of operation. 
Performing, as he does, a single task, the specialized worker need not lay 
down one tool and pick up another, for his job requires the use of only 
one tool. Likewise, there is no necessity for adjusting his mental attitude 
to a new task since, under specialized industry, he is likely to perform 
the same task almost continuously throughout the day. Finally, continuity 
of operation may be realized, arid its benefits reaped, through the spe- 
cialization of machinery. If a machine is given over to the continuous 
production of a single grade of commodity— a loom, let us say, used only 
for weaving cloth of a particular kind— there is a saving of the time and 
energy which would be needed to reset the machine if it were being em- 
ployed in making first one grade and then another of the good. Conse- 
quently, more units of the product can be turned out in a given period of 
time under specialization than under conditions of nori-specialization. 

Greater Mobility of Labor. Since specialization results in the simplifi- 
cation of tasks, it adds to the ease with which workers may move from one 
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job to another. Much of the work in industry is now done on semi- 
automatic machines, and the general similarity of machine operation 
enables a machine operator in one industry to move at times into a dif- 
ferent industry and take up, without long training, the operation of a 
machine requiring the same type and grade of skill, and yet turning out 
a very different product. Professor Marshall points out that “most of the 
operatives in a watch factory would find machines very similar to those 
with which they were familiar, if they strayed into a gun-making factory 
or sewing-machine factory, or a factory for making textile machinery. A 
watch factory with those who worked in it could be converted without 
any overwhelming loss into a sewing-machine factory; almost the only 
condition would be that in the new factory no one should be put to work 
which required a higher order of general intelligence than that to which 
he was already accustomed.'’^ The emergency demands of World War II 
demonstrated our ability to convert much of our industrial plant and 
labor to the production of new types of goods; and post-war reconversion 
showed that we could speedily go back to peacetime production, once the 
need for wartime goods had passed. 

But the narrowly specialized worker is likely to find it a difficult task 
to get work in times of depression, because the job he is able to do can 
be done only in conjunction with many other operations in a plant which 
may be shut down. This disadvantage of specialization will be touched 
upon later in the present chapter. 

Employment of More Machinery. Specialization leads to the greater 
use of machinery in production. Division of labor consists of splitting up 
jobs, and in this process of dividing jobs into several parts it is often 
found that some of the work formerly done by hand can be turned into 
a machine operation. When the movement to be made is a simple one, 
and when it must be repeated hundreds or thousands of times a day, it is 
usually possible to entrust it to the swift, sure performance of a machine. 
And it is ordinarily profitable to do so, unless labor happens to be very 
plentiful and consequently cheap, or capital is scarce and the interest 
rate high. If absolute accuracy of movement is important, there is addi- 
tional reason for employing machinery, for even the most skillful worker 
cannot repeat a movement as exactly as it can be repeated by a well- 
constructed machine. The part played by accuracy in the metal-working 
trades is emphasized in a later section dealing with the manufacture of 
interchangeable parts. 

Since specialization leads to lower prices for commodities, and since 
these lower prices make it possible to dispose of very large quantities of 
goods, it is sometimes feasible to purchase an expensive machine which 
would have been entirely too costly had specialization not been developed 

s Alfred Marshall, Principles of Economies, London, Macmillan and Gompany, Ltd., 
1930, 8th ed., pp. 258, 259. 
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to a high degree. Professor Taussig has cited the case of a machine bought 
by the International Harvester Company, a machine “whose sole work 
is to shape poles for wagons and harvesters. The machine cost $2500; it 
saves a cent per pole; it is worth while only because poles by the hundred 
thousand are made each year.“^ Here we have specialization and large- 
scale production combining to make possible an economy through the use 
of highly specialized machinery. It is true, of course, that specialization 
and large-scale production frequently go hand in hand, as in the meat- 
packing and automobile industries; and wherever they are found they 
provide a powerful stimulus to the invention of labor-saving devices. 

Example of Specialization in Meat Packing. One of the reasons spe- 
cialization results in great economies is that it permits conformity to a 
principle of scientific management laid down at least a century ago, and 
more recently emphasized by Frederick W. Taylor and his followers. This 
principle states that a worker should be given the highest type of work 
he is capable of performing, and that type only. 

The significance of this principle is seen when we realize that in the 
meat-packing industry the wages of workers range from 72i/2 cents to 
$1.31p2 hour. Needless to say, the $1.31i/^ man is a highly skilled 
worker, and the 721/4 cent man is not. The principle cited above demands 
that the $1,311/2 worker give all his time to the performance of skilled 
operations, allowing men less highly paid to carry on work of less impor- 
tance. In 1904, Professor John R. Commons wrote an interesting descrip- 
tion of the tasks performed by workers receiving different wages in the 
meat-packing industry. With the figures brought up to 1941, the descrip- 
tion in part is as follows: 

The $1.31 1/^ cent man is restricted to using the axe in splitting the backbone 
(splitter); and, whenever a less skilled man can be slipped in at 72i/^ cents, 75 i /2 
cents, 771/2 cents, 80i/^ cents, 84i/4 cents, 87p2 cents, 91 1/^ cents, and so on, a 
place is made for him, and an occupation mapped out. In working on the hide 
alone, there are a number of positions at different rates of pay. A 77 14 cent man 
pulls off the tail. The knife of the $1.08i/4 man cuts a different texture and has 
a different “feel” from that of the $1.17 man. Skill has become specialized to 
fit the anatomy. In this way, in a gang of 74 men, slaughtering and dressing 
no cattle an hour, there are but 10 men paid $1.31i/^ an hour, 2 men paid 
$1.17, while the number getting 84i/4 cents and over is 36, and the number 
getting under 84i/4 cents is 38.5 

This illustration shows quite clearly that adherence to the principle 
stated above results in definite economies. As an evidence of industrial 
progress, we may note the fact that when Professor Commons wrote his 

^ W. Taussig, Principles of Economics, New York, The Macmillan Company, 1939, 
4th ed., p. 49. 

5 Professor Commons" article was entided “Labor Conditions in Meat Packing and the 
Recent Strike,” and appeared in the Quarterly Journal of Economics, vol. xix, p. 324. 
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article in 1904, it required 230 men to kill and dress 105 cattle in an hour. 
At the present time, a gang of 74 men handies more cattle (110, to be 
exact) in an hour. It is increased productivity such as this which permits 
the payment of higher wages to workers. In the meat-packing industry 
wages have increased very materially, in many instances more than 100 
per cent, since 1904. But this does not mean the ability to purchase twice 
as much goods as formerly, since the cost of living has also increased, 
though not (except for the post-war period) so greatly as wages. 

Manufacture of Interchangeable Farts. Another important industrial 
principle, which is closely related to specialization, is that of standardized 
or interchangeable parts. Again the principle is not a new one, though 
it has in recent years been employed more extensively than ever before. 
But as early as 1813, Simeon North, the first official pistol manufacturer 
to the United States government, was awarded a contract for 20,000 pistols, 
to be manufactured so that “the component parts of pistols are to cor- 
respond so exactly that any limb or part of one pistol may be fitted to 
any other pistol of the 20 , 000 .'’® And Professor Marshall tells of the repre- 
sentative of an American watch factory, who, at the Invention Exhibition 
held in London in 1885, “took to pieces fifty watches before some English 
representatives of the older system of manufacture, and after throwing 
the different parts into different heaps, asked them to select for him one 
piece from each heap in succession; he then set these pieces up in one of 
the watchcases and handed them back a watch in perfect order. 

Probably in no industry has this principle been used more widely than 
in the manufacture of automobiles. A Ford, Chevrolet, or Plymouth car 
is so much like another Ford, Chevrolet, or Plymouth of the same model 
that a broken part may be replaced by a new part at very slight cost and 
with almost no loss of time. A similar advantage is enjoyed in the case 
of a great many commodities. Modern industry has been standardized or 
made uniform. This uniformity has been possible largely through the 
machine process, and the machine process in turn is tied up very definitely 
with specialization of labor. 

It is true that specialization could exist to some extent in an industrial 
society which used but little machinery, but the fact is that specialization 
and the machine process have marched forward together in the business 
world. As a consequence, the consuming public buys goods at lower prices 
than formerly, enjoys the use of some goods which could not be made 
without the aid of machinery, and is able to replace broken parts of 
automobiles, farming implements, watches, radio sets, and coontless other 
articies without delay and with very little expense. 

'.Specialization and Large-Scale Production. Since specialization and 

^ in. :L. 'P, Aliotd, Laws of ' Management^ New Yorlc,. Ronald'' .Press Company, 

1928, p. 107. 

^'■7;'Ai£redMarsEallvvPfinc^l€S f.ii. 
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large-scale production are so closely related, it is difficult to separate their 
advantages and determine which are attributable to each. An examination 
of the benefits of large-scale production (to be discussed in the next chap- 
ter) discloses the fact that at least some of these gains are due primarily 
to the use of specialization in large-scale production. 

Specialization and Transportation. Adam Smith and other writers have 
emphasized the fact that specialization is limited by the extent of the 
market. The more extensive the market—that is, the larger the quantity 
of a good that can find buyers— the stronger will be the tendency to spe- 
cialize. Clothing manufacturers have found it profitable to break up the 
old trade of tailoring into scores of minute tasks; but such specialization 
is profitable only because the product sells throughout the country by 
hundreds of thousands of units. 

An extensive market, in turn, often depends upon the ability to send 
goods to distant points and offer them there at attractive prices. This 
is clearly seen in the field of international trade. Automobiles, for example, 
are made under highly specialized conditions in the United States and 
exported profitably to all parts of the world. The development of speedy 
and cheap highway, railway, and ocean transportation has made possible 
the expansion of the automobile market to world dimensions, and this 
expansion has led to the almost incredible degree of specialization that 
prevails in the automobile industry. If, then, specialization is limited by 
the extent of the market, it is equally true that the extent of the market 
is limited by the transportation facilities available at a given time. 

INDIVIDUAL AND SOCIAL EFFECTS 
OF SPECIALIZATION 

Monotony of Labor. But specialization is not without its disadvantages* 
It is particularly likely to have harmful effects upon labor, the human 
factor in production. One serious disadvantage of our present industrial 
system is the monotony and irksomeness of labor performed under highly 
specialized conditions. We have seen that many workers today are engaged 
in performing and often very minute ones, instead of carrying on 

the more general work which is done under conditions of specialization 
by trades. 

It is one thing for a tailor to design and construct a suit of clothing, 
and quite another for a worker in a modern clothing factory to devote 
his entire working time to making buttonholes. And yet a large percentage 
of our industrial workers today are engaged in tasks which to many persons 
must be distinctly uninteresting. When one buys a padlock, one receives 
with it two keys on a small wire ring; and in lock factories in various parts 
of the country young men spend their time, eight hours a day, five days 
a week, putting these keys on rings. 
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Thousands of workers throughout the United States contribute to the 
productive process by supervising semi-automatic machines. Into the 
machines are fed, in some cases, strips of brass or other material from 
which are stamped small metal disks to be used in certain branches of 
manufacture; and the worker’s job is merely to see that these machines 
do their work continuously and accurately. It is no wonder, then, that 
many industrial employees work with one eye on their machines and the 
other on the clock, and that they regard the working day as a certain 
amount of time to be expended and done with. 

The evils of monotony are generally recognized by managers; and while 
some employers regard monotony as unavoidable, others are doing their 
best to counteract its ill effects by providing rest periods at intervals during 
the day. Thus the worker is enabled to get his mind off his task for a few 
minutes, and comes back to the job refreshed both physically and mentally. 
It is difficult, if not impossible, to determine how serious are the actual 
effects of monotony on workers, but there can be no doubt that its dangers 
have often been exaggerated by overzealous writers. Work that might be 
deadly to some does not appear to injure others, and those who would be 
affected detrimentally often escape by not having to do the kinds of jobs 
that would be both distasteful and harmful to them. 

Loss of Interest in Job. Another disadvantage of specialization is that 
it is likely to stifle the instinct of workmanship. The old-time shoemaker 
who could produce a shoe, having nothing but the raw materials and his 
tools to start with, was able to exhibit his product as a piece of creative 
work. In some instances, at least, he took an honest pride in being a master 
craftsman; and, in addition to receiving pay for the shoes that he had 
made, he might receive also a word of praise for the excellence of his work. 
But the modern shoe operative has little chance to feel the glow that goes 
with a sense of being a creative artist. He makes not a whole shoe, but 
perhaps a fiftieth part of a shoe. He never comes into direct contact with 
his customer, and in all probability never sees the finished product in the 
manufacture of which he has had a part. Such a situation means a lessen- 
ing of interest on the part of the worker, and a lack of realization of the 
true significance of his contribution to society in carrying on faithfully 
his daily task. 

Here, again, progressive employers have attempted to remedy the evil. 
In some cases workers are taken on trips through the plant and are given 
an opportunity to hear talks and see motion pictures which describe the 
entire process of manufacture; and thus, in some small measure at least, 
they are made to feel that they have a definite and important share in the 
productive process. 

.Narrowing Effect .of Specialization. Another danger of specialization, 
xlosely related to the. one we have Just, discussed, Ts its narrowing iniuehce' 
:on the workers.' under. .the conditions, of extrem.e, 'subdivision. of ''labdr.'. The 
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difficulty is that specialization often means the continuous use of one part 
of a man’s ability, and that part only. The result is an overdevelopment 
of certain faculties of the worker, to the neglect of other faculties. A work- 
man under these conditions, having devoted perhaps twenty or thirty years 
to the performance of a single task, is pretty certain to be a one-sided 
individual. 

It has been suggested that this disadvantage might be overcome to some 
extent by training every man for at least two types of work, so that, in 
addition to avoiding the monotony of performing the same task over and 
over again without relief, he might develop more of his talents than are 
usually developed under modern industrial conditions. Something has 
been accomplished along this line, but much remains to be done. Fortu- 
nately, the development of minute specialization of task has been accoim 
panied by a reduction in the number of hours that make up the customary 
working day. The narrowing effects of highly specialized work may be 
largely counteracted if, when the toil of the day is over, a workman has 
at his disposal a very considerable amount of free time in which he may 
engage in study, in some type of work that is much to his liking— say, 
home gardening or home carpentering— or in play pure and simple. 

Increased Interdependence. Specialization results in increased inter- 
dependence between individuals, communities, and nations, and this 
interdependence sometimes has undesirable results. Under simple eco- 
nomic conditions, with the family producing virtually everything that it 
required, there was little or no dependence upon others. Nowadays, a 
failure of the cotton crop of the South would affect not only the farmers 
engaged in raising cotton, but the merchants who live by selling groceries, 
hardware, clothing, and other necessities to cotton producers, the railroads 
that depend upon the prosperity of the cotton belt for patronage and 
consequent revenues, and, indeed, all who are associated in a business way 
with this great economic area. 

The inability to get raw material, cotton, might easily cause the closing 
of cotton mills in New England, or even in Europe, as was the case during 
the Civil War. On the other hand, should British manufacturers be unable 
to find markets for their cotton goods, the effect would be to reduce mate- 
rially the exports of cotton from the United States to England, and per- 
haps bring the price in this country far below the actual cost of produc- 
tion.', ■ 

The dangers of an economic society in which there is a high degree 
of interdependence can be seen in an examination of the long, dreary 
business depression that had its beginning in 1929. At one period in this 
depression, some twelve million men and women— one-fourth of the total 
labor force of the United States— walked the streets looking for work. 
They were dependent upon business enterprisers for employment, and 
these enterprisers had no jobs to offer since they saw no chance, in the 
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face of the depression, to make and sell their products at prices sufficiently 
high to cover ail costs of production. Something that had happened to 
our complicated economic machinery, upon which these millions depended 
for a livelihood, brought large portions of that machinery to a full stop, 
rendering these would-be workers penniless and dependent upon the 
government— local, state, or federal— for relief funds to keep them from 
actual starvation. In a less complicated, less specialized economic society, 
in which families were largely self-sufficient, producing chiefiy for their 
own use rather than for exchange, an economic collapse of this kind would 
be much less likely to occur. On the other hand, such a society would have 
to content itself, other things being equal, with a lotver standard of living- 
in normal times than could be enjoyed by the more highly organized, 
specialized, interdependent society. 

Separation of Workers from Ownership of Tools and from Product. 
Specialization, as it works out under the private ownership of capital, 
results in the separation of the worker from both his tools and his product. 
Under present-day conditions, as we have just noted, most workers are 
dependent upon other persons to provide them with jobs. But they also 
look to others for the tools with which they are to perform their tasks. 
When industry was in a simple stage and the machinery required was 
inexpensive, the worker could often be far more independent than he 
now is. Manufacturing today is carried on with the aid of costly machinery 
which the individual workman can neither buy nor operate alone, and 
so he is compelled, in good times and bad alike, to look to an employer 
for a job; and when times- are bad, as we have seen, the jobs of many 
workers vanish as into thin air. 

Wholly apart from the possibility of being unemployed because of his 
dependence upon capitalist enterprisers, the worker finds it hard, if not 
impossible, to know whether he is receiving as much pay for his services 
as he should have. It is commonly said that the worker is entitled to 
whatever he produces. Under simple industrial conditions there is little 
difficulty in knowing what the individual worker produces. When the 
old-time shoemaker completed his pair of shoes, the finished shoes were 
his product, and he was at liberty to sell or exchange them for something 
else. The modern shoe operative, whose task may consist merely of tacking 
on heels or sewing in tongues, finds it much more difficult to ascertain 
just how much his product amounts to. He is likely to be compelled to 
take the employer’s decision in the matter, unless, through labor union 
action, he has a part in making this decision. 

Many problems have arisen, and are constantly arising, in coniiecdon 
with the size of the share of the product that goes to the worker. Strikes 
have been fought time and again over the question of wages, which is 
simply the question of the share of the product the employee is to receive 
for his assistance in the productive process. 
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Benefits to the Workers. All of the disadvantages here noted are likely 
to have a detrimental effect upon the workers as individuals, and some, 
as has been seen, affect society in general. There are several benefits to 
workers which have been brought about largely through specialization, 
and which tend in some degree to offset these disadvantages. One of these 
benefits is shorter hours. A few decades ago a working day often consisted 
of ten hours, and sometimes of eleven or twelve. Nowadays eight hours of 
work are all that most industrial workers in this country are expected to 
put in, in a single day. Indeed, following President Roosevelt’s introduc- 
tion of the “New Deal” in 1933, thirty-five or forty hours constituted the 
working week in some industries, and prior to World War II organized 
labor waged an aggressive campaign for a thirty-hour week. The short 
working week of today is the result of several causes, one of which is the 
insistent demand for fewer hours of work in view of the increasing monot- 
ony of labor. The reductions in hours that were introduced in 1933 repre- 
sented an attempt to “spread work,” to the end that a progressively smaller 
number of those thrown out of work by the depression should remain 
wholly unemployed. It seems probable that forty hours will constitute the 
“standard” working week for some years to come. 

Specialization has resulted also in the abolition of much heavy, dirty, 
disagreeable work which was formerly performed by human beings but 
is now being done by machinery. Yet another advantage is the larger 
income (not only money, but real income) of today as compared with that 
received by wage earners of the nineteenth century. Specialization, as we 
have seen, brings greater wealth, and this makes possible in turn higher 
standards of living for workers as well as employers. 


1. Show, by means of illustrations, that specialization in merchandising, manu- 
facturing, and agriculture tends to increase with the growth in population. 

2. Four forms of specialization are noted in this chapter. Name these forms, 
and give an illustration (not cited in the text) of each form. 

3. Give figures showing that specialization by task has been utilized to a great 
extent in the clothing and shoe-manufacturing industries. 

4. Give at least five examples of “geographical specialization,” and in each 
case try to explain the reason for specialization being adopted or continued. 

5. What are the two chief social gains that are realized through utilizing the 
principle of specialization? 

6. Explain the manner in which the use of specialization lessens the waste of 
human ability in economic activity, 

7. What has specialization to do with the mechanization of industry? 

8. The text mentions “a principle of scientific management laid down at least 
a century ago, and more recently emphasized by Frederick W. Taylor and 
his followers,” State this principle. 
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9. Precisely what is the significance of specialization in meat packing, as 
described in the text? 

10. What is meant by “interchangeable parts’"? 

11. Describe Professor Marshall’s illustration of perfection of manufacture in 
the watch industry. 

12. What are the advantages, to the consumer, of interchangeable parts? 

13. Explain how the practice of specialization may conceivably lead to monot- 
ony of labor. 

14. How may monotony of labor be counteracted? 

15. Why does the development of specialization lessen the worker’s interest in 
his job? 

16. Discuss the dangers of economic interdependence. 

17. What connection, if any, is there bet^veen specialization and a worker’s in- 
ability to get a job? 

18. Does specialization lead to industrial strife? Explain. 

19. Discuss hours and wages in connection with specialization. 

20. How does specialization result in the abolition of “much heavy, dirty, dis- 
agreeable work”? 
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CHAPTER 9 



BUSINESS ORGANIZATIONS VARY GREATLY IN SIZE AS WELL AS IN FORM. SCATTERED 

throughout the country are thousands of very small business units, con- 
ducted in most cases by individual proprietors or by partners. Corporations 
also are sometimes small, but since, as was observed in Chapter 7, 
one of the distinct advantages of the corporate form of organization is 
the ability to get together large quantities of capital, it is not surprising 
that we find in the corporate form of organization a number of very large 
concerns. 

Growth of Large-Scale Business. Moreover, the tendency is clearly in 
the direction of large-scale business as opposed to business conducted in 
small units. According to authoritative figures, 2.2 per cent of all manu- 
facturing establishments in the United States in 1914 had an annual 
output valued at $1,000,000 or more per establishment. And yet these 
relatively few establishments employed S5.5 per cent of all wage earners 
in manufacturing plants, and produced 48.7 per cent of the value of all 
manufactured goods. But by 1937 manufacturing establishments with an 
annual output of $1,000,000 or more constituted 6 per cent of the total 
number, employed 58 per cent of all wage earners engaged in manufactur- 
ing, and produced 70 per cent of the value of all manufactures in the 
country. When due allowance has been made for changes in price levels 
(which are explained in Chapter 36, Vol. 2), these figures show the growing 
importance of the large business unit in our present-day industrial world. 

Measurement of Business Units. DiiSiculties sometimes arise in con- 
nection with the measurement of business units. How shall we know 
whether to classify a business concern as large or small? Is it large (1) when 
it employs a large number of workers, (2) when it has a high capitalization, 
or (3) when great value is added to raw materials in the process of manu- 
facture? The answer often depends upon the nature of the industry under 
consideration, and the purpose of the inquiry. Some types of industry 
require many wage earners if they are to operate on a large scale; others, 
again, depend more extensively upon the use of machinery, and their 
greatness may be measured by their capitalization; and so on. The fact is 
that all of the measurements listed above have advantages and disadvan- 
tages, but the first and third are probably the most generally useful. Our 
census authorities employ all three. 

m - 
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A large-scale business, then, is one which measures up to any one or 
more of the standards that we have noted. In a practical way, there is 
but little difficulty in determining whether a business is large-scale or not. 
There can be no question that Hart, Schaffner and Marx engage in large- 
scale manufacturing; Sears, Roebuck and Company in large-scale mer- 
chandising; the New York Central Railroad in large-scale transportation; 
and J. P. Morgan and Company in large-scale finance. Examples of small: 
scale enterprisers in similar lines are the custom tailor in manufacturing, 
the corner grocer in merchandising, the independent taxicab driver in 
transportation, and the pawnbroker in finance. These are extreme cases 
chosen admittedly for the purpose of contrast, for economic principles 
(such as those of large-scale business) are often seen most clearly when 
extreme cases are cited. 

Each of the great business concerns just named is large-scale on several 
counts. Indeed, if an establishment has large capital or employs a large 
force of workers, it almost inevitably adds greatly to the value of raw 
materials in the course of manufacture. Otherwise, it could scarcely afford 
to have a large payroll or employ a great quantity of capital. Large-scale 
operation, it may be added, is often thought of as relating primarily to 
manufacturing, probably because it has had its greatest development in 
that field. But, as we have seen, there are some striking examples of large- 
scale business in other lines of economic activity. 

ADVANTAGES OF LARGE-SCALE PRODUCTION 

The steady increase in the size of business establishments in the United 
States is based, in large part, upon certain advantages which are enjoyed 
by concerns operating large-scale business enterprises. Of course, great size 
IS not a guaranty of efficient operation, but large-scale businesses can often 
effect economies which are not attainable by enterprises conducted on a 
small scale. We shall note some of the advantages wffiicli accrue to large- 
scale producing units. All of these advantages, it will be noted, lead to 
lower costs of production. 

Lower. Costs of Plant, Machinery, Materials, and Power. A suit 'of 
clothes for a 250 -pound man may cost more than one for a man iveighing 
only half as much, but it will not ordinarily cost twice as much. For, 
while the larger suit requires much more material than the other, the 
quantity of labor and ' the type of skill demanded' in its ' manufacture are 
little if any greater than are needed in making' the, smaller suit.' 

Similarly, in the coostruction and equipment of an industrial plant, 
there ' are many ' items" of 'cost which do not increase in proportion to 
increases in the size of the building or equipment. "'A factory building 
which contains four acres of floor space can be constructed of less materials 
and with less labor than four similar buMings which each contains one 
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acre of floor space-even after providing for equally good ventilation and 
natural lighting. Nor will its heating and artificial lighting be four times 
as expensive. ... A 1000 horse-power motor is not ten times as costly to 
build or to buy as one of 100 horse-power. Neither is its expense of installa- 
tion, wiring, repairing, or upkeep ten times as great. Nor does it have ten 
times as much dead weight or friction to overcome.”^ It would be easy 
to multiply examples showing that a large concern enjoys an advantage 
over a smaller concern in the matter of the construction of buildings and 
the provision of some types of expensive machinery. 

Again, large-scale production permits a concern to buy its raw materials 
and machinery in great quantities, and consequently at lower prices than 
would be quoted for small purchases of these goods. If a plant regularly 
takes a large part or all of the output of a producer of raw materials, the 
seller can afford to make substantial reductions in price. Carload lots of 
cotton may be purchased at a lower price per pound than single bales of 
cotton; and a textile mill that is large enough to use great quantities of 
this raw material can buy the goods at a lower figure than will be asked 
of small cotton-cloth manufacturers. Furthermore, sellers often give large 
purchasers a more careful consideration of orders and a longer extension 
of credit than are accorded their smaller customers. 

The large business unit has an advantage also in the purchase of power. 
If coal is being used as a source of power, the ability to buy it in huge 
quantities keeps down the price; and if electrical current or gas is utilized, 
the rate decreases with an increase in the quantity used. 

Savings in Transportation. A similar argument applies to the cost of 
transportation which must be met by a business organization. Freight 
rates on carload lots of goods are naturally lower than on small shipments, 
since, per ton of goods shipped, it costs a railway company materially less 
to haul in carload lots than to handle small consignments. This is an 
advantage which may be enjoyed by large-scale concerns in both the pur- 
chase of raw materials and the shipment of the finished product, for the 
large-scale producer is very likely to sell his product in large quantities, as 
well as to buy his raw materials in bulk. 

Gains Through Specialization. In Chapter 8 we examined the many 
and great advantages that result from specialization of labor, and shall 
pause here simply to note that large-scale production makes possible a 
high degree of specialization. A plant with a thousand employees is likely 
to utilize much more specialization than is a factory with only a hundred 
workers. We have already noted the fact that specialization is limited by 
the size of the market— that it does not pay to specialize unless large 
quantities of goods can be sold. Since specialization is limited by the 
amount of goods produced, a large-scale producer is obviously in a position 

^Horace Taylor, Making Goods and Making Money, New York, The Macmillan 
Company, 1928, pp. 83-85. 
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to utilize the priijciple of specialization to a greater degi'ee than is the 
manager of a small plant. 

Extensive Use of Latest Machinery. Large-scale production. makes it 
advisable to use highly specialized machinery, to use it intensively, and 
ofttimes to use it in extremely large quantities. Since the indirect method 
of production is economical, as we saw in an earlier chapter, it follows 
that the more machinery that is used (if wisely used), the greater will be 
the economies of production. The cost of a steam shovel would be pro- 
hibitive to a small builder, but to a large contracting company the shovel 
is not only essential, but economical, for purposes of excavation. In like 
manner, large corporations (or large enterprisers of any type, for that 
matter) are able to take advantage of the latest mechanical developments. 
Indeed, enterprisers who turn out many units of goods cannot afford to 
overlook a machine the use of which wdll enable them to save even a frac- 
tion of a cent of cost on each unit of their product. 

Employment of Practical Experts. Large-scale production makes pos- 
sible the use of the highest types of managerial and technical skill. An 
executive at $100,000 a year is out of the question for a small business, 
but an expert of this kind may be employed quite profitably by a great 
corporation whose annual output runs into millions of dollars. It is 
natural, therefore, that the best managers and technicians should be 
attracted to the great corporations of the country. And it is natural that 
these great business concerns should be willing to pay handsome salaries, 
because the use of high-grade employees adds but little to the cost of each 
unit of goods produced under large-scale conditions. An expert who could 
reduce, by five cents per car, the cost of automobile manufacture would 
clearly be worth $50,000 a year to an automobile concern with an annual 
output of a million cars. 

Utilization of By-products. The large producing unit is enabled to 
make use of by-products which are almost necessarily tvaste to the small 
establishment. Probably no better example of economy of this kind can be 
found than the utilization of by-products in the meat-packing industi'y. 
Only about one-half of the w^eight of a steer is converted into usable beef. 
Consec|uently, the small-town butcher finds that a large part of the animal 
is worthless to him. Since his business unit is so small, he cannot profitably 
turn the Avaste materials into salable by-products. The great Chicago meat 
packers, however, are able to use almost every part of a steer or other 
animal. Glue, fertilizer, soap, and buttons are a few of the hundred or 
more articles that can be made from the “waste materials’’ of a meat- 
packing establishment if the plant is of sufficient size to make possible the 
profitable manufacture of by-products. 

Another striking illustration of the utilization of by-products is found in 
the petroleum-refining industry. Gasoline is the chief product of petroleum 
today, having usurped the place that was held by kerosene before the 
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advent of the automobile. Though a small refinery can extract the gasoline 
from petroleum, it requires very elaborate equipment to make the most 
of the materials that remain after the major product has been secured. 
It is only the large-scale refiner who is able to utilize to the utmost this 
residue, which is made to yield up lubricating oils, paraffin or asphalt, 
and various other valuable commodities. 

Experimentation and Research. Closely related to the subject just 
discussed is the establishment of departments of research in large-scale 
businesses. Research men are employed at large salaries by some manu- 
facturing concerns, and these men are constantly experimenting in the 
attempt to discover new ways of using by-products, or better methods of 
manufacture, which will result in a higher grade of product or lower cost 
of production, or both. 

The application of science to industry is just in its infancy, but Vv^e have 
seen enough of its results to realize that manufacturers of steel, rubber, 
textiles, and many other articles cannot afford to be without an efficient 
corps of research men. But these men, as we have already intimated, must 
be of high caliber if their work is to be fruitful and consequently they 
must be paid high salaries. It is only under conditions of large-scale pro- 
duction that business concerns are able to employ scientists of this type. 

A sensational instance of economies brought about through experimen- 
tal work carried on by experts is cited by Henry Ford. One of the problems 
of the Ford plant was that certain parts made of steel, “such as axles, did 
not cool evenly, and after treatment they had to be straightened, which 
added to the cost. We set a young man the task of bettering all our heat 
treat operations. He felt his way for a year or two and then began to get 
results. He not only cut down the number of men, but he devised a cen- 
trifugal hardening machine which cools the shafts evenly all around. Thus 
they do not bend, and the straightening operation is no more. . . . These 
changes may not seem important, but cutting out the item of straightening 
after the heat treat has saved us around thirty-six million dollars in four 
years!”- Mr. Ford’s statement was made in 1926, so that the economies of 
this particular improvement have been realized over a very considerable 
period of time. 

Gains in Marketing. Finally, there is a good deal to be said for large- 
scale production in connection with marketing. If goods are manufac- 
tured in large quantities and at low cost, the selling price likewise can be 
low, and as a consequence it is easier to find buyers for these goods. It 
is possible also, in many instances, to find buyers who will purchase in 
large quantities. Among the economies of marketing, advertising should 
be mentioned. Printed matter can be produced much more cheaply in 
large quantities than in small lots. Advertisements in popular magazines 

2 Henry Ford, in coilaboration with Samuel Crowther, Today and Tomorrow, New 
York, Doubleday, Doran & Company, Inc., 1926, pp. 66, 67. 
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running into thousands of dollars are a great aid in marketing and are 
within the range of the large-scale manufacturer, but they are entirely 
outside the reach of the small producer. The actual sale of goods, also, is 
more economical in large than in small quantities. If a salesman can dis- 
pose of a product in carload lots, his time is much more productive than 
if he is selling goods manufactured in small quantities, of which each 
customer buys only a few dozens or a gross. 

LARGE-SCALE AND SMALL-SCALE INDUSTRIES 

Example of a Large-Scale Industry. There are certain industries which 
lend themselves particularly well to large-scale production. One of these 
is the steel industry. There are many good reasons for conducting the 
manufacture of iron and steel on a large-scale basis. One of the most 
important is the tremendous outlay necessary to secure blast furnaces, 
steel furnaces, and other equipment. The minimum cost of a modern blast 
furnace, used for converting iron ore into pig iron, is something like a 
million dollars; furthermore, once it is fired, the furnace must be kept in 
continuous operation. Likewise, the cost of open hearth furnaces for the 
manufacture of steel from pig iron is very great. These are initial costs 
which may be met only by concerns that have access to large funds. 

In steel manufacture, great quantities of heavy materials have to be 
transported from place to place. This is done by mechanical power, and 
here again there are economies in having large units in place of small units. 
A large electric crane, for example, can be handled by one man just as 
easily as a small crane. It is advantageous, also, for a steel manufacturer 
to make molten pig iron into steel without allowing it to cool; and, again, 
there is an economy in fashioning the steel into finished products before 
it becomes completely cold. Steel makers have found it desirable also to 
use the gases from blast furnaces in operating the other branches of 
their wmrks. 

Fields of Large-Scale Enterprise. It is small wonder, then, that steel 
mills are operated on the basis of large-scale production. Indeed, they 
could not be operated efficiently on any other basis. There are many 
other industries which for various reasons may properly be termed “es- 
sentially large-scale.” Professor Willard L. Thorp, in a study to which 
we shall make frequent reference in the present chapter, has published 
a list of such: industries.*^' . 

1. Industries which require a large capital investment, particularly in plant 
and equipment: Sugar refining, copper smelting, steel mills. 

2. Industries which are monopolies, and whicli have a sufficiently large market 
to make operation on a large scale feasible. This inciudes artificial monopolies, 

3 Willard L. Thorp, The Integmtion of Industrial Operation, Washington, Government 
Printing Office, 1924, p. 88. 
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such as those based on patent rights, as well as the monopolies by nature: Public 
utilities, manufactured ice. 

3. Industries in which a natural resource is required and in which that natural 
resource is limited in amount and localized in geographical distribution: The 
manufacture of lead and zinc products. 

4. Industries in which the product is capable of standardization and particularly 
in which a test for quality is required: Sugar, salt, meat packing, etc. 

5. Industries in which the product is highly complex and can be constructed, 
therefore, only by an intricate fabricating system or a large and diversified or- 
ganization: Typewriters, adding machines, textile machinery, and automobiles. 

6. Industries in which the product is large in size, requiring complex equip- 
ment for construction and large capital investments: Shipbuilding, locomotives, 
ordnance. 

Opportunities for Small-Scale Business. There are some industries, 
however, which seem to be perfectly capable of withstanding the for- 
ward march of large-scale production, or, at least, have been able thus 
far to provide opportunities for those who wish to coilduct business on a 
small scale. Agriculture is carried on, as a rule, in small units. It is a type 
of production in which it is difficult to use specialists, since their oppor- 
tunity for work would depend upon weather conditions and other uncon- 
trollable factors. It is, however, an industry in which machinery is coming 
more and more into use, and there are indications that we may see more 
large-scale farming in the future than in the past. 

Retail merchandising is a business activity which may well be con- 
ducted on a large scale, as is apparent in our great department stores and 
mail-order houses. Nevertheless, the development of these large mercantile 
establishments has not put out of business the small shopkeeper and it 
seems likely that there will always be a place for specialty shops wffiich 
combine the advantages of convenient location with prompt and expert 
service.^ Those lines of work in which there is a close relationship between 
the seller of a service and the customer are likely to remain, for the most 
part, in the field of small units. The work of the plumber, the printer, 
the electrician, and the paperhanger is illustrative of types of economic 
activity which do not lend themselves readily to large-scale operation. 

We may again quote from Dr. Thorp’s study, and enumerate some gen- 
eral types of industry which are essentially small-scale:^ 

1, Industries whose product cannot be standardized and establishments which 
attempt to make products to suit the differing tastes of consumers. Such industries 

4In 1939, 54.2 per cent of our retail stores had an annual volume of sales of less than 
.?10,000 per store, but they did only 9.1 per cent of the total selling of ail retail stores. 
More than 23 per cent of the total sales were transacted by establishments which had 
sales totaling $300,000 or more each, and which comprised only seven-tenths of one per 
cent of all retail stores (The Economic Almanac, 1946-47, New York, National Industrial 
Conference Board, 1946, p. 90). 

^ The Integration of Industrial Operation, p. 89. 
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produce “tailored” suits, high-grade furniture, art goods, finely bound books, etc. 

2. Industries producing for a small market, such as those manufacturing artists’ 
materials, nets and seines, models and patterns. 

B. Industries in which the local market is small and whose product has a high 
transportation cost. In the manufacture of artificial-stone products, or bricks in 
many localities, the activity could never be conducted on a large scale because 
of the limitation of the market for its product and the expense of transportation. 

4. Industries in which the material used is widely scattered and cannot be con- 
centrated because of high transportation cost or rapid deterioration. Cheese 
factories and cider mills may be included in this class. 

5. Industries in which skilled labor is the chief element, such as engraving, 
job printing, etc., whose products are really services rather than commodities. 

The Optimum Size of Business Unit. We may now raise the question 
whether there is an optimum, or best, size for a business. It is fairly ob- 
vious that there is no such optimum for industry as a luhole, for, as we 
have just seen, some types of business flourish under large-scale operation 
while others do better when conducted in small units. It is quite possible, 
however, that for any given kind of business there is an optimum size— 
a size at which the business can be operated more advantageously than 
if the business units were either smaller or larger. 

Mr. E. A. G. Robinson, a British economist w^ho has made a careful 
analysis of this problem, lists five forces w^hich combine to determine 
the best size of the business unit.® There may be an optimum size from 
the point of view of (i) technique, (2) management, (B) finance, (4) market- 
ing, or (5) risk and fluctuation. “These five forces may, in certain cases, 
lead to an approximately similar optimum size,” says Mr. Robinson. But 
he shows also that in some instances a consideration of these five forces 
may lead to the conclusion that the needs of each can be met fully only 
by the adoption of a size of organization that would be detrimental to the 
interests of the other four. The technical optimum size, for example, may 
require a plant so large as to endanger the life of the business in time of 
business depression; or the technical optimum may be so large that the 
business, if conducted on such a scale, w^ouid be unwieldy from the point 
of view of good management. Again, considerations of economy in the 
fields of marketing or finance may dictate a size of plant that would be 
technically uneconomicai or would involve the shouldering of an unduly 
large amount of risk. 

I'here are possibilities, as Mr. Robinson show-s, of recoiiciling some 
or all of the several optima, but reconciliation cannot always be brought 
about. What has to be done ordinarily is to make certain compromises, 
adopting as the best size a unit which will not, perhaps, conform strictly 
to any one of the five optima that we have named, but 'whichyall things 

® E. ' A. '■■■G.' 'Robinson, The Structure of Competitive Society, New . York; Harcourt, 
Brace Company, Inc., l9B2,''p. .'16..' 
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considered, will be the best size from the point of view of low costs. 
For the best size of producing unit, Mr. Robinson concludes, is the size of 
“that firm which in existing conditions of technique and organizing 
ability has the lowest average cost of production per unit, when all those 
costs which must be considered in the long run are included.’"^ 

EXPANSION OF THE BUSINESS UNIT 

Large-scale production does not as a rule spring up overnight, but is 
more often the result of development that extends over a period of years. 
Business men usually deliberate long and seriously before undertaking 
the financial and managerial obligations that are involved in increasing 
the size of the business unit. In some instances a business passes, by a 
sort of evolutionary process, through a series of steps or stages, until it 
finally becomes an industrial giant. Great businesses, like great oaks, have 
usually had small beginnings. The Victor Talking Machine Company 
grew from a tiny workshop into a huge factory, the Strawbridge and 
Clothier Company of Philadelphia from a small merchandising business 
into a great department store. Sometimes, however, a business expands 
through the combination of two or more established concerns which 
thereafter are operated under a single ownership. 

Evolution of a Shoe-Producing Concern. We may illustrate the expan- 
sion of a business unit by citing the experience of a shoe-manufacturing 
enterprise in New England. It began in a modest way, with a small fac- 
tory and few employees. Gradually, however, it built up a demand for its 
product; as the demand grew, additions were made to the plant and 
equipment, more operatives were engaged, and eventually the plant was 
almost four times its original size. 

By and by, this larger plant was not able to manufacture in sufficient 
quantity to meet the demand for its product. There was some thought of 
building a second factory in the same community, but the labor supply 
of the town was fully employed, and it seemed best to expand in another 
locality. Consequently, these enterprisers scoured the country roundabout 
in search of a suitable location for a new factory, and finally solved the 
problem of output, at least temporarily, by buying in a nearby town a 
second already established shoe factory, equal in size to the one they 
already owned. 

It was now found that there was no difficulty in manufacturing in suffi- 
cient quantity to meet the demands of the trade. Indeed, the output was 
so great that the concern decided to establish a retail store in Boston, and 
thus sell directly to the consumer. Here again was expansion, but of 
another kind, for merchandising is a type of economic activity quite distinct 
in its nature from manufacturing, but carrying further the process of 
production. 


Ubid., p. 14. 
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Simple Horizontal Combination. When two or m,ore busin,ess units op- 
erate under a central management, they comprise a form of organization 
that is called a “combination”; and when the several units are engaged in 
producing like commodities or rendering like services the coalition is 
known as simple horizontal combination. This situation is a common one, 
for “the size of the fmn is not limited by the size of the plant; and the 
typical large manufacturing unit of today is a firm which owns, not a 
single gigantic factory, but a number of factories of considerable but 
not enormous size, possibly situated close together but quite possibly 
scattered over the face of a whole country or indeed of the whole 
world.”-"^ In some lines of industry, it may be wiser to operate twm similar 
establishments of only moderate size than to construct a single huge 
plant. This is true in sugar refining, in the smelting of iron ore, and in 
certain other lines of manufacture. Because these several plants are on 
the same industrial level, manufacturing uniform products, this type of 
centralized control is called simple horizontal combination. 



Fig. 4. Simple Horizontal Combination 
The grouping, under one management, of two or more establish- 
ments making like products. i 

Industrial establishments are frequently placed in particular localities 
because of special advantages in the w^ay of raw materials, labor supply, 
or markets. Advantages such as these may lead to the operation of a 
number of plants of rather small size, instead of one very large estab- 
lishment. Cheese factories, in order to secure raw milk cheaply, may 
profitably be scattered throughout a dairying region; silk mills of a 
single concern may be located in different cities for the purpose of dis- 
couraging concerted action by the workers; and brickyards are normally 
placed fairly near the prospective purchasers of the product. In each of 
the instances mentioned, however, unified control of a number of estab- 
lishments may result in some of the economies of large-scale produc- 
tion. If so, combmation is likely to take place. 

.Complex Horizontal Combination. ’ The examples thus far given, are ..of 
simple horizontal combination. But horizontal combination is sometimes 
complex. That is to say, instead of the several consolidated units manu- 
facturing uniform products, they may engage in manufacture of dif- 
ferent kinds. In some instances, there is an obvious relationship betw^een 

®D. H. Robertson, The Control of Industry, ^tm Yoxk^ Harcourt, Brace & Company, 

Inc., im, pp, 2i, 22. 
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the several products. When two or three articles, such as butter, cheese, 
and ice cream, are made from the same basic material, the situation 
may lead to co?nplex horizontal co 7 nbination. The combination is com- 
plex because the products turned out are not like but unlike, 

A few more illustrations of complex horizontal combination may be 
given. '‘A large bakery operates a feed-mill, in this way utilizing the stale 
and faulty products not sold/’^ A canning factory manufactures its own 
tin cans in a separate factory. Sometimes the connection between the 
articles produced seems rather remote. Professor Thorp tells of one con- 
cern that manufactures, in separate factories, billiard tables and phono- 
graphs; another, pianos and candy; and a third, mousetraps and silver- 
ware. Usually, however, a reasonable explanation of such combinations 
can be found if the history of the enterprises is investigated. Simple and 
complex horizontal combinations are shown graphically in Figs, 4 and 5. 



Fig. 5. Complex Horizontal Combination 
The grouping, under one management, of two or more establish- 
ments making unlike products. 


Vertical Combination. Vertical comhinatioii, which is also known as 
integration, consists of the concentration, under one central office, of 
two or more manufacturing units operating on different stages, or levels, 
of production. The many industrial interests of the Fords provide an 
excellent illustration of the extent to which vertical combination may be 
carried on in present-day business. Following is a list of industries oper- 
ated by the Ford interests, all of which are said to have contributed in some 
way to the manufacture of Ford automobiles:^^ 


Acetone 

Airplanes 

Artificial leather 

Automobiles 

Automobile bodies 

Batteries 

Benzol 

Body parts 

By-products 

Car trucks 


Cement 
Coal mining 
Coke manufacturing 
Copper wire 
Cotton, woolen, linen 
Dry kilns 

Electric locomotives 
Electric power 
Farming and stock 
raising 
Fertilizer 


Filtered water 

Flax growing 

Flour 

Fordite 

Forgings 

Foundry 

Generators 

Glass manufacture 

Iron mining 

Johanssen gages 

Lead mining 


^Wllard L. Thorp, The Integration of Industrial Operation, 

10 L. P. Alford, Laws of Management, New York, Ronald Press Company, 1928, p. 60. 
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Logging 

Machinery manufac- 
ture 

Motion pictures 
Paper 

Photography 


Printing 

Products of hydro- 
electric power 
Radio 
Railroads 
Sawmills 


Small tools 
Steam turbines 
Steel manufacture 
Toolniaking 
Tractors 

Wood distillation 


We shall not attempt to show in detail the part played by each of these 
forty-seven industries in the production of automobiles. But even a 
casual inspection of this list indicates the close connection of certain in- 
dustries, and their probable contribution to the chief Ford product. Iron 
mining provides one type of raw material, logging and sawmills a second, 
and flax growing a third. These several items make jirogress through steel 
works, body plants, and textile mills, respectively. Power is an essential 
factor in manufacturing; hence the production of electric power and 
steam turbines. Coal is recpiired for generating steam and is also the 
raw material for coke, which, in turn, is necessary in the smelting of iron 
ore. Transportation is carried on almost continuously in the Ford or- 
ganization, and this fact accounts for the inclusion, in the Ford list, of 
electric locomotives and railroads. 

A close familiarity with the Ford operations would doubtless enable 
one to find the specific places in the organization into which most of 
these forty-seven industries fit, and to explain the relationship of each 
to the whole. But it is probable that some one or more of the forty- 
seven would not fulfill the requirements of vertical combination, namely, 
that they represent a stage, or level, either behind or in advance of some 
other stage, and aid definitely in furthering the production of the finished 
article. The manufacture of by-products, to name but a single instance, is 
very likely to be purely incidental, a type of activity carried on to avoid 
waste, but not contributing to the manufacture of automobiles. A by- 
product factory, then, would be an example of complex horizontal com- 
bination in a scheme of things which is essentially vertical combination. 
The many assembly plants functioning under the Ford banner are in- 
stances of simple horizontal combination, since all are performing similar 
operations. Vertical combination is illustrated in Fig. 6. 

Instances of Complicated Combination. We see, then, that in a single 
enterprise there may be expansion in several directions. When a single 
establishment has reached the maximum size for economical operation, it 
may spread out horizontally through the accession of one or more plants 
engaged ill the same kind, or a different kind, of production. If the new 
plants engage in the same type of production, the organization is one 
of simple horizontal combination; if in different types, of complex hori- 
zontal combination. Finally, the enterprise may launch into /oraard or 
backward integration; . the iormer,,:,:,if;' ■th^.,;..new estaMishment:: represents 
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Fig. 6. Vertical Combination, or Integration 
The grouping, under one management, of two or more establishments making 
successive products. (Vertical and horizontal combination may go together, as is 
indicated by the dotted lines in the ' diagram.) 

stages of production closer to the finished article, the latter if they are 
nearer the raw material stage. 

Some large-scale industoes never reach the third, or even the second, 
step of development that we have outlined. Others, again, such as the 
United States Steel Corporation and the Ford Company, have expanded 
horizontally and vertically until their many and diversified interests seem 
to the outsider to form a veritable maze of complications. As an evidence 
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of the rapidity with which expansion sometimes takes place in this age 
of large-scale production, it may be mentioned that the Ford organization 
began operations in 1903 with a paid-in capital of |28,000. Although addi- 
tions to Ford capital have been made only from earned profits, it is esti- 
mated that the business is now worth more than a billion dollars. 

INDUSTRIAL MONOPOLY 

Large-scale production brings gains which, for the most part, are 
strictly legitimate, but combination sometimes results in conditions that 
are contrary to public policy. If, by increasing the size of a plant or com- 
bining a number of plants under one management, an enterpriser can 
reduce his costs of production, there should certainly be no objection on 
the part of the public. Indeed, it is entirely possible that the consumers 
will benefit through a reduction in the selling price of the commodity. 
But whether the price is reduced or not, there is little excuse for begrudg- 
ing the enterpriser the gain that has come to him because of his superior 
ability in the field of production. Should he attempt, how^ever, to make 
an artificially high profit by reason of a superior bargaining position, 
then indeed there may be reason for censure, and even for public inter- 
ference. 

A serious disadvantage of industrial combination from the point of 
view of public welfare is the possibility that an enterprise may grow to 
such vast proportions as to be dangerous. In other words, it may occupy 
so strong a position in its particular field as to undertake to dictate the 
terms on wdiich consumers will be permitted to buy essential goods. 
Most of our economic theory assumes the existence of competition among 
the producers of a given commodity. It is assumed that manufacturer will 
compete wdth manufacturer, merchant with merchant, and so on; and that, 
in their eagerness to secure patronage, the competitors will offer their 
wares at lower and still lower figures, until finally a price based on costs 
of production is reached. 

Some Hazards of Monopoly Control. But if control has passed into the 
hands of one or a very few enterprisers, they may put an end to competi- 
tion, and consequently to any assurance of a price related to production 
costs. And now we arrive at the central idea of monopoly, which is that 
degree of unified control over supply or demand which wilt permit the 
regulation of price. We shall see, in our study of price determination, 
that a small amount of goods sold at a high price per unit may bring a 
greater net return than a larger quantity at a low unit price. By restricting 
output, then, the monopolist may add to his profits, but at the expense 
of the consumers,' who will suffer in two '.■ ways: first, by ' having fewer 
goods to consumet-and,. .second,, ,, by-:. .having ■■-to- pay a^Tigher-^price'. per 
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unit than would prevail i£ the output were not limited artificially by the 
monopoly. 

It might, for example, be advantageous to the anthracite coal interests 
(pronounced a monopoly by the United States Coal Commission) to 
restrict their output and thus raise prices. But as a result, many who need 
coal would be compelled to go without, or to get along with an in- 
sufficient quantity, and persons of larger means would be required to 
pay an extremely high price. In like manner, a monopoly may work hard- 
ship through the control of demand. Tobacco growers have often charged 
that, because of concerted action on the part of the dominant tobacco 
manufacturers, the farmer has been obliged to sell his tobacco crop at a 
price dictated by the alleged monopoly-some times at less than the cost 
of production— since there was no other market for his product. 

There is the further danger that a monopoly, in order to maintain its 
position of dictatorship, may seek by unfair methods to keep would-be 
competition out of the field, and thus obstruct the road to freedom of 
enterprise. 

The Wastes of Competition. However, we must not give the impres 
sion that all monopolies are objectionable. It may be, as we so often 
hear, that “competition is the life of trade.” But it is sometimes, instead, 
the death of trade, for if competition is too intense it results almost 
inevitably in ruinous price-cutting, which, if allowed to continue un- 
hindered, leads to the bankruptcy courts. The public cannot afford, any 
more than the business man, to have business failures multiplied by 
“cut-throat competition,” for, in the long run, it is the consuming public 
that pays the bill. 

Aloreover, competition often results in undue duplication of equip- 
ment and effort. A single waterworks, gas plant, or street railway can 
usually supply service at lower rates than could several units in each of 
these public utilities. Realizing this fact, we ordinarily grant a franchise 
(or monopoly right) to one concern, and demand that it render good 
service at a fair charge. To prevent abuse of the monopoly power that 
is thus set up, we often insist upon supervising the service and regulating 
the rates, through a public service commission which presumably repre- 
sents the interests of the public. 

Certainly, one important factor in bringing about monopoly is the 
desire to eliminate forms of competition that would make operation un- 
profitable. Another, as we have seen, is the hope of securing some of the 
advantages of large-scale production through an expansion of the busi- 
ness. Large-scale production, however, does not necessarily lead to com- 
plete monopoly, as witness the competition that exists between the 
Ford and General Motors companies. Of course, recognition of the legiti- 
mate reasons for the development of monopoly need not blind us to the 
fact that, once control is attained, there is grave danger that the rights of 
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the consumer will be forgotten in the desire for large profits. Hence the 
need for some sort of regulatory measures which will safeguard the in- 
terests of the public. We shall consider measures of this kind in Chapter 48 
(Vol. 2). 


1. 'It is not surprising that we find in the corporate form of organization a 
number of very large concerns.” Why should very large concerns adopt the 
corporate form of organization? 

2. What standards of measurement may be used in judging the size of business 
units? 

3. Show, by means of definite figures, the tendency tow^ard large-scale business 
units in the United States. 

4. Give an example (not taken from the text) of large-scale operation in (a) 
manufacturing, (b) merchandising, (c) transportation, and (d) finance. 

5. What relation, if any, is there between large-scale production and economical 
production? 

6. Why can supplies of various kinds be bought more advantageously by a large 
concern than by a small one? 

7. Explain why large-scale producers are able to effect savings in transportation 
costs. 

8. Why is a large business unit enabled to employ specialization to a gi*eater 
extent than a small concern? 

9. How does the adoption of large-scale methods lead to the wider use of the 
roundabout process of production? 

10. Why do the best managers and technicians usually enter the field of large-scale 
production instead of accepting positions in small business units? 

11. Why is it possible for large-scale producers to use materials that are often 
wasted by small producers? Illustrate. 

12. Discuss the relationship between large-scale production and research. 

13. Large-scale producers can market their goods more economically than small- 
scale producers. Why? 

14. Explain, in some detail, why steel manufacture lends itself readily to large- 
scale production. 

15. Distinguish between “essentially large-scale” and “essentially small-scale” 
industries, with illustrations. 

16. In view of the growth of large-scale business, is the small-scale enterprise 
doomed to early extinction? 

17. What, according to E. A. G. Robinson, is the “best” size for a business organ- 
, ization to adopt? 

18. What are (a) horizontal combination, (b) vertical combination, and (c) integra- 
tion? . 

19. Horizontal combination may be simple or complex. Distinguish between the 
two, with, an illustration of each. 

20. Explain what .is .meant .by , (a) “forward” ; and (b) “backward” integration. , 

21. "The .text mentions ■ “the .possibility ' that an enterprise 'may gi'ow to, such, vast 
proportions as to be dangerous.” Dangerous in what respects? 
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CHAPTER 10 




UNCERTAINTY OF ONE KIND OR ANOTHER APPEARS TO BE A UNIVERSAL 

phenomenon. We are continually being forced to make decisions; and 
whenever there is a choice to be made between two or more possible 
courses of action, there is always a chance that the wrong one may be 
taken. No phase of human activity is wholly free from risk and uncertainty. 

The Riskiness of Business. Uncertainty is ever present in the field of 
economic endeavor. There is always the possibility that either the de- 
mand for or the supply of economic goods will change in such manner 
as to affect, and sometimes seriously, the welfare of consumers or pro- 
ducers, or both. Every few years, for example, some thousands of Chinese 
suffer starvation by reason of famine in one or more sections of their 
vast country. On the other hand, American farmers sometimes go bank- 
rupt because their crops of cotton or wheat bring less than actual costs 
of production, owing to the excessive size of the harvest and a consequent 
glut on the market. 

Agricultural production is, of course, largely at the mercy of nature. 
Too little rain, or too much, destroys millions of bushels of grain, and 
a stretch of unseasonably cold w’^eather ruins peach orchards and orange 
groves. Moreover, if nature is too bounteous the effect upon the producers 
is almost as disastrous as though she were niggardly, for exceptionally 
large harvests commonly mean losses instead of gains, because of the 
low prices that result. The hazards of agricultural producers, however, 
form but one of the many types of business risk. In iiianufaGturing, 
merchandising, transportation, banking, and other branches of economic 
life, there are possibilities of loss. Indeed, it is doubtful whether one can 
find anywhere in the business world a form of productive activity in 
which there is not at least some element of uncertainty. It is the risks of 
economic producers with which we have to deal in the present chapter. 

: ' ■ THE TIME RELATIONSHIP O'F ■ PRODUCTION' ' 

AND DEMAND 

: , The Problem: of Fixed Capital.". Some of the unGertainties of economic 
life are attributable to the fact that production today is usuaily very 
''roundabout/' and. is.o,£ten highly^: specialized. The. roundabout -process 
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involves the use of large quantities of capital, both fixed and circulating; 
and some of the fixed capital purchased by the enterpriser today may be 
in use for a score or more years. With production spread over so long 
a period, the chances that there will be changes in productive methods, 
or in demand, are great. 

It is possible that the capital in question will be productive to the very 
last, and it may even be of such a type that its value will increase as the 
years go by. In this case, the owner will enjoy a substantial margin of 
additional profit by reason of this increase. But it is equally possible that 
the kind of capital used will, long before it is worn out, be rendered 
obsolete and worthless through the invention of new processes, or changes 
in the desires of consumers; and in such event, a loss will be suffered. It is 
on this account that patents are sometimes bought up and then quietly 
shelved (instead of being utilized) until the enterpriser is able to put them 
into operation without what appears to him to be a premature “scrapping” 
of machinery that is still productive. In general, the longer the life of the 
capital, the gi^eater is the probability of loss of this kind in place of gain. 

Uncertainties Resulting from Specialization. Specialization also usually 
spreads production out over a considerable period of time. Not only 
does specialization divide work up among many persons, but it fre- 
quently calls to its aid producers in all parts of the world. If we attempted 
to trace the beginnings of a suit of clothes or a pair of shoes, we might 
easily find ourselves carried to a sheep ranch in Australia or a cattle range 
in Argentina. Producers of raw materials far and wide are going ahead 
with production in the hope, but with no certainty, that their goods will 
sell at a profitable figure. The same hope and uncertainty are shared by 
other specialists along the line of production, through whose efforts the 
raw stuff eventually becomes finished goods. It must be remembered 
that there is little or no correlation between these various specialists, 
and, in the absence of centralized control, it would be nothing short of 
a miracle if sellers desired always to sell at a given price precisely the 
amount that purchasers were willing to buy at that price. 

What often happens is that when the product of all specialists of one 
type is brought together, the quantity of goods available at a given time 
is so small that producers are able to command a price materially above 
expenses of production; or, on the contrary, it is so large that they must 
accept for their goods less than full costs of production. 

Production in Anticipation of Demand. Production, then, is carried on 
largely in advance of demand. Our reference to uncertainties resulting 
from the roundabout process gave some notion of the chances taken by 
business men who invest in fixed capital which they count on using for 
many years. But uncertainty attaches also to business projects that are 
completed in much shorter periods. Productive forces are set to work 
today on the manufacture of goods that mil be re few months 
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or a year hence. But will the work be accomplished as quickly or eco- 
nomically as the enterpriser anticipates? On this point he cannot be cer- 
tain. The cost of raw materials, labor, and power may rise unexpectedly, 
and, if the enterpriser is producing on contract, he may have to deliver 
at a loss. If, as is more likely, he is producing “for stock” and not on spe- 
cial order, a strike of his employees, or some other unforeseen event, 
may so interfere with production, and so increase expenses, as to bring 
appreciable losses. 

If our enterpriser is a farmer, he has to face the hazards of unfavorable 
weather, insect pests, and so on. There is always, therefore, the possibility 
that production may not measure up to the enterpriser’s expectations— 
expectations which were perhaps entirely warranted by the conditions 
existing at the time his estimates were made. 

Changes in Market Conditions. But marketing a product is often a 
more hazardous undertaking than making it in the first place. What 
assurance has the business man that the finished goods will be desired 
sufficiently by the public to enable him to dispose of them on satisfactory 
terms? The fact that production precedes demand brings into the situa- 
tion a large element of uncertainty. Obviously, a given manufacturer will 
want to produce as much goods as he can sell at a profitable figure, but 
the problem of determining the amount is a serious one. He has, first of 
all, to try to predict the quantity of goods that the public w^ill buy at 
a price high enough to cover all costs of production. Then he must under- 
take a most difficult task— that of estimating the quantity of the article 
that will be thrown upon the market by other producers. 

Added to these difficulties is the possibility that the tastes of potential 
buyers will have changed by the time the goods are ready for sale, or 
that their purchasing power will have declined, with a consequent re- 
duction in the quantity that can be sold. Fashions change, and some- 
times very quickly, as witness past developments in automobiles, radio 
receiving sets, popular literature, women’s costumes, coiffures, and so on. 
Extensive changes in the demand for goods sometimes spell ruin to a 
business man. The shift from wool to silk and rayon for women’s dresses, 
the reduction in the quantity of material used, the serious decline in the 
sales of men’s shoes, and the like, are examples of modifications in de- 
mand that have taken place, sometimes slowly and again suddenly, but in 
every case with a profound effect upon the fortunes of business men. The 
effect upon some enterprisers, it will be noted, is detrimental, and upon 
others beneficial. But the presence of chance in the marketing end of 
business is beyond question, and the losses, when they come, may fall 
upon either manufacturer or merchant, or both. 

Who Are the Risk-Bearers? , The owners of- all the factors of pFoduction 
share, ■..although '■.unequally;, '111; the^ uncer'tainties\of" economic'. life:,"'nniess, 
methods:', of ..shifting'vhe^ 'hazards' are '"developed. 'The owners,.' of J.a,nd''^'are 
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perhaps less liable than are capitalists, laborers, and enterprisers, to suf- 
fer loss through economic uncertainties. For land possesses a substantiality 
that makes its physical destruction improbable, and it is so essential to 
ail phases of human existence that the demand for acres and square feet 
is more likely to increase than diminish. However, a person who rents 
agricultural land to another is always under the necessity of seeing to it 
that his tenant does not exhaust the fertility of the soil; and the owner of 
urban land sometimes finds his holdings “blighted’' (or reduced in value), 
owing to shifts of business or residential districts to new locations. On 
the whole, it appears that the uncertainties attaching to land values work 
to the advantage of the owners; that is to say, rises in land values are 
much more frequent, and more extensive, than declines. This is true 
because the growth of population causes a steadily increasing demand 
for land while, at the same time, it is practically impossible to add to 
the total stock. 


Table 6. Fifteen-year Record of Business Failures in the 
United States, 1931-1945 

(Source: Survey of Current Business, ig^2 to 


Year 

Number of 
Failures 

1 

Aggregate 

Liabilities 

1931 

28,285 

$736,309,000 

1932 

31,822 

928,313,000 

1933 

20,307 

502,831,000 

1934 

11,724 

230,198,000 

1935. 

11,510 

183,013,000 

1936 

9,185 

147,253,000 

1937 

9,492 

183,252,000 

1938. 

12,840 

226,504,000 

1939... 

11,412 

168,204,000 

1940.... 

13,619 

166,684,000 

1941 

11,848 

136,104,000 

1942. 

9,405 

100,763,000 

1943...... 

3,221 

45,339,000 

1944....... 

1,222 

31,660,000 

1945........... 

810 

30,395,000 


The owners of capital, in the main, bear a larger share of uncertainty 
than owners of land. Capital (such as factory buildings, machines, and 
tools) may be ruined by fire, flood, or other destructive forces; or its 
value may disappear wholly, or in part, as better forms of capital make 
their appearance. There is also the possibility of losing one's capital 
through fraud or lack of ability on the part of the enterpriser to whom it 
has been intrusted. The large toll of business failures listed in Table 6 
is indicative of the fact that investors do take chances in lending their 
funds to business enterprisers. These uncertainties, as we shall see when 
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we study the distribution of income, form a part of the gross interest 
charge. Investors weigh, perhaps very inaccurately, the amount of risk 
involved in buying a certain bond or share of stock. The more hazardous 
the investment, the higher must be the interest rate on bonds or the 
dividends from shares of stock, if owners of funds are to be induced to 
put them into industry. 

In the case of land purchase or capital investment, the uncertainty in- 
volved is assumed by the individual himself. He decides to ‘hake a 
chance”; and the longer the chance, the greater must be the prospect of 
return if his venture turns out well. We may dismiss, thus briefly, these 
two types of economic uncertainty, and consider at greater iengtii the more 
complicated hazards of the enterpriser, together with certain methods of 
handling the risks of production. 

SOME SPECIFIC BUSINESS RISKS 

The enterpriser, it will be recalled, is the person, or group of persons, 
that owns a business and consequently assumes the responsibility for its 
operation. It is to the enterpriser that the landowner looks for rent, the 
worker for his wages, and the capitalist for interest on whatever funds 
he has intrusted to the business man. The ability of the enterpriser to meet 
all of these claims depends not only upon managerial ability in the con- 
duct of his business, but also upon the proper handling of business risks, 
to the end that these risks shall be rendered as slightly burdensome as 
possible. Indeed, if the enterpriser can go his competitors one better in 
the wdse treatment of industrial hazards, he may find here a source of 
considerable saving, and hence of profit. W e note, now, some of the 
specific risks of the enterpriser. 

Land Title Risk. Let us assume that the enterpriser has purchased a 
business site for the erection of his factory. The land now appears to be 
his, but there is the possibility that, sooner or later, someone may turn 
up and challenge his claim to ownership of the property. To avoid the 
worry, inconvenience, and expense that would be entailed if a claimant 
of this kind should appear, the enterpriser may go to a title company, 
have a “search” made, and then, by making a small payment, secure a 
clear title to the land. He now has a guaranty of his ownership of the site 
and the assurance that any claim that may be brought against it will be 
fought by the title company. Moreover, should such claim be settled ad- 
versely to the enterpriser, he must be reimbursed by the company for 
any loss that he may suffer. 

Property Risk. ' : Once the plant is built and fully equipped, the owner 
may wish' to" avoid the .loss that' would be his if the property were 
destroyed by fire, .earthquake, tornado, "or '.other .calamity. This he may 
do by shifting the ^ risk , to ■ insurance .companies. ■ whose business it is to 
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specialize in risk-bearing. Having paid the necessary “premiums” (the 
relatively small charges that are made for the service), he rests assured 
that should disaster of the specific kinds insured against befall him, his 
losses will be met by the companies that have insured him. It is possible, 
likewise, to insure raw materials, finished goods, and other forms of 
property against damage of various kinds. 

Risks of Dishonesty. Insurance against theft, robbery, and burglary 
may also be purchased. One type of insurance, known as “suretyship,” 
protects the business man against dishonesty on the part of his own 
employees. The process consists of “bonding” the employees up to a 
stated amount; thus the surety company becomes responsible for the 
peculations of the individual who has been bonded. It is the custom of 
many concerns to take out insurance of this kind on employees who hold 
positions of trust and responsibility. 

Risks in the Purchase of Materials. All progressive business concerns 
now buy their materials on the basis of definite “specifications,” which 
set forth the standards to which these materials must conform. Going one 
step further, they often test the materials in their laboratories when they 
have been delivered. In this way they avoid the possibility of inferior 
goods being foisted upon them. 

Later in the chapter, under the heading “Constructive Speculation,” 
we shall describe “deferred delivery contracts” and “hedging,” which are 
employed by some business men as protection against price fluctuations 
that might result in losses. 

Uncertainties in Production. Using the term “production” in the re- 
stricted sense of the creation of form utility, we may repeat the state- 
ment, made in an earlier paragraph, that there is a large element of un- 
certainty in this field of business activity. The task of estimating in ad- 
vance the cost of producing a given quantity of goods is a difficult one. 
A printing house, for example, is asked to bid on a certain job of printing. 
In order to secure the contract in competition with others, a close 
estimate must be made. But when the job is completed, it may be dis- 
covered that the price quoted was too low because of (let us say) a lack 
of effectiveness on the part of labor, or a sudden advance in the price of 
paper or ink, or the temporary failure of an electric company to supply 
power, with a consequent enforced idleness of the pressmen. 

Production of goods for stock also is subject to uncertainties. Some of 
the hazards of the productive process are being eliminated by the sub- 
stitution of scientific management for the old rule-of-thumb methods. 
Work is being more carefully planned now than in the past; the produc- 
tive powers of employees are better known; materials are purchased and 
stored in such nranner as to lessen the probabilities of waste; and the 
whole process of production is under more complete control. As a single 
example of the gain in certainty to be realized through scientific manage- 
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ment, we may mention the use of time studies in predicting the effec- 
tiveness of labor. If adequate time studies have been made, it is possible 
to estimate with a high degree of accuracy just how much time will be 
required for the completion of a job, and the labor cost involved. In the 
absence of such studies, estimates of labor cost are naturally faulty. 
Through the development of exact knowledge to replace mere guesswork, 
at least some of the uncertainties of production can be removed. 

Uncertainties in Marketing. Accurate knowledge may also be pre- 
scribed as the most effective remedy for uncertainties in marketing. It is 
no small undertaking to analyze a market and determine the sales pos- 
sibilities of a given commodity. But unless a scientific analysis of the 
situation is made, it is next to impossible for an enterpriser to estimate 
satisfactorily how much goods he may reasonably expect to dispose of. 
In making an analysis of this kind, it is necessary to determine the class 
or classes of consumers that may be expected to purchase the commodity 
or service in question, the number of consumers in each class, and hence 
the number of potential buyers under normal conditions. Factors that 
play a part in the making of a market are the purchasing power, living 
conditions, occupations, racial characteristics, climatic conditions, and 
numerous other influences affecting the different classes of consumers. 

But knowledge of abnormal conditions also is important in connection 
with avoiding marketing hazards; and the desire of business men for 
advance information on business fluctuations has given rise to the develop- 
ment of business forecasting, as practiced by such organizations as the 
Harvard Economic Service and the Babson Statistical Service. On the 
theory that history repeats itself, these “services’’ have been established 
to make careful studies of the volume of production (particularly in iron 
and steel), price movements, banking activities (including interest rates), 
stock market conditions, business failures, and other data which are 
thought to indicate business trends. On the basis of these studies business 
forecasts are prepared and sold to those who are sufficiently interested to 
pay the price. It is thought by some economists that information of this 
kind will eventually be c|uite effective in lessening uncertainties in both 
production and marketing. 

Business Risks and Profits. We have sketched a sufficient number of 
business uncertainties to show clearly that they are many and great. 
There is a tendency, on the part of progressive business men, to eliminate 
or lessen their hazards through the adoption of more scientific business 
methods, as in the handling of men and materials, and the development 
of better marketing practices based on statistical data. Of the risks that 
cannot be done away with or reduced appreciably, some are shifted to 
insurance ' companies; others, again, must' be borne by the enterpriser 
himself.;" For, as. Professor „ Marshall , points . out,, “no .msurance .can .be 
' effected' against .the great majority of ' business , risks. For- the , greater ' par.t 
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of business risks are so inseparably connected with the general manage- 
ment of the business that an insurance company which undertook them 
would really make itself responsible for the business; and in consequence 
every firm has to act as its own insurance office with regard to them/’^ 

Many of the uncertainties that cannot be insured against arise because 
goods are produced in advance of demand. The unpredictable changes 
that take place may result in a surplus remaining after all necessary ex- 
penses of production have been met. This surplus is known as “profit/’ 
and will be dealt with in a later chapter. But it is equally possible that 
there may be a deficit after all costs of production have been paid. It is 
held by some that there is a tendency for profits and losses to equal each 
other and cancel out over a long period of years. It is certainly true 
that unless the profits of a given concern are, in the long run, at least 
as great as its losses, the concern must go down in defeat. 

Risks of Industrial Workers. It is peculiarly the function of the enter- 
priser to assume business risks. But a recognition of the enterpriser’s 
responsibility in this connection must not be allowed to obscure the fact 
that industrial workers also have a large stake in the business to which 
they give their time and efforts. In Chapters 25 and 26, dealing with 
the general subject of economic insecurity, we shall indicate certain 
risks that fall to the lot of workers in modern industry, together with 
some methods that have been devised for meeting these risks. 

INSURANCE 

We have referred so often, in our discussion of business risks, to trans- 
ferring the hazards to specialists in risk-bearing, that it seems desirable 
to give some attention to the principles and practice of insurance and 
speculation. 

The Nature of Insurance. Insurance is a cooperative arrangement by 
means of which the losses resulting from a given type of risk are shared 
by many persons who might be affected adversely by this risk, instead 
of being borne by the relatively few upon whom the blow actually falls. 

Through the medium of insurance, the financial loss caused by the 
destruction of a house by fire, of an automobile by collision, or of earn- 
ing capacity by death or disability, is met by “benefits” paid from a fund 
accumulated for the purpose. This fund is the result of small payments 
(“premiums”) being made by all who are insured against the hazard 
in question. In this way, funds are collected and paid out in such manner 
that each member of the group pays his share of the total losses inflicted 
upon the group by the hazard insured against, and the cost to the in- 
dividual member is relatively slight. 

^ Alfred Marshall, Principles of Economics, New York, The Macmillan Company, 1930, 
8th ed., p. 398. 
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The Basis o£ Insurance. Large numbers and reliable statistics are req- 
uisites of a successful insurance plan. Uncertainties that are not calculable 
for individual instances may be estimated with considerable accuracy 
when a large number of cases is dealt with. For example, statistics 
collected over a long period of years give a good idea of the probable 
death rate among the members of a large group. Just which of the 
million policyholders of an insurance company will die within the year 
cannot be foretold, but the number that will fail to survive can be pre- 
dicted with surprisingly slight error. It is the business of actuarial ex- 
perts to estimate how many (but not which particular individuals) among 
those insured against risks will suffer from fire, burglary, automobile ac- 
cidents, and other disasters and, as a consequence, will demand benefits 
as agreed upon in the insurance policy. 

We see, then, that there is safety in numbers, and that, by combining 
a great many individual uncertainties, the possibility of loss for the in- 
dividual is converted into a certainty of loss for the group. This certain 
and predictable loss is distributed among the insured on the basis of 
the amount of protection each is carrying, and a charge is made to cover 
administrative costs. By paying a small sum, a person may make monetary 
provision against any of many types of hazard. For example, by paying 
an annual premium of approximately §20.00, a man thirty-five years of 
age may make certain that upon his death his beneficiary will receive the 
sum of §1000. 

A Reduction in Uncertainty. Insurance takes many forms and covers 
a large number of hazards. But in all cases, it should be noted, the insured 
disposes of the uncertainty by accepting a small definite loss (the pre- 
mium payment) in order to relieve himself of a loss which may never 
come to him, but which, if it should come, would be very burdensome 
because of its size. Nor does the insurance company itself run any great 
chance of loss. For if its statistics have been calculated correctly, the 
receipts from premiums should be adequate to take care of all benefits 
that must be paid. Indeed, if they should prove to be inadequate, larger 
premiums will be demanded in the future, as was the case recently in 
Philadelphia, when rates for automobile insurance advanced sharply 
because of an increase in the number of automobile accidents among 
policyholders. It may be said, then, that insurance is a means of reducing 
uncertainty, though it does not necessarily lessen the number of losses. ■ 
Through the use of statistics and the application of the law of large num- 
bers, that which has been highly uncertain is turned into a fairly sure 
thing. 

.Insurance and the Reduction of Loss.’- .But insurance may, and .some- 
times does, bring about a positive reduction in losses. For the payment 
of premiums is irksome to policyholders, and premium payments may 
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be reduced in amount if the hazards insured against are lessened. That 
they can be lessened in many instances is beyond question. Thus life can 
be lengthened by proper attention to the laws of health; fire hazard 
can be reduced through the introduction of sprinkler systems and ade- 
quate fire-fighting apparatus; robberies can be lessened by the installation 
of burglar alarms and the development of better police protection, and 
so on. 

Indeed, some of our leading authorities on the subject regard the 
reduction in loss as the most significant service performed by the institu- 
tion of insurance— important though it is to relieve individuals, through 
group action, of hazards that they are unable personally to assume. 
Though spreading a loss by means of insurance is better than having it 
borne by an individual, the reduction or elimination of the loss is still 
more desirable. The fact that insurance appears to aid in the good 
work of reducing losses is an additional reason for employing the insur- 
ance principle in handling all business risks to which this principle seems 
to be applicable. 


CONSTRUCTIVE SPECULATION 

We have spoken of deferred delivery contracts and hedging as devices 
which the business man may use to protect himself against price fluctua- 
tions in the purchase of materials. These two operations are a part of 
the larger subject of speculation. Speculation consists of “dealing in things 
the future prices of which are eminently uncertain.”^ 

Commodity Exchanges. We shall confine our attention very largely to 
dealings which take place in the commodity exchanges, for it is here that 
we see most clearly the constructive function that speculation may 
perform. The most important of these exchanges are those associations of 
dealers in large cities that provide a continuous market for cotton, wheat, 
sugar, corn, coffee, and other types of commodities. If a commodity is to 
be handled in an organized market, it must be capable of standardiza- 
tion so that quantities and qualities may be expressed readily; it must 
be important enough to occupy the attention of many buyers and sellers; 
and it should, moreover, be liable to considerable fluctuations in price. 
The two commodities that meet these conditions most fully in this country 
are wheat and cotton. 

“Cash Contracts” and “Futures Contracts.” The members of a com- 
modity exchange stand ready to enter into either cash contracts or futures 
co7itTacts: A cdish contract may be a “spot” transaction (in which case 
delivery is made at once) or a “deferred delivery” contract (with delivery 
to be made on a specified future date). The contracting parties are per- 

2 Alfred Marshall, Industry and Trade, London, Macmillan and Go., Ltd., 1920, p. 252, 
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sons whose business it is to sell and buy, and actually deliver and accept, 
the commodities in which they deal. It is important to bear in mind 
that the cash contract is fulfilled by actual delivery of the commodity con- 
tracted for‘^ 

This is not true of futures contracts. ‘'A futures contract may be 
defined as a contract for the sale of a stipulated amount of a specified 
grade of some commodity at a fixed price at a future date.’’^ This sounds 
very much like the deferred delivery contract mentioned above, but its 
object and operation are quite different. The purpose of the futures con- 
tract is not to dispose of or get possession of physical commodities, for 
“in the purchase or sale of a future, it is the exception rather than the 
rule for the contract to be fulfilled by actual delivery.”^ The speculators 
who enter into futures contracts aio interested not in the commodities 
themselves, but merely in the profit they hope to reap through these 
market transactions. Consequently, when the time for delivery arrives, it 
is the usual procedure to “settle” by paying or receiving (as the case 
may be) the difference between the contract price and the market price 
prevailing on the day on which the terms of the contract must be met. 

If, then, a seller of wheat agreed to deliver on April 1 at 90 cents, and 
the market price on that date turned out to be 80 cents, he would collect 
from the buyer 10 cents a bushel, this amount representing the profit he 
would make if he fulfilled the contract and actually delivered the wheat. 
If, on the other hand, wheat were selling at SI. 00 on April 1, the seller 
would be required to pay the buyer 10 cents on each bushel contracted 
for. It may be said, therefore, that futures transactions are in effect wagers 
as to whether the price will rise or fall. But in many instances these “bets” 
are based on careful estimates of extremely able business men wdio give 
their entire time and attention to the study of world conditions of supply 
and demand, and then back up their deliberate judgments with hard 
cash. 

Buying “Deferred Deliveries” to Shift Risk. Our special interest, how- 
ever, is in the use of speculation as a means of handling business risks. 
We may take, by way of illustration, the familiar example of the miller 
who, through dealings in the wheat exchange, protects himself against 
fluctuations in the price of wheat. 

Let us suppose that the miller has been asked by a baker to quote in 
advance on the delivery of 100 barrels of flour each month, over a period 
of six months. We may assume> further, that the miller’s productive 
capacity is 100 barrels a month, and that he wishes to buy his wheat 


^ G. Wright Hoffman, Future Trading and the Cash-Grain Markets, Washington, 
United States Department of Agriculture, Circular No. 201, January, 1952, p. 7. 

^charleS'. O. Hardy, Risk and Risk-Bearing, Chicago, VmvGTsity ol Chicago Press, 
1923, p.'205.' ■ " 

'' ^ G':, Wright MoEman, Future ^ Trading' and.' the Cash-Grain Markets^ 
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as he needs it for milling into flour. How, in view of possible changes in 
the price of wheat, can the miller make a contract, some months in 
advance of delivery and at a specified figure, without running con- 
siderable risk of loss? (For his raw material, wheat, may have risen in 
price as he seeks, month by month, to secure the amount required to 
fulfill his contract.) 

The problem would be a difficult one in the absence of a wheat ex- 
change. But the existence of such an exchange enables the miller, today, 
to place orders for wheat. to be delivered each month at prices quoted 
today for future delivery. Thus, the cost of the miller’s raw material is 
definitely known, and he may use this figure as the basis of his quota- 
tion to the baker, secure in the knowledge that by buying for deferred 
delivery he has insured himself against possible price fluctuations that 
are wholly beyond his control. Having shifted a particular hazard to a 
specialist in risk-bearing (a speculator), he is able to give his undivided 
attention to the task of milling flour, in which he is himself a specialist. 

“Hedging’' to Shift Risk. But the glove may be on the other hand, the 
miller wishing to manufacture for stock, turning wheat into flour day 
by day, in order to keep his employees busy and to have on hand at all 
times sufficient flour to meet the needs of his customers. In this way, his 
production may regularly be a month in advance of sales. But the selling 
price of flour, when it is finally disposed of, will usually be based on the 
cost of wheat at that particular time, and not upon its cost at the time the 
wheat was actually purchased. How, under such conditions, can the 
miller guard against a drop in the price of wheat and a consequent loss 
in revenue from the sale of his flour? He may do it through the process 
known as ‘"hedging,” which involves the simultaneous purchase of physical 
wheat for immediate delivery and the sale of wheat futures. 

Let us imagine, for the sake of simplicity, that the miller manu- 
factures every month 10,000 barrels of flour to be sold on the first day 
of the following month. If five bushels of wheat make a barrel of flour, 
the miller on January 1 will buy from a dealer in grain 50,000 bushels of 
wheat at (say) $1.00, to be milled in the course of the month. At the 
same time, in order to make a perfect hedge, he sells in the futures market, 
for delivery on February 1, 50,000 bushels of wheat at $1.00. Now, what- 
ever may happen to the price of wheat during the month of January, 
he will find that his hedging operation has protected him against loss 
resulting from fluctuations in wheat prices. The transaction of January 1 
is as follows: 

January 1 January 1 

Miller buys 50,000 bushels of physical Miller sells 50,000 bushels of futures 
wheat at $1.00 per bushel. wheat at $1.00 per bushel. 
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On February 1, wheat may be selling at S1.05 per bushel, in which case 
the following situation exists: 


February 1 February 1 

(Wheat selling at §1.05) 


Miller sells flour at a price based on 
$1.05 wheat, though his wheat actu- 
ally cost only §1.00 per bushel. Hence, 
he gains 5 cents per bushel, or 
§2500. 


Miller delivers at §1.00 (the contract 
price) wheat which actually costs him 
§1,05, or pays the diflierence to spec- 
ulator. Hence, he loses 5 cents per 
bushel, or §2500. 


Or wdieat may be selling at 95 cents on February 1, with these results: 


February 1 

(Wheat selling 

Miller sells flour at a price based on 
95'Cent wheat, though his wheat actu- 
ally cost §1.00 per bushel. Hence, he 
loses 5 cents per bushel, or §2500. 


February 1 

at 95 cents) 

Miller delivers at §1.00 (the contract 
price) wheat which he buys on Feb- 
ruary 1 at 95 cents, or receives the dif- 
ference from speculator. Hence, he 
gains 5 cents per bushel, or §2500. 


This illustration show^s that, by hedging, the miller has denied himself 
the profit which would have been his if, in the absence of a hedge, the 
price of wheat had advanced. But he has likewise insured himself against 
a possible decline in the price of wheat which would have entailed a loss. 
When the mOler hedges, therefore, his gains consist of the normal gains to 
be realized by manufacturing wheat into flour. They are, in a word, 
precisely as much as they would be if the 23rice of wheat were never- 
changing. Indeed, the miller’s object in hedging is to render himself im- 
mune to any price changes that may take place. 

The ‘‘Imperfect Hedge.” We have said that a jrerfect hedge— one wdiich 
completely eliminates loss or gain through fluctuations in the price of 
raw materials— is jiossible only wdien the cash and futures prices are 
identical. But it is quite possible to make a limited hedge when these two 
prices vary. 

Let us suppose, for example, that when the miller buys physical wheat 
at 1 1.00 on January 1, he finds that the price of February futures is 95 
cents. Any hedge for a month he now enters into will involve the loss of 
5 cents a bushel, as we may see from the following statement: 

January 1 January 1 

Miller buys , 50,000 bushels of physical Miller sells 50,000 bushels of futures 

wheat at §1,00 per bushel. wheat at 95 cents per bushel. 

,Tf, on 'February ,1, .wheat should.be selling at 92 cents . a . bushel the: 
miller., would find ^himself .facing.; the ioliowing. situation: 
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February 1 February 1 

(Wheat selling at 92 cents) 

Miller sells flour at a price based on Miller delivers at 95 cents (the con 

92-cent wheat, though his wheat actu- tract price) wheat which he buys on 

ally cost $1.00 per bushel. Hence, he February 1 at 92 cents, or receives the 
loses 8 cents per bushel, or $4000. difference from speculator. Hence, he 

gains 3 cents per bushel, or $1500. 
Net loss on hedging transaction^ $2500 

If the February 1 price of wheat should be $1.05 instead of 92 cents, 
the effects upon the miller's fortunes would be the same, as witness: 

February 1 February 1 

(Wheat selling at $1.05) 

Miller sells flour at a price based on Miller delivers at 95 cents (the contract 

$1.05 wheat, though his wheat actu- price) wdieat which actually costs him 

ally cost only $1.00 per bushel. Hence, $1.05, or pays the difference to specu- 

he gains 5 cents per bushel, or $2500. lator. Hence, he loses 10 cents per 

bushel, or $5000. 

Net loss on hedging transaction, $2500 

However, if the February futures price should be higher than the Janu- 
ary cash price (say, $1.05 a bushel as against $1.00), the miller is bound to 
gain 5 cents a bushel if he hedges, regardless of the cash price prevailing 
on February 1, as is shown in the following illustrations: 

January 1 January 1 

Miller buys 50,000 bushels of physical Miller sells 50,000 bushels of futures 

wheat at $1.00 per bushel, wheat at $1.05 per bushel. 

First, let us suppose that the February 1 cash price of wheat is 95 cents. 

February 1 February 1 

(Wheat selling at 95 cents) 

Miller sells flour at a price based on Miller delivers at $1.05 (the contract 

95-cent wheat, though his wheat ac- price) wheat which he buys on Feb- 

tually cost $1.00 per bushel. Hence, ruary 1 at 95 cents, or receives the 

he loses 5 cents a bushel, or $2500. difference from speculator. Hence, he 

gains 10 cents per bushel, or $5000. 
Net gain on hedging transaction, $2500 

Finally, if wheat were selling at $1.10 on February 1, this hedging 
transaction would still yield $2500 of gain, as appears below: 

February 1 February 1 

(Wheat selling at $1.10) 

Miller sells flour at a price based Miller delivers at $1.05 (the contract 

on $1.10 wheat, though his wheat ac- price) wheat which actually costs him 
tuaily cost only $1.00 per bushel. $1.10, or pays difference to specula- 

Hence, he gains 10 cents per bushel, tor. Hence, he loses 5 cents per bushel, 
or $5000. or $2500, 

Net gain on hedging transaction, $2500 
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The fact that most hedges are imperfect rather than perfect does not 
mean that they fail to perform a useful function. As our several illustra- 
tions have demonstrated, the hedge does eliminate the uncertamties of the 
situation. If the miller makes a perfect hedge, he is in the same position 
as though the cost of his raw material remained always fixed. If the 
futures price of wheat is lower than the cash price, he must include among 
the costs of production this known ^ definite, additional expense; and if the 
futures price is higher than the cash price, he may safely depend upon 
the futures gam to offset a part of his costs of production. In any case, he 
has substituted certainty for uficertamty by hedging, and thus is enabled 
to carry on his business without worry about unpredictable changes in 
the price of his raw material. 

Social Gains Through Speculation. Whether or not the speculator per- 
forms a useful function in the economic world is a c]uestion that is often 
raised. Without attempting to give a detailed answer, it may be said for 
professional speculators that they shoulder risks which they are better 
able than others to bear, thus relieving many producers (such as our 
miller) of burdens which the latter are ill-prepared to carry. 

Their operations lead, moreover, to a greater uniformity in both the 
use and the price of a given commodity, and this must be reckoned as 
a social and economic gain. The grain speculator, for example, learning 
that crop failures in certain parts of the wwld will bring a shortage of 
wheat, immediately seeks to buy contracts for the future delivery of 
wheat, and his activities raise the price. As a result of his purchases and 
those of other speculators, the price of wheat is moderately high over a 
long period instead of being low^ for a while and extremely high at a 
later time. 

The rise in price has the further beneficial effect of aiding in the con- 
servation of the available stock of wheat. Were prices to remain low, the 
consuming public w^ould be unaware of the necessity of economizing, 
bread would probably continue to be wasted, and something approaching 
a famine might be experienced before the coming of another harvest. 
High prices (resulting from the speculators’ activities and passed on to 
the public by the sellers of bread) serve as danger signals; and thus 
the physical commodity itself, as w^eil as the price, is spread fairly 
evenly over the period of shortage. In case the speculators anticipate an 
unusually large supply, they force dowm the price through their sales of 
futures. In this way they encourage the public to consume the article in 
larger quantities, again spreading its use over the period in question and 
contributing also to price stability. 

Stock Speculation. Speculation in stocks, as practiced on the New York 
Stock Exchange and other exchanges in this and foreign countries, 
seems:. tO' many to, bC ' much'. less .use.ful socially than speculation .com- 
modities.. And yet. speculation' in -Stocks does provide -a .l^eontiiiuous 
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market’’ for securities and thus makes it possible for the general public to 
participate more fully in the ownership of industry. Moreover, it is prob- 
able that speculation in stocks does something to prevent violent changes 
in the prices of securities by anticipating changes in the conditions of a 
given concern or of business in general. 

It cannot be denied, however, that in both stock exchanges and com- 
modity exchanges there is a certain amount of dealing that savors of 
gambling, as well as some manipulation designed to mislead the unwary. 
In a later chapter we shall deal briefly with recent legislation designed 
to prevent the sale of fraudulent securities. Without attempting to 
minimize the harm that is chargeable to the organized exchanges, we 
should recognize the fact that they also confer benefits upon society; 
and we may leave the subject with the observation of Professor Marshall 
to the effect that '‘for the present at least that evil [which is attributable 
to speculation] has to be taken with the good.” 


1. Some of the uncertainties of economic life are attributable to the fact that 
production today is usually very “roundabout.” Explain. 

2. In what way does specialization lead to an increase in business hazards? 

3. What is the relation between uncertainty and the fact that production is 
carried on in anticipation of demand? 

4. Who are the risk-bearers in economic society? 

5. What kinds of uncertainties are borne by business enterprisers? 

6. Indicate the manner in which several types of risks of business enterprise 
may be lessened or shifted. 

7. How may scientific management be used to reduce the hazards of doing 
business? 

8. “Accurate knowledge may be prescribed as the most effective remedy for 
uncertainties in marketing.” What kinds of information are useful in this 
connection? 

9. Alfred Marshall says that “no insurance can be effected against the great 
majority of business risks.” What, then, can be done about them? 

10. In what way are “profits” and “losses” related to business uncertainties? 

11. What part do statistics play in the insurance business? Could this business 
be conducted safely without the use of statistics? 

12. Through insurance, “the possibility of loss for the individual is converted 
into a certainty of loss for the group.” How, then, does insurance help 
to lessen hazards? 

13. What are “premiums” and “benefits”? 

14. When a man takes out insurance, he accepts a definite loss in order to 
relieve himself of a loss which may never come to him. Thus stated, insurance 
sounds like a very poor investment. Explain the “catch” in the statement. 

15. The insurance company itself does not run any great chance of loss. If it 
relieves its policyholders of risk, how can the company avoid bearing the 
risks itselfi 



THE RISKS OF PRODUCTION 


171 


16. What is ^‘speculation”? 

17. Distinguish between the “cash contract” and the “futures contract.” 

18. What is the purpose of “hedging”? 

19. Describe the process of “hedging.” 

20. Can speculation be justified from the social point of view? Explain. 
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CHAPTER 11 





A GREAT DEAL HAS BEEN SAID AND WRITTEN IN PRAISE OF AMERICAN BUSINESS. 

We hear much about the efficiency of production in this country. We read 
from time to time about improved methods of manufacture. And we see 
in books, magazines, and newspapers, imposing figures of exports from 
the United States to foreign countries— exports which, we are told, repre- 
sent goods that Americans have made over and above those required for 
their own use. 

Most textbooks on economics, also, tend to emphasize the possibilities 
of our present-day productive methods. Descriptions are given of measures 
that have been adopted to increase the effectiveness of man’s efforts to 
convert raw materials into consumers’ goods. These measures include the 
use of the roundabout process of production, strict attention to the most 
economical arrangement of the productive agents, specialization in its 
various forms, and, in some instances, the adoption of large-scale methods. 

But we must not give the impression that all is efficiency in American 
business circles, for such an impression unhappily w^ould be erroneous. 
To avoid presenting a distorted picture of the situation, we shall point 
out in the present chapter certain shortcomings of our business enter- 
prisers which result in a very serious economic loss to individuals and 
society as a whole, and to the present and future generations. 

The Nature of Waste in Production. Writers on economic principles 
usually define production as the creation of utility, and discuss in some 
detail the several types of utility— /orm^ place, time, possession, and service 
—which are being created constantly by our great army of workers. 
Efficiency in production demands that these workers shall be kept em- 
ployed steadily, and that the conditions under which they work shall 
be such as will enable them to make the most of the land and capital 
with which their labor is combined in making, transporting, storing, and 
selling goods, or in performing some other act of production. 

Success in production depends upon the possession of knowledge of the 
best methods of production, whether in manual work or in management, 
and upon translating that knowledge into action. Land, labor, and capital 
are scarce agents of production. Whenever any of these agents is allowed 
to go idle, being wholly or partly unused, there is economic waste. When- 
ever business men are ignorant of or for some reason fail to apply the best- 

■ ■ 1^2 
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known methods of production, there is waste. Whenever productive agents 
are used in a way which yields a smaller return in output than could be 
had through some other use of these agents for the same length of time 
in the same field of production, there is waste. And wdienever a valuable, 
irreplaceable natural resource (such as coal) is used when a relatively inex- 
haustible resource (such as water power) would serve ec|ually well, obvi- 
ously there is waste. We may define waste in production, then, as a?iy 
economic loss suffered by society through the inefficient use of factors of 
production, or through the failure of enterprisers to use certain of these 
factors when, from the social point of view, it would, be economically wise 
to do so. 

Professor John A. Hobson and other writers have argued that some 
enterprisers indulge in waste through the production of goods which are 
socially undesirable, and which therefore constitute *‘iilth'’ instead of 
wealth. This is a matter which we cannot undertake to discuss at this 
point, though it will receive attention in later chapters.^ We are here con- 
cerned primarily with the efficient production of whatever goods are 
turned out, and not with the way they may affect society when they are 
consumed. Judging purely by our definition of waste in production, we 
should have to commend the producer of illth, provided he produces 
efficiently; while at the same time we should be obliged to condemn the 
producer of much-needed goods, if he is less efficient in his methods than 
the best enterpriser in his particular field of activity. For the problem of 
waste in production is solely one of the unwdse utilization of the agents 
of production-land, labor, and capital. 

Conflict of Individual and Social Interests. In many cases, a reduction 
in waste in production results in both individual and social gain. When, 
for example, an enterpriser lowers his costs of production through the 
more efficient use of coal, he not only adds to his personal profit but also 
promotes the conservation of an important natural resource. But there are 
instances in which productive methods, though socially wasteful, may be 
individually profitable. It may pay the owner of oil land to drill and pump 
feverishly to obtain oil wdiich W’'ould otherwise be secured by owners of 
adjoining plots of land, just as it may pay a monopolist to restrict his 
output in order to charge an artificially high price for his product. But if 
the oil man thus renders impossible the total maximum production of oil 
from this field, as he may easily do, and if the monopolist in practiciiig 
restriction allows machinery and labor to go idle, both of these producers 
are clearly engaging in anti-social acts; for, judged by the standards set 
up in our definition, both are indulging in waste in production. In such 
instances, as always in the study of economics, w^e are bound to take the 
social, '.point ,of view, and , to .condemn seif-seeking individuals, for. their 
uns,odal actions.,.' 


Chaps. 27 and SO. 
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SOME MAJOR EXAMPLES OF WASTE 

We shall now make a brief, and necessarily a very incomplete, survey of 
the waste of land, labor, and capital in some of the more important phases 
of economic life. Unfortunately, we have almost nothing to offer in the 
way of exact data, for the reason that such data are not to be had. The field 
is so huge and so varied that we can never hope to secure complete 
information on the extent of waste in production. But the figures that we 
present are as good as any that are obtainable. They are, it should be 
said, careful estimates made by men who have given much study to the 
matter. And even if they are only “enlightened guesses,” they are never- 
theless sufficiently accurate to give a fair idea of the serious problem which 
we, as a society, face. With this word of explanation, we proceed to an 
examination of certain types of waste in production. 

The Waste of Land 

Land is defined by the economist as natural resources created without 
the assistance of labor. Since land is synonymous with natural resources, 
we shall concern ourselves, in the present section of the chapter, with 
examining the wasteful exploitation of some of our important natural 
resources. Over the extent and solidity of land, and over climate, man has 
little or no control; but in the case of properties of the land such as 
minerals, water power, natural vegetation, and soil fertility, he has it 
within his power to use them wisely or unwisely. 

The importance of using natural resources economically, instead of waste- 
fuliy, will be apparent when it is remembered that production consists, 
in large part, of converting natural resources, directly or indirectly, into 
consumers’ goods. If, then, there should come a time when we have com- 
pletely exhausted our stock of natural resources, we shall also be through 
with the production of consumers’ goods. 

Coal. One of our most important natural resources, because of its 
use in producing power and heat, is coal. We have in mind, of course, 
not anthracite or hard coal, but the bituminous or soft coal of which we 
use 600 million tons a year, and upon which we depend to drive our 
locomotives, generate much of our electricity, provide coke and its by- 
products, and turn the wheels of an overwhelming majority of our 
industrial machines. And yet we treat this great natural resource as though 
w’-e possessed unlimited quantities of it. 

We have it on the authority of experts that for every ton of bituminous 
coal that is brought to the surface, another ton is left in the ground, 
forever beyond reach.^ The cause is faulty mining. Apparently with no 

2C. G. Gilbert and J. E. Pogue, America's Power Resources, New York, D. Appleton k 
Company, Inc., 1921, p. 20. 
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thought for the probable needs of future generations, most operators 
of soft coal mines practice “creaming the mine,” which consists of fol- 
lowing the rich seams of coal, taking out only that which is readily acces- 
sible, and abandoning the mine before the lean seams have been worked. 
After a time, the roof of the mine fails in, and what would once have 
been a somewhat difficult task of mining becomes virtually impossible. 
Systems of leasing which prevail in mining are also partly responsible for 
the neglect of thin seams and other high-cost areas; for the leases often 
call for the removal of a specified quantity of coal each year, and hence 
encourage the mining of those parts of the mines that may be most easily 
and cheaply exploited. 

In the use of bituminous coal, once we have delivered it at the boiler 
room, we are exceedingly wasteful. According to the late Charles P. 
Steinmetz, the “electrical wizard,” we lose three-quarters of the power and 
heat of every ton of coal that we burn, through faulty utilization. Another 
estimate is to the effect that “the average steam plant uses eight times 
as much coal per unit of power generated as does the most efficient plant” 
and in the opinion of Mr. Stuart Chase, “two tons are being burned where 
one or less would suffice.”*^ All in all, it seems very likely that if we set our- 
selves seriously to the task of conserving coal tve could, by employing the 
best-known methods of mining and utilizing coal, satisfy our present 
needs and yet reduce the drain upon our stock of this natural resource 
by at least 75 per cent. 

Both anthracite and bituminous coal are used in heating houses and 
other buildings. According to a 1942 report by Dr. William A. Hamor, 
Associate Director of the Mellon Institute of Industrial Research, home 
owmers and the operators of apartment houses and office buildings could 
save more than $150,000,000 in fuel bills each year through proper main- 
tenance of furnaces and more efficient firing methods. This report added 
that if the dwellings erected during the next ten years were properly 
insulated there would be an annual fuel saving of $125,000,000 to the 
owners. 

Petroleum. The importance of petroleum has been brought home to us 
by the development of the internal-combustion engine, with gasoline 
for fuel, which during the past few decades has played so vital a part 
in both peace and war. Petroleum is of great significance, also, as the 
source of a score or more useful commodities, including kerosene, benzine, 
naphtha, asphalt, and paraffin. It provides us with most of our lubricating 
oils— a matter of prime importance in a machine age. And petroleum, in a 
relatively crude state, is being used in increasing quantities as fuel for 
locomotives, steamships, and industrial plants, and for purposes of domestic 
househeating..:. 

3 Stuart Chase, The Tragedy of Waste, ' New York,. The Macmillan Company, 1926, 
p... 242.; A 
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Oiir record for waste is even worse in the exploitation of petroleum 
than in the mining of coal. Because petroleum collects in underground 
'‘pools/’ spreading over wide areas, it is possible for a landowmer, by 
drilling into the pool, to secure not only the oil immediately under his 
own property but also— if not interfered with— much of that which lies 
under surrounding acres, since it will tend to flow or seep through 
the sand toward the outlet. On this account, the discovery of oil is the 
signal for all landowners to start drilling at once, in the hope of getting 
the oil out of the ground before others capture it. 

The inevitable result is a needless multiplication of wells and derricks, 
waste in the form of excess labor, and, worst of all, gross interference 
with the proper extraction of the petroleum from the land. Engineers 
say that for the proper drainage of the oil there should not be on the 
average more than one well for every eight acres of land. But in many 
instances there is a productive well for every two acres, and sometimes 
the wells are so close together that the derricks seem almost to touch 
one another. Because of faulty technique in exploiting our oil fields, 
it is probable that “for every barrel of oil produced three barrels or more 
are left underground, or wasted in well operation.”'^ This waste has been 
caused by the failure to apply the best methods of production that have 
been developed. Says the Director of the Bureau of Mines: “We have 
been wasteful, careless and recklessly ignorant. We have abandoned fields 
while a large part of the oil was still in die ground. We have allowed 
tremendous quantities of gas to waste in the air. We have let water 
into the oil sands, ruining acres that should have produced hundreds of 
thousands of barrels of oil.'’^ And as a consequence of these and other 
practices it seems certain that we lose a half-billion (and possibly a full 
billion) barrels of petroleum a year, which we could save if only we did 
the best we know how to do. 

Fortunately, our utilization of petroleum is not so wasteful. Indeed, we 
are probably as efficient in the field of oil-refining as in any of our great 
manufacturing enterprises, and far more efficient than in most. Refining 
is in the hands of a relatively small number of large companies, in striking 
contrast to the widespread ownership of oil lands. These companies, for 
the most part, have established research laboratories which are constantly 
improving the technique of refining; and as better methods are developed 
they are adopted rapidly throughout the industry. Here, then, is one bright 
spot in an otherwise gloomy picture of inexcusable waste. 

Natural Gas. Closely related to petroleum, in both its occurrence and 
economic importance, is natural gas. Those who live in regions where this 
great natural resource is plentiful are well aware that it is both useful 
and cheap. It is in many respects better than artificial gas made from 
coal, and is particularly suitable for domestic purposes. And yet this 


^Ibid., p, 248. 
s Quoted in ibid., p. 251. 
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valuable natural product is allowed to blow off into the air to the extent 
of some 600 billion cubic feet a year, according to reliable estimates. In 
this way we waste approximately as much natural gas as we utilize. Trans- 
lated into terms of present average Philadelphia prices for artificial gas, 
the loss is about $450,000,000 a year. This loss is very largely attributable to 
our faulty exploitation of petroleum; and much of the waste of petroleum 
results from the premature escape of natural gas. Hence, if we used scien- 
tific methods of oil production, we should at the same time reduce ma- 
terially the loss that we now suffer through the waste of natural gas. 

Water Power. The possibilities of water power for supplying the power, 
heat, and light needs of the people of this country have been greatly 
exaggerated. Theoretically, we could increase enormously the amount 
of electrical power generated by means of falling water, but practically 
there are very real limits to the extent of such increase. For practical 
purposes, we should not consider as available for water-power production 
any streams which cannot be relied upon to provide a steady supply of 
electric current, nor should we estimate the power possibilities of a stream 
at an output greater than the minimum which it may be counted upon 
to generate continuously throughout the year. Furthermore, we should 
exclude from our calculations the wmter-power potentialities of those 
regions which are so remote from centers of population that the current 
which they might generate could not find purchasers. There are, of course, 
many excellent streams in mountainous areas which must be ruled out, 
at least for the present, on this account. 

Nevertheless, the fact remains that we have in the United States water- 
power resources which, from the social point of view, should be developed 
and put to work. According to estimates of the National Resources Com- 
mittee, we had in this country, in 1938, the potentialities for generating 
some 85 million horsepower from water; and of this amount we were 
utilizing slightly more than one-sixth. It seems fair to say, therefore, that 
we could if we wished secure almost 70 million additional horsepow^er by 
harnessing our streams and thus expanding our production of electric 
current. 

That we have not done so is attributable largely to the great cost of 
constructing hydroelectric plants, but also in part to the fact that 
bituminous coal has been both plentiful and cheap. Indeed, much of the 
tragedy of the water-power situation lies in the use of irreplaceable coal 
to the neglect of water power, which is continually being renewed. As 
Mr. Chase has put it: '‘What w^ater power can do is to diminish the annual 
amount of coal needed, and thus lengthen the life, and help to preserve the 
by-products, of the coal beds. . . . We have' been eating into our principal, 
while alIowing.a steady and, unending in the form of water power,' 

tO' waste 'away. 

Replaceable Na.tural. Resources. '.The .waste of natural resources .which 


6/52U,,p. 245. 
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we have been describing is especially serious because it constitutes an ir- 
reparable loss. Coal, petroleum, and natural gas once wasted are, for all 
practical purposes, gone forever, since geological ages instead of years are 
required for their formation. To be sure, there is always the possibility 
that satisfactory substitutes will be found, if and when these natural 
resources are completely exhausted. However, it is scarcely the part of 
wisdom to regard this possibility as justification for wasting these resources, 
when we know perfectly ■well how to prevent most of the waste. 

Another but less dismal type of waste of natural resources has to do 
with natural vegetation, fish and game, and the natural fertility of the 
soil. In our use of these gifts of nature we have been most prodigal. There 
remains today but one-sixth of the “forest primeval” that was here when 
the Pilgrim Fathers landed in America. Through careless lumbering, pre- 
ventable forest fires, and wasteful methods of manufacture, we lose some 
5 billion cubic feet of lumber a year. The fish that once filled our streams, 
and the game that roamed our forests and plains, are now excessively 
scarce— in some instances because man has had to turn woodland and 
prairies into farms, but too often because of wanton slaughter or the pollu- 
tion of rivers and other bodies of water. Our natural soil fertility, which 
made common a yield of forty bushels of wheat per acre in pioneering days, 
has given way to impoverished land which, planted year after year to the 
same crop, now produces but a quarter as much as it should. More pitiful 
still are those very considerable areas which have suffered erosion by wind 
or rain and are now wholly unproductive, though once they provided a 
livelihood for thousands of families.'^ 

Without condoning the misuse of these important natural resources, 
there is no need to regard the situation as hopeless. For the remedy lies 
clearly within our own control, and may be applied as soon as we 
recognize our misdeeds and highly resolve to make amends. Not over- 
night, it is true, but in the course of a generation or so, great oaks from 
little acorns grow; and forests of oak, pine, and other important varieties 
of trees will soon be ours, once we undertake seriously to rebuild our de- 
nuded forest areas. The reforestation movement, carried on by the Civilian 
Conservation Corps under the administration of Franklin D. Roosevelt, 
made definite progress in this direction; but private as well as govern- 
mental agencies must join in the conservation movement if we are to pro- 
vide for ourselves and our posterity an adequate, continually renewed 
supply of timber. 

The remedy for the rapid decline of wild life is not so clear. We have 
done something in the way of conserving this resource by providing “closed 
seasons,” during which fish and game are protected. We have replenished 
our streams with fish from hatcheries, and encouraged the multiplication 
of wild animal life by stocking our national parks and state game pre- 

"^This and other problems of agriculture are treated in chap. 45 (vol. 2). 
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serves with needed types of animals and giving them adequate protection. 
We could, and unquestionably should, reduce the pollution of our waters, 
in the interest of human health as well as the preservation of our supply 
of fish. But we have, after all, passed the “direct appropriation” stage 
of economic development, in which man lives chiefly by taking the things 
provided by nature and using them directly rather than indirectly. In our 
present-day agricultural and industrial life, it is doubtless inevitable that 
we should minimize the importance of our wild-life resources and utilize 
our land in ways which will cause it to yield, acre for acre, more product 
than we should get if we set apart extensive areas of potential farm land for 
the development of wild animal life. 

The problem of soil conservation is one which has been commanding 
much attention in recent years. Most people agree that something must 
be done, and done promptly, to reclaim our wasted agricultural areas 
and prevent further waste through unscientific farming and erosion. It 
has been demonstrated clearly that a farm that has been robbed of its 
fertility may be restored to a high state of productivity, if only the proper 
measures are adopted. And the necessary measures have been developed 
and made known by scientists who have devoted their energies to the 
problems of farming. Chemists, through the analysis of soils, can dis- 
cover the deficiencies of given plots of land, and prescribe fertilizers that 
will add to the soil the plant food required for the production of desired 
crops. And the United States Department of Agriculture and many similar 
state departments stand ready to advise how to secure the best crops with- 
out at the same time impoverishing the soil.‘^ 

There seems no doubt that erosion by water and destruction by floods 
may be lessened by giving proper attention to reforestation, and that 
erosion by wind suggests the planting of grasses rather than cultivated 
crops in the areas that are affected.*^ The problem, however, is one which 
cannot be solved satisfactorily by individuals, for it involves (as has been 
pointed out by Maury Maverick) a consideration of “great drainage areas, 
big rivers and little w^aters, dust storms, minerals, gas and oil; climates and 
different conditions; and the effect upon the earth of roads, bridges, cities, 


® Among the most important means of increasing the yields of crops are: (1) The selec- 
tion of crops better adapted to the available soils; (2) the employment of suitable 
rotations; (3) the use of better-adapted varieties; (4) the reduction or elimination of 
losses from the depredations of insects and diseases; (5) control of weeds; (6) better or 
more thorough methods of preparing the land and cultivating the crop; (7) larger or 
more effective use of fertilizers; and (8) the substitution of crops which give a larger 
yield per acre for those which give a smaller yield.” — From Yearbook of the United 
States Department of Agriculture, 1923, p. 464. 

^According to the United States Department of Agriculture, erosion in the United 
States had, as of 1938, “ruined for cultivation’* 50 million acres, “severely damaged’' 
50 million more, removed from one-half to all of the top soil from 100 million acres, 
and left another 100 million in the condition described as “erosion process beginning.’* 
(The Economic Almanac for 1945-46, 26.)" ■ 
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sewer plants, and all artificial additions made by society.” The Soil Con- 
servation Service was created by Congress in 1936, in recognition of the 
direct responsibility of the federal government to protect the basic soil re- 
sources of the country. State planning boards, forestry and conservation 
associations, and other agencies are engaged, also, in the great task of 
reclamation and conservation of the soil. There is every reason to believe 
that a comprehensive program of soil conservation will be developed 
within a relatively short time. 

The Waste of Labor 

In Chapter 25 we shall examine in some detail the most tragic forms of 
labor waste, which appear in connection with the problem of unemploy- 
ment. 

Seasonal, Technological, Cyclical Waste of Labor. When in certain 
industries, because of seasonal unemployment, the most that workers can 
hope for is jobs during two- thirds of the year; when, because of tech- 
nological unemployment, thousands are permanently laid off from occupa- 
tions for which they have prepared by long training, and in which they 
had expected to find a lifetime of remunerative work; and when, as from 
1930 to 1936, millions of able and willing members of our so-called labor 
army plead for work and get only a dole— there is no denying that our 
economic order is wasteful of labor. 

The waste of labor is particularly costly. For labor that is not used 
when it is available is gone forever, like the unused water-power re- 
sources to which we referred earlier in the chapter. Moreover, the human 
beings whose labor is spurned must in any event be given maintenance, 
however inadequate it may be; and this subsistence charge constitutes 
a running expense for which society gets no return whatsoever in the form 
of economic goods. There is also, of course, an incalculable cost in the 
destruction of human values. For one of the sorriest consequences of un- 
employment is the broken morale suffered by men who, through long- 
continued enforced idleness, are finally driven to the conclusion that 
they are of no account in our economic life, since there is nothing they can 
do that the world wants done. Though these ‘‘human costs’" are not 
measurable in dollars and cents, they are none the less a social burden, even 
in the strictly economic sense; for the continually unemployed become 
eventually they consume at public expense at least a 

little though they produce nothing, and thus they are a perpetual drag 
upon society. 

Undermanm and Overmanned Industries. A study by the Brookings 
Institution undertook to “measure the productive capacity of such labor as 
was at hand [in the United States in 1929] but was used to an amount less 
than it would have been able and willing to render if a larger demand 
had been forthcoming from the labor market. In a word [this study sought] 
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to measure the ‘practically attainable’ capacity of the national labor force 
which we had” at that tinied*^ 

This survey disclosed the fact that much labor is going to waste 
in this country, because some of our important industries are undenii aimed 
while others are overmanned. For example, to utilize fully the plant 
capacity in the field of mining, it is estimated that 70,000 more workers 
would have been required in the prosperous days of 1929. And to operate 
to capacity all of our manufacturing establishments, we should have had 
to add to American payrolls 1,000,000 more industrial workers than 
were then employed. Hence, these industries were undermanned, in the 
sense that they had either too few workers or too much plant. If society 
needed the products that these industries were capable of turning out, 
then obviously the plants were undermanned; if society could not have 
used these products advantageously (which is scarcely thinkable, as we shall 
point out later) the industries in question were guilty of wasting capital 
—a form of waste which we shall discuss in another section of the present 
chapter. 

But waste of labor through overmanning is practiced cjuite as exten- 
sively as waste through undermanning. The Brookings investigators esti- 
mated that “actual agricultural production did not utilize the labor 
which remained nominally attached to that industry at anything like full 
practical capacity,” and that 500,000 agricultural w’orkers could be spared 
from our farms without causing a labor shortage.^^ Other estimates of 
overmanning, as of 1929, included 20,000 excess workers in forestry and 
fishing, 270,000 in the construction industry, 10,000 in transportation and 
communication, and 290,000 in public, domestic, personal, and professional 
service. These are people who, in the words of Gilbert and Sullivan, 
“never would be missed” if they were to leave the industries to which 
they have nominally been attached. They are people who are not needed 
in these industries, whose presence does not increase production, and 
whose retention is therefore in the nature of waste of labor. This labor 
should, of course, be released from these several industries, and applied 
in lines of economic activity where it can be utilized to advantage. 

Waste of Labor “on the Job.” The possibility of releasing these 
thousands of workers, so that they might make themselves genuinely useful 
elsewhere, is dependent upon the better utilization of the labor of those 
who remain to “carry on.” In many instances, the so-called excess laborers 
can be spared only if those who are left on the job are employed more 
efficiently, through better training, better management, and better work- 
ing conditions.' 

■■ Much of the ' progress that has been made in recent years through 

■ Edwin G. Nourse and associates, Americans Capacity to Tmdwce, Washington, ..Brook- 
ings InstItU'tiO'U, T9'34, chap. '19."' 
p.'4I0..:, 
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the introduction of scientific management has resulted from providing 
working conditions that have enabled the workers to do their best. The 
adjustment of seats and work benches to meet the needs of individual 
workers, modifications in lighting to remove eyestrain, proper attention 
to temperature and humidity— these are examples of improvements in 
physical equipment that have been known to increase the efficiency of 
labor greatly. There is, for example, the case of a change in temperature 
from 73 to 68 degrees Fahrenheit which brought an increase of 63 
per cent in the output of typists working in the office in which the change 
was made. 

Economy in the use of labor demands that a worker’s native talent 
shall be developed to its fullest, that the worker shall be given the highest 
type of work that he is capable of doing and that type only, that he shall 
not be allowed to sit around waiting for materials which should be on 
hand, that he shall be protected against preventable illness and accidents, 
and so on. When these and other fundamentals of economy in the use 
of labor are not practiced, society loses because it fails to get from its 
labor force as much production as it might have. There is the further 
fact that workers must be fairly well contented if they are to give their 
best efforts to production, as regards both quantity and quality. Realizing 
the dangers of having dissatisfied employees, some progressive business 
concerns have established personnel departments, or at least hired a 
personnel director, whose job it is to promote good feeling, lessen friction, 
and look after the well-being of the workers as well as the interests of 
the employer. But it must be said that the vast majority of business estab- 
lishments in this country are still being conducted largely on an unscientific 
basis. As scientific management and personnel administration are able to 
show concrete results, and as their advantages become more generally 
recognized, they may be expected to make headway and achieve a wider 
adoption. In the meantime, inefficient management and real or imaginary 
grievances between employers and employees will continue to be a com- 
mon source of waste of labor. 

Waste in Youthful and Aged Labor. In 1930, more than 2,000,000 of 
the gainfully occupied in the United States were boys and girls ranging 
from 10 to 17 years of age; and more than 2,000,000 others were men and 
women 65 years of age or older.^^ It might appear, at first thought, that 
the use of the youthful and aged in industry meant a very complete utiliza- 
tion of our labor supply, -and consequent social economies. But the seem- 
ing benefits of using very young and very old workers are illusory. The 
error arises, as Professor Hobson points out, ‘‘from a short-sighted view of 

'^-Statistical Abstract of the United States, 1937, p. 53. It seems reasonable to suppose 
that the Fair Labor Standards Act of 1938, by prohibiting the employment of children 
under sixteen in the manufacture of goods entering into interstate commerce, will 
eventually bring about a substantial reduction in the amount of child labor in the 
United States in normal times. 
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the interests o£ the single person or his single family, instead of a far- 
sighted view of the welfare of the community. It is often a source of 
immediate gain to a working-class family to put the children out to wage- 
earning as early as possible, and to keep old people working as long as 
they can get work to do. It does not pay the nation, even in the economic 
sense, that either of these things should be done.”^''^ 

Waste in the use of child labor consists partly of the physical and moral 
costs that result from subjecting young people to long-continued labor, 
mostly of a monotonous nature, in environmental conditions which are 
not always wholesome. It consists, also, in large part, of the lessened 
opportunities which xvill be theirs because they spend some years in earn- 
ing which should be given over to self-development. And it must be 
remembered that society as a whole loses tvhenever its members fail to 
develop their abilities fully. Society loses the larger product which it 
might have had, and in some instances has to support in old age those 
whose life earnings would have made them self-supporting had their early 
training not been so limited. From both the individual and the social 
points of view, the early years of life are spent best when they are devoted 
to forms of development which will prepare the individual for greater 
productivity and enjoyment of life in his mature years. 

Of labor in old age, we may say that, in general, it is neither humane 
nor economically wise to keep people of advanced years steadily at wmrk. 
Work that is easy for those in middle life may be excessively hard on the 
aged, and, moreover, the old workers in a plant are often a drag upon 
production. It seems especially silly to allow our time-worn industrial 
veterans to remain on the job, while able and more vigorous workers walk 
the streets in search of employment. Yet this is precisely the situation 
which prevails regularly in American industry. For we have, even in our 
most prosperous years, an army of unemployed numbering at least a 
million and a half would-be workers, and at the same time keep on the 
job large numbers of those who have seen long service and might well be 
honorably retired. Of course, such retirement would involve the necessity 
of providing adequately for these venerable soldiers of industry, as we shall 
note in our treatment of economic insecurity. The point to be emphasized 
in connection with this brief survey of waste in labor is that we shall not 
be using our labor to the best advantage, so long as we keep the very 
young and very old members of society employed and allow the able- 
bodied, willing, middle-aged to go without jobs. 

The JVaste of Capital 

The factory buildings, machinery,, tools, and other eqiiipmentAvMch' 
the economist calls capital are of the utmost importance to society, in 
that"' they contribute ■, in, directly, to the.' .satisfaction- of human wants.-'' , But 
J. A. Hobson, "Worki^and: l¥ea!th> ■■'New -'York,' The" Macmillan Company, ",1926, '''p. .'"80. 
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since they are not capable of yielding human satisfactions directly, they 
have social usefulness only so far as they are utilized in the production 
of consumers’ goods. Capital which is not used at ail, or is used inefficiently, 
or is used unnecessarily, is capital wasted in whole or in part. It is not 
difficult to show that we have in the United States much capital of these 
kinds. 

The Problem of Unused Capital. When a plant fails to turn out 
as large a product as it is equipped to produce, it is wasting capital since 
the whole or a part of its equipment is idle. Such a condition is referred 
to by economists as “overcapacity,” “excess capacity,” or “unused capacity.” 

A number of estimates have been made of the unused capacity of various 
American industries. A committee of qualified engineers reported, in 
1921: “Clothing factories are built 45 per cent larger than is necessary; 
printing establishments are from 50 per cent to 150 per cent overequipped; 
the shoe industry has a capacity of 1,750,000 pairs of shoes a day, and 
produces little more than half that number,”^^ Mr. Stuart Chase in 1926 
quoted estimates to the effect that there was overcapacity amounting to 
20 per cent in blast furnaces, 70 per cent in steel plants, 50 per cent in 
copper smelters, 75 per cent in lumber mills, and 50 per cent in sugar 
refineries.^^ To bring the story more nearly up to date, we may cite the 
report of the Brookings Institution giving figures for 1929, and estimating 
an excess productive capacity in twenty-seven selected manufacturing 
industries, which ranged from a low of 2 per cent in the manufacture of 
dairy products to a high of 55 per cent in locomotive manufacture. The 
Brookings conclusion for manufacturing as a whole was that 17 per cent 
of the equipment was unutilized in 1929—the figure being 20 per cent for 
the five-year period from 1925 to 1929, inclusive.^® 

Some Causes of Excess Capacity. Excess capacity, with its inevitable 
waste of capital, results at times from the seasonal nature of an industry. 
The clothing industry, for example, must be prepared to produce as 
much output as the market will absorb when the demand for clothing 
is at its height; and this means an equipment in excess of that needed at 
other seasons of the year. Sometimes the cause is to be found in the mush- 
room growth of an industry, as in the manufacture of radio receiving sets 
in the 1920’s. In this case, once the initial demand for radio sets had been 
met and the novelty of radio had worn off, it was found that the capital 
that had been put into the industry -was far greater than was needed to 
provide sets for first purchases and for replacement of worn-out instru- 
ments. In like manner, the great popularity of silk goods in recent years 
led to the multiplication of looms and other equipment for making silk, 

Federated American Engineering Societies, in /ndwsiry. New York, McGraw- 

Hill Book Company, Inc., 1921, pp. 17, 18. 

Stuart Chase, The Tragedy of Waste, pp. 1^6, ' 

iQEdwdn G. Nourse and sissociues, America's Capacity to Produce, p. $07. 
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with the result that many of the individual silk mills are today excessively 
large and the number of mills is far too great for present requirements of 
the trade. 

The production and sale of petroleum products afford an excellent 
illustration of overcapacity in several branches of a single industry. We 
have already spoken of the inexcusably large investment in drilling and 
pumping ec|uipment. In some oil regions, large!}' because of the unduly 
rapid exploitation of the fields, the extension of pipe lines proceeded 
apace, and the transportation facilities later represented a very large 
percentage of overcapacity. The temporary shortage of gasoline in the 
eastern part of the United States in W^orld War II did not result from a 
normal shortage of transportation facilities, but from a diversion to fight- 
ing areas of “tankers” which ordinarily carried motor fuel from the oil- 
fields to the Atlantic seaboard. According to the Brookings Institution, 
only about 80 per cent of the equipment of our oil refineries was being 
used from 1925 to 1929. Of course, the unusual demands of World War 
II brought about a fuller utilization of this equipment. Finally, the un- 
warranted multiplication of automobile service stations is apparent to all 
who use our highways. It is estimated that the needs of aiuomobilists 
and users of other motor vehicles could be met adequately ivith one-third 
the present number of filling stations, and that the unused capacity in 
this single item means an overinvestment of upwards of a billion dollars. 

We must not overlook the fact that waste may result from capital being 
misused quite as well as from its not being used at all. The reports of 
investigators seem to show conclusively that much of our industrial equip- 
ment that sees daily service is utilized so inefficiently that a smaller 
quantity properly employed would be equally productive. Obviously, 
capital that is badly used is partly wasted. There is much ivaste, also, 
through the failure of business men to replace antiquated capital with 
that of the most improved types. On this point we shall have more to say 
in the next section. 

THE RESPONSIBILITY FOR WASTE 

It is an easier matter to describe waste in production than to allocate 
fairly the responsibility for such waste. However, it is safe to say that 
some of the waste ill our economic life is chargeable to the enterprisers 
and workers who carry on our productive processes, some is chargeable to 
the whims of consumers, and some to the nature of our economic system 
itself.. , 

' The Wastefulness of Employers and Employees. The report of. the 
Federated American Engiiieering Societies, to which ive have referred, 
undertook to place the blame for waste in six important fields of prodiic- 
.tion. The division of Tespons.ibility for waste , in industry,' as arrived .at 
by . these investigators, is shown in Table, '7. “Over ,.50 per „. c,eiit.;„of the 
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responsibility for these wastes/’ reads the report, ‘‘can be placed at the 
door of management and less than 25 per cent at the door of labor/while 
the amount chargeable to outside contacts is least of all/’^^ This conclu- 
sion has done much to dispel the once prevalent notion that business men 
are generally efficient and workers inefficient, and that employers strive 
always to keep production up and costs down while employees usually do 
only as much work as they must to hold their jobs. 

“Management, the unseen force which drives all that is physical within 
a factory, is by far the most important factor of the present industrial 


Table 7. Responsibility for Waste in Production in Selected Industries® 


Industry Studied 

Responsibility 
Assayed Against 
Management 
(per cent) 

Responsibility 
Assayed Against 
Labor 
(per cent) 

Responsibility 
Assayed Against 
Outside Contacts 
(the Public, Trade 
Relationships, 
and Other Factors) 
(per cent) 

Men’s clothing mfg 

75 

16 

9 

Building industry 

65 

21 

14 

Printing 

63 

28 

9 

Boot and shoe mfg 

73 

11 

16 

Metal trades 

81 

9 

10 

Textile mfg 

50 

10 

40 



® Source: Federated American Engineering Societies. 


age/' writes an authority on scientific production.^^ “Machinery and 
materials may be put to work, workers may labor; but without adequate 
management to organize and consolidate them into a profitable, coordinate 
whole, to distribute the results of their work effectively, and to govern 
their operations during performance, this performance may become so 
uneconomic as to cease entirely." Since management decides in present- 
day industry what is to be done, and when, and how, it is not surprising 
that management, rather than labor, is at fault when a plant fails to live 
up to its productive possibilities. 

The investigators for the Federated American Engineering Societies 
listed the chief causes of industrial waste under four headings, as below: 

1. Low production caused by faulty management of materials, plants, 
equipment, and men. 

2. Interrupted production, caused by idle men, idle materials, idle 
plants, idle equipment. 

Waste in Industry, p. 9. 

Richard H. Lansburgh, Industrial Management^ New York, Tohn Wilev & Sons. 
Inc., 1928, p. I. ‘ ' 
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3. Restricted production intentionally caused by owners, manage- 
ment, or labor. 

4. Lost production caused by ill health, physical defects, and indus- 
trial accidents.i^ 

They found, further, that the heavy toll of waste resulted largely from 
the failure of many establishments to meet the high standards of the best- 
managed plants in the several industries that were studied. In the metal 
trades, for example, four and one-half times as much waste was discovered 
in the average plant as in the best. The ratio in boot and shoe manufac- 
ture was three to one; in printing and men’s clothing manufacture, two 
to one; and in textile manufacture and the building industry, one and 
one-half to one.-'^ 

A later study conducted by two prominent mechanical engineers, Messrs. 
L. P. Alford and J. E. Hannum, estimates that if the performances of all 
plants were raised to the level of the best, the quantity of output would be 
increased 55 per cent in blast furnace operation, 73 per cent in the lumber 
and timber products industry, 81 per cent in machine tool manufacture, 
and 97 per cent in petroleum refining.-i Yet another estimate is that of 
forty-five engineers and twenty-six executives in some thirty branches of 
production, reported by the Columbia University Commission on Eco- 
nomic Reconstruction in 1934. This group estimated that production in 
their several industries could be raised, on the average, some 85 or 90 per 
cent, if the best current standards of production were adopted through- 
out these industries; and twenty-seven engineers of the group estimated 
that the output ol all industries could be increased 75 per cent “with 
equipment and management brought to the level of best current practice.’’-- 
Tiie greater responsibility of management does not justify us in with- 
holding criticism from workers whose attitudes and actions lead to waste 
in production. As is shown in Table 7, there are wwkers of this kind 
in industry; and in Chapter 24 we shall look into the limitation of 
output through labor’s opposition to the introduction of new machiner}' 
and the practice of “soldiering on the job.” There is ample reason, then, 
for the Federated American Engineering Societies’ statement, “It must be 
recognized that if management is to meet this responsibility fully it must 
have the cooperation of labor.”23 Waste in the conduct of business can be 
reduced to a minimum only through the joint efforts of employers and 
employees. . 

Waste Caused by Uomumers.' The role played by consumers in the 
tragedy of waste in production is an important one. Though enterprisers 

Waste in Industry,, p.. 8, 

^^Ibid„p. 10 . 

Columbia University Commission, Economic Reconstruction, New York, Colum^sia 
llniversity . Press, 1934, p. 89., 

' p. 92. 

Waste: in Industry:, p. 9..' 
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seem sometimes to produce goods and then force them upon the buying 
public by methods of “high-pressure salesmanship/’ the fact remains that 
to a very large extent the consumer directs production. It is he who in the 
main decides what goods shall be produced, and when and in what 
quantities they shall be made available. And his decisions are often the 
cause of waste in production. 

In Chapter 30 we shall deal at considerable length with certain 
important problems in the field of consumption. We shall raise there the 
question of whether it is socially desirable that luxuries be produced 
while there is a dearth of certain necessities. But this is a question that 
relates to waste in consumption rather than in production. However, 
when millions of people insist upon purchasing much of their personal 
habiliment just in time for the “Easter parade,” and when they buy twice 
as many automobiles in some months as in others, they are adding to 
the problem of waste in production. For they make highly seasonal some 
types of production which might be spread fairly evenly over the year, 
and thus they contribute to waste of capital and labor, as we have seen. 
And when in hot haste they abandon the drama and vaudeville for motion 
pictures, and the piano and phonograph for the radio, they render dis- 
tressing and expensive a transition in consumer demand which might 
have been relatively painless and economical if only it had been effected 
more slowly. 

In the present chapter we do not ask whether the “right” goods are 
being produced, but only whether what is produced is being produced 
efficiently. But it may not be amiss to suggest that if consumers made less 
of a fetish of fashion, and took more seriously Pope’s couplet, 

Be not the first by whom the new are tried 

Nor yet the last to lay the old aside, 

they could have the goods they now enjoy— and at lower prices, because 
their moderation (by lessening seasonal and technological disturbances) 
would aid in reducing the wastes of production, hence the costs of pro- 
duction, and finally the selling prices of the goods. 

The Wastes of Laissez Faire. In an earlier paragraph we hinted that 
an economic system such as ours might itself be responsible for waste in 
production. Self-interest and free enterprise may provide the incentive 
and opportunity that stimulate production, as is often suggested, but they 
may also lead to the waste of land, labor, and capital, as we have shown 
by numerous illustrations. The institution of private property may in 
general be a great aid to production, but it may also impede production by 
permitting a factory owner to close his doors whenever he cannot operate 
his plant with personal profit. may perform the beneficent 

function of regulating price, holding it fairly close to costs of production; 
but cutthroat competition may drive an enterpriser into bankruptcy, and 



WASTE IN PRODUCTION 


189 


his employees and equipment into at least temporary idleness. Large-scale 
production may effect large economies, but it may conceivably grow into 
monopoly and result in the limitation of output. Specialization may in- 
crease the productivity of individuals and industries, but it may also lead 
to vested rights which (in the form of a tariff or subsidy) will biirclen a 
people for generations. 

A laissez-faire economy is one in which there is abundant freedom of 
economic action. This means, in practice, that many enterprisers in many 
lines are going their individual ways, each estimating, as best he can, 
the probable total demand for his product, the probable output of other 
enterprisers in the same line, and a dozen other important items about 
which he necessarily has but meager information. The result is many 
mistakes, the production of too much of this and too little of that, recur- 
rent business depressions, and a heavy toll of waste. 

It is difficult to see how waste in production could be prevented without 
careful, centralized planning of output in many important lines of eco- 
nomic life. But such planning would put an end to free enterprise, as we 
have known it. Whether the gain would be greater than the loss is a 
question which will have attention in our discussion of recent radical 
movements in foreign countries. We have sought here merely to indicate 
that some waste in production appears to be an inevitable feature of the 
American economic system of today. 


I. What evidence is there that tends to show that American business enterprises 
are conducted efficiently? 

2- Define “waste in production.” 

3. What, according to Professor Hobson, is “illtli”? 

4. “The enterpriser who gets the maximum of output from the land, labor, and 
capital he employs, is not guilty of waste in production, even though the goods 
he makes are in the nature of ‘iiith.’ ” Explain. 

5. “There are instances in which productive methods, though socially wasteful, 
may be individually profitable.” Explain. 

6. Why should it be difficult to secure exact and accurate figures on the amount 
of waste in a given industry^? Illustrate. 

7. How do you account for the large amount of waste in coal mining and 
petroleum production? 

8. Contrast the amount of waste in the utilization of coal wdth that in the 
refining of petroleum. 

9. Why should a society regret particularly the failure to develop fully its avail- 
able natural water-power resources? 

10. There is no need to regard as hopeless the situation -which has resulted from, 
the misuse of our forest and farming land. Explain. 

11. Explain the connection bettveen unemployment and waste in production. 
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12. Some of the “costs” of waste of labor are not measurable in monetary terms. 
Explain. 

IS. Discuss tile problem of waste as it arises from industries being “under- 
manned” or “overmanned.” 

14. Labor may be wasted, even when workers are kept steadily on the job. 
Illustrate. 

15. “It does not pay the nation, even in the economic sense, ... to put the 
children out to wage-earning as early as possible, and to keep old people 
working as long as they can get work to do,” says Professor Hobson. Why 
not? 

16. What is the meaning of “excess capacity”? Give at least two synonyms for 
this term. 

17. Describe conditions which give rise to excess capacity. 

18. Summarize the findings of the Federated American Engineering Societies as 
to responsibility for waste in production. 

19. Consumers are sometimes blamed for causing waste in production. In wliat 
ways might they be responsible? 

20. “Some waste in production appears to be an inevitable feature of the 
American economic system of today.” Explain. 
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IVE HAVE ALREADY NOTED THE FACT THAT SPECIALIZATION IS ONE OF TI-IE 

important characteristics of modern economic life, and that it is very 
closely tied up with exchange. Through the process of specialization 
individuals produce much more of certain commodities and services than 
they personally expect to use; but, on the other hand, they have need of 
other commodities and services, the production of which they have left to 
other persons. To obtain the things he wants but does not himself produce, 
the individual must exchange, directly or indirectly, his surplus of com- 
modities or services of a certain kind for portions of the surpluses of 
others. 

The farmer, for example, though he comes closer to being self- 
sustaining than the average type of producer, exchanges wheat, potatoes, 
or other products wdiich he has raised in large quantities, for building 
materials, farming implements, fertilizers, hardware, clothing, groceries, 
and other goods essential to his well-being. In like manner, specialization 
leads to surpluses of all kinds of goods in the hands of their producers, 
and these surpluses are distributed to other members of society through 
the process of exchange. Because goods are continually changing hands, 
every member of a highly organized economy goes through a process of 
weighing the relative merits of the goods he desires and those which 
he possesses, and through this process formulates a concept of the value 
of the various items under consideration; that is, he arrives at a decision 
on the importance of the commodities and services he wishes to obtain 
as expressed in terms of the commodities or services he is able to offer. 

Exchange and Value. The term “value” refers to a ratio of exchange. 
This fact is made clear by the use of a term— “exchange value”— which is 
frequently employed in economic discussion. Value, then, is nothing more 
or less than the power of a good to command other goods in exchange. 
If ten bushels of potatoes exchange for one hat, the value of the hat is 
obviously ten times the value of a bushel of potatoes. And if a hat ex- 
changes lor' five; bushels of .wheat,. is:' clear that the' value of wheat per 
bushel is twice as great as the value of potatoes. 

19S 
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It should be noted, however, that value applies to a given grade or 
quality of a given commodity, and not to that commodity in geheral. 
For example, there may be a half-dozen grades of potatoes, with a 
separate value for each grade. It is entirely possible for two grades of 
potatoes to differ more widely in value than, let us say, potatoes of a 
certain grade and wheat of a certain grade differ in value. It would be 
no less inexact to speak of “the value of potatoes” than to speak of a 
“man’s wage.” There are many grades of potatoes, and therefore many 
values for potatoes, just as there are different grades of workmen, with 
consequent differences in wages. 

Every exchange is, of course, a two-sided arrangement. Each party to 
the exchange desires economic goods possessed by the other, and is willing 
to make a trade. There now comes what is termed in legal phraseology 
“a meeting of minds.” The parties concerned weigh the relative advan- 
tages of retaining and giving up the goods they possess, and in this 
process is developed a ratio of exchange which determines how much of 
one good shall be surrendered for a certain amount of the other. 

In a free exchange both parties gain. That is to say, each gives up the 
thing he esteems less highly for the thing he esteems more highly; and this 
general principle holds good whether the exchange is simply a trade of 
possessions on the part of two boys, a sale and purchase made in a local 
store, or the long-distance type of exchange known as international trade. 

Value and Price. In a later chapteri we shall note a number of reasons 
for expresssing values in terms of money; and values are ordinarily so ex- 
pressed. The result is called price, and price may be defined as value ex- 
pressed m terms of money. Business men and economists alike generally 
fall back upon prices when making statements about values, for the 
reason that to express the values of commodities in terms of other com- 
modities is always a cumbersome process and is sometimes very confus- 
ing. If ten bushels of potatoes exchange for one hat, the value of the hat 
is certainly ten times the value of a bushel of potatoes. But it is equally 
accurate, and decidedly more convenient, to express this relationship in 
terms of price, saying, for example, that the price of hats is 10 dollars 
apiece and the price of potatoes one dollar a bushel. The exchange ratio 
(or value) of one to ten is the same, whether it is expressed in terms of 
goods or of dollars. V 

Prices are accurate measures of values a ^ any given time. But they are 
poor measures of values at different times. If, for example, the price of a 
commodity at one time were compared with the price of the same com- 
modity at another time, it would be impossible to tell whether there 
had been a change in the value of the commodity without knowing 
whether there had been a change in general prices, commonly spoken of 
as the price level. This is the case because money itself sometimes changes 


iChap. 31 (vol. 2). 
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in value, as we shall see in our study of price levels.- When prices in. gen- 
eral rise, the value of money falls, and vice versa. Over considerable 
periods of time one cannot be certain, without actually investigating the 
situation, that there has not been an important change in the price level-” 
that is, in the value of money. And if there has been such a change, a 
comparison of the present price and the former price of a good gives no 
indication of the extent to which the value of the good has changed, unless 
the change in the price level is duly taken into consideration. 

For example, the price of cotton in 1920 was almost three times as 
high as in 1913. But much of this advance in price is accounted for by a 
decline in the value of money, and not by an increase in the power of 
cotton to command other goods in exchange. Expressed in terms of com- 
modities other than money, the value of cotton was by no means three 
times as great in 1920 as in 1913. 

Nevertheless, in our present treatment, it will be convenient to express 
values in terms of money, and we shall so express them. If we are dealing 
with long-time periods, it must be understood that we are assummg that 
there has been no change in the value of money during the peiiod re- 
ferred ^o-~that is, that there has been no change in the price level. It may 
be mentioned in this connection that in the many exhaustive studies of 
prices made by various agencies in recent years, care has usually been 
taken to “correct” the prices used, so that readers may not be misled by 
changes that are due to fluctuations in the price level. When corrections 
of this kind have been made, it is permissible to use prices to express 
values even over long periods of time. 

The Use of Graphs in the Study of Price. The student of economics 
who wishes to master the principles of price determination will do well 
to undertake, from the very outset, to express his problems in the form 
of graphs. Not only does this method of approach render less difficult the 
study of one of the most troublesome phases of economic theory, but 
it has the added advantage of helping one to retain in mind the essential 
features of the principles that relate to the determination of individual 
prices. On this account, we here describe briefly the making of demand 
and supply curves, and in later chapters shall show how these curves are 
used to illustrate price determination. , 

Demand and Supply Schedules. An exhaustive study of cotton prices 
published by the United States Department of Agriculture^ provides us 
with data from which we may draw up a demand schedule and construct 
a demand curve. A demand schedule (which we shall call “demand”) is 
a series of quantities of an economic good which^ in a given market at 
a given time, would he purchased at a corresponding series of prices, 

2Chap. 36„ ,, 

3 Bradford B. .Smith, ‘‘Factor Affecting the 'Price of. Cotton/* 'Technical, 'Bulletin No. 50, 
Washington, United States Department of. Agriculture, January, i92S. ' ' 
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Modified slightly, the government figures referred to give us the follow- 
ing demand schedule:^ 


At a Price 
(per lb.) of 

Buyers Stand 
Ready to Buy 
(millions of bales) 

40 cents 

10 

35 ” 

11 

30 ” 

12 

25 ” 

13 

20 

15 

15 ” 

18 

10 ” 

23 


Though the Department of Agriculture does not provide a supply 

schedule, we may construct a 

hypothetical schedule for ourselves, assum- 

ing that cotton would be offered by dealers in the following quantities at 
the prices given: 

Sellers Stand 

At a Price 

Ready to Sell 

(per lb.) of 

(millions of bales) 

10 cents 

5 

15 ” 

11 

20 " 

15 

CM 

18 

30 '' 

20 

35 ” 

21 

40 

22 


Thus we see that a supply schediile (which we shall call “supply”) is a 
series of quantities of an economic good which, in a given market at a 
given time, would be offered for sale at a corresponding series of prices. 

Demand and Supply Curves, These schedules may readily be con- 
verted into demand and supply curves, the demand curve appearing as in 
Fig. 7., 

It will be noted that prices are plotted along the vertical line OY, and 
cpantities (bales, in the present instance) along the horizontal line OX. 
The demand schedule supplies the data for the placing of a number of 
points, each point indicating both a price and a quantity. The position of 

^ Strictly speaking, a demand schedule is made up of quantities and prices at a 
given time. figures here used were compiled from the experience of a number of 
years. Thus it is not a true demand schedule, in the exact economic sense of that term. 
But it is mtirely satisfactory for our present purposes, and its use should not lead to 
confusion. All that we have done is to ignore the time element in using these data. 
The difficulties of “extracting” the factor of time in the construction of demand schedules 
may he seen by reference to Henry %(hultz» StaUstiml Laws of Demand and Supply, 
Chicago, University of Chicago Press, 1928. 
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each point is determined by the intersection o£ two imaginary lines 
drawn perpendicularly to OY and OX from particular price points and 
quantity points, respectively. The broken lines in Fig. 7 indicate the pen 
pendiculars that fix the position of the point for 15,000,000 bales at 20 
cents a pound. When a point has been supplied in like manner for every 
item listed in the demand schedule, these points are connected by solid 
lines, and the demand curve is complete (see DD). Though only seven 



Millions of bales 
Fig. 7. A Demand Curve 
(Charted from a demand schedule.) 

prices appear in our illustration, it wdll be understood that a demand 
curve may have an infinite number of quantities and corresponding prices. 

The supply schedule may like%vise be made into a curve as in Fig. 8.® 

^The SS curve in Fig. 8 does not have any necessary relation to costs of production, 
but merely shows the prices at which various quantities would be offered by sellers. 
However, the supply curves for long-run supply (which will be desaibed in later 
chapters) are definitely related to costs of production, being based on the average costs 
per unit of die several quantities that appear m die 'supply schedule. We may also 
note here a fact .that will, later have detailed treatment, viz.., that long-nin su,pply 
curves". do.. not :m''ecessanly.' show (as ''does..;. the supply;’ curv’c.in Fig.'S) .that, progressively 
larger quantities would 'be offered only at progressively , .higher prices.'. Indeed, long-run 
supply curves may'' slope upward, downward, 'or move ' parallel to the OX axis. , ■ 
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Meaning of the Term '‘Market.” It should now be noted that the word 
‘'market'’ is employed in a special sense by economists. To most persons 
this term suggests a definite place (perhaps a building) in which buyers 
and sellers come together for the transaction of business. The economist, 
however, uses the word to include any region, however large or small, in 
which buyers and sellers are so situated that they may engage freely in 
the purchase and sale of a given good. The market for fresh vegetables. 



Millions of bales 

Fig. 8. A Supply Curve 
(Charted from a supply schedule.) 

for example, is often a very restricted one, because of the perishability 
of these goods, and may be limited to a small village. But such com- 
modities as wheat and cotton, which are in demand in many countries 
and can be transported safely and cheaply for great distances, are bought 
and sold in a wor/d market. 

The essential elements of a market, then, are the possession of accurate 
information on market conditions by the parties concerned, and the 
ability to deliver the goods promptly and safely once a sale has been 
made. 
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Market Demand and Market Supply. We shall have occasion to use 
two further terms which require a few words of explanation. They are 
“market demand” and “market supply.” We have spoken of a demand 
schedule (or demand) as being a series of quantities of an economic good 
which, in a given market at a given time, would be purchased at a cor- 
responding series of prices. Market demand is represented by a single 
point of a demand schedule; that is, it is the quantity of an economic 
good which, in a given market at a given time, would be purchased at a 
specified price. In like manner, market supply bears a similar relation to 
the supply schedule; it is the quantity of an economic good which, in 
a given market at a given time, would be offered for sade at a specified 
price. 


THE INFLUENCE OF DEMAND IN PRICE 
DETERxMINATION 

The Meaning of “Demand.” The word “demand” is one of many which 
economists use in a special sense. Some persons employ this term when 
what they mean is simply desire. They say, for example, that the demand 
for houses is great, when tvhat they have in mind is that there is a desire, 
on the part of many people, for better housing facilities. To the economist, 
however, there is no such thing as demand apart from price. Demand to 
him signifies much more than the desire for economic goods. The eco- 
nomic use of the term includes not only this desire, but also the willing- 
ness and ability to purchase the commodity at a stipulated price. It is 
obvious that the desire of a laborer for a palatial residence, a Rolls- 
Royce car, and a retinue of servants, tvhich he may have seen portrayed in 
motion pictures, does not in any w^ise affect the demand schedules for 
these commodities and services, and does not, therefore, constitute de- 
mand in the economic sense; for thex'e can be no demand until desire 
is backed up by purchasing power. Ail that has been said in this para- 
graph is entirely consistent, of course, with our technical definition of 
demand as a series of c|uantities of a good which, in a given market at 
a given time, would be purchased at a corresponding series of prices. 

The Law of Demand. Economists who have studied the actions of the 
buying public, as expressed in purchases of economic goods, have gen- 
eralized their findings in the form of a statement knowm as the Law of 
Demand. According to this Idm, the quantity of an economic good that 
will be purchased^ in a given market and at a given varies inversely 

with the price; xh^t is to say, more goods of a given kind wdii be bought 
at a low than at a high price. Therefore, the larger the quantity of a 
good to be disposed of, the lower the price must be. This state of affairs 
is showm graphically by the general slope of the demand curve, wdiicli is 
toward the right and downward, as may be seen by reference to the de- 
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inand curve shown in Fig. 7. If the Law of Demand is correct, a total de- 
mand curve must always move in this general direction, since a movement 
downward indicates lower price and a movement to the right indicates 
increased quantity. 

Causes of the Law of Demand. There are three important factors con- 
tributing to the relationship between quantity and price that is described 
by the Law of Demand. These factors are: 

1. The principle of diminishing utility. 

2. Differences in the desires of individuals. 

3. Differences in the money incomes of individuals. 

Influence of the Principle of Diminishing Utility. We have seen that 
there can be no such thing as demand for a good unless there is a desire 
for the good, for no man will pay a price for a thing that he does not 
desire. The amount he would pay rather than go without the good meas- 
ures the intensity of his desire for it, or (to use a term employed in Chap- 
ter 5) the utility of the good. If, then, a person is willing to pay 6 cents for 
an orange, the 6 cents is a measure of the utility of the orange to this 
person. We may take it for granted that he expects the gratification 
yielded up by the orange to justify the expenditure of the 6 cents. It may 
develop that his calculations were wrong. He may find, upon consuming 
the orange, that it affords less gratification than a 5-cent apple. He may 
even discover that it gives him indigestion instead of satisfaction. But 
whatever may be his reasons for wanting the orange in the first place and 
whatever the outcome of its consumption, the fact remains that, when he 
made the purchase, 6 cents measured the utility of the orange to him and 
influenced his bid for it. 

But a willingness to pay 6 cents for a single orange does not necessarily 
mean a willingness to pay as much for a second or a third. Indeed, it is 
a matter of common experience that the more units of a given good a man 
possesses, the less highly does he prize each unit of his total* stock. A 
single suit of clothes is extremely important in a civilized society, and its 
utility is correspondingly great. It is not so important to have a second 
suit, and it is still less necessary to have a third. The utility of the second 
suit, therefore, is not so great as the utility of the first, and that of the 
third is still less than that of the second. If suits of clothing should 
be added to one’s wardrobe until one’s personal effects included (say) 
seventy-five suits, as is said to be the case with the Duke of Windsor, 
the utility of each of these suits would obviously be rather slight. That is, 
any one suit could be dispensed with without the owner suffering greatly 
through its loss, though by the man having but two suits, or even three, 
the loss would be felt more keenly. The point is that the more units of a 
good one has, the less importance does one attach to each of the units. 
Another way of putting it is to say that at any given time the intensity of 
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a person's desire for a unit of a given good diminishes progressively m 
additional units of this good are acquired. 

This is the principle of diminishing utility, and we may readily see 
how it contributes to the Law of Demand. We ha\x* suggested that a mail 
who is willing to pay 6 cents for a first orange might have a slighter in- 
tensity of desire for a second, third, hundredth, or thousandth orange. 
Since he will pay no more for an orange than the amount which measures 
its utility to him, then clearly as the utility of oranges diiiiiiiislies his bids 
for oranges will decline. He would take two oranges, let us say, only if 
oranges were selling at 5 cents apiece, three if they were 4 cents, four if 
3 cents, and five if they could be had at 2 cents each. 

If, then, this person were the only one bidding for oranges, the demand 
schedule for oranges would be one orange at 6 cents, two oranges at 5 
cents apiece, three at 4 cents, four at 3 cents, and five at 2 cents. This 
schedule, it will be seen, illustrates perfectly the Law of Deniand, since 
it shows that the quantity that would be purchased \'aries inversely with 
the price. A curve drawn from this schedule will, like the demand curve 
in Fig. 7, slope to the right and downward. It will be apparent, there- 
fore, that the principle of diminishing utility is a factor affecting the 
Law of Demand. 

The Iiiffuence of Differences in Desires. Another factor is differences 
in desires. Some people are very fond of oranges and will pay high prices 
rather than do without them, whereas others care for oranges only 
moderately, and still others have so slight a desire for this fruit that they 
can be persuaded to purchase only if the price is extremely low. It is en- 
tirely possible, for example, that of five persons having equal money 
incomes, one, because of his liking for oranges, would be willing to pay 
6 cents for a first orange, while the second, third, fourth and fifth mem- 
bers of the group, because of their smaller desires for oranges, would pay, 
respectively, only 5, 4, 3 and 2 cents for their first oranges. 

If we tvere to graph the influence of these differences in desires, relating 
as they do merely to xhrt highest prices at which these five individuals 
wmuld buy oranges, wx should again have a curve sloping toward the 
right and downward. For our data show that one orange tvouid be bought 
at 6 cents, two at 5 cents apiece, three at 4 cents, and so on, the number 
that would be purchased varying inversely with the price. Of course, each, 
of these persons, whether he w^ouid buy a first orange at 6 cents or at 2 cents, 
will be subject also to the principle of diminishing utility, and sooner or 
later would buy additional units of this good only if they could be had 
at progressively lower prices., . 

, It.ds evident, .then, that the principle of diminishing .utility .and , dif-. 
ferences, in: desires, both, contribute to the- Law? of Demand, since both in-: 
fiuence the .,dem,and "curve in, the same -general direction., / 

, -,,The''iIniuence d Bifferences in Money Incomes. , : ,To .these , two: influ- 
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ences must be added a third— that of differences in the money incomes of 
individuals. There can be little doubt that some members of society who 
are very fond of oranges must, because of limited incomes, do without 
them when the price is as high as 6 cents each. Some who could not afford 
to buy at 6 cents would doubtless come into the market at 5 cents, still 
others at 4 cents, and so on. Moreover, some persons with small incomes 
who bought a single orange each at 6 cents might be induced to buy two 
if the price were 5 cents, or three if oranges could be had at 4 cents 
apiece. The point is that there are people whose incomes, though small, 
would permit them to buy oranges at a low but not a high price. It seems 
safe to say, therefore, that this one factor— the influence of differences in 
incomes— would, if presented in graphic form, give us a curve sloping to 
the right and downward indicating that the number of oranges that 
would be purchased varies inversely with the price. 

Because of the operation of the principle of diminishing utility, an in- 
dividual can be induced to buy more units of a given good at a low 
price than at a high price. Because of differences in desires, more people 
can be induced to buy a given good at a low than at a high price. Because 
of differences in the money incomes of individuals, more people caii be 
induced to buy a given good at a low than at a high price. Combining 
these three factors, we have a composite of influences all of which affect 
demand in the same direction. This composite gives us the statement 
known as the Law of Demand, which is pictured graphically in the de- 
mand curve. The Law of Demand applies, of course, to economic goods of 
all kinds. 

Changes in Demand. Demand, as we have seen, is a series of quantities 
of an economic good which, in a given market at a given time, would 
be purchased at a corresponding series of prices. When changes in de- 
mand occur they indicate that there has been a readjustment of quantities 
and prices. An increase in demand means that at each of the several prices 
appearing in a demand schedule a larger quantity would be purchased 
now than formerly, or that the same quantity as would formerly have 
been bought at each of these several prices would now be bought at a 
higher price. A decrease in demand, on the other hand, means that at each 
of the prices appearing in a demand schedule a smaller quantity woul^ 
be purchased now than formerly, or that the same quantity as would 
formerly have been bought at each of these prices would now be bought 
only at a lower price. It is impossible to express increased and decreased 
demand without resorting to rather involved sentences, but any difficulties 
that the reader may have in understanding the above statements will 
disappear promptly if he ’will follow carefully the descriptive matter in 
the remainder of the present section. 

Table 8 consists of three demand schedules which show original, in- 
creased, and decreased demands for oranges. Let us make sure, by 
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reference to these schedules that the requirements of increased and de- 
creased demand are here fully complied with. We note, for example, that 
under the original conditions of demand 10,000 oranges would have been 
bought at 5 cents each. According to our definition ol increase in demand, 
“[at 5 cents] a larger quantity would be purchased now than formerly”; 
and the final column of Table 8 shows that 13,000 oranges, instead of 
10,000, would now be bought at this price. Or, to quote the second half 
of our definition, “the same quantity as would formerly have been bought 
at [5 cents] would now be bought at a higher price and the table shows 
that this same quantity, 10,000 oranges, would now be bought at the price 
of 8 cents each. 

Table 8. Changes in Demand Schedules for Oranges, 

Showing Decreased and Increased Demand 


Number of Oranges That Would 


Price per Orange 

Be Bought 

Decreased 

Demand 

Original 

Demand 

Increased 

Demand 

8 cents 

4,000 

7,000 

10,000 

7 cents 

5,000 

8,000 

11,000 

6 cents 

6,000 

9,000 

12,000 

5 cents 

7,000 

10,000 

13,000 

4 cents 1 

8,000 i 

11,000 

14,000 

3 cents 

9,000 ; 

12,000 

15,000 

2 cents ! 

10,000 1 

13,000 ; 

16,000 

1 cent 

11,000 ' 

14,000 i 

17,000 


Comparing, next, original demand wdth decreased demand, w’e find 
that the figures show that at 5 cents each only 7000 oranges would now 
be taken, as against the former figure of 10,000, and that the original 
quantity of 10,000 tvould be bought only if the price were as low as 2 
cents each. Here, then, is a fulfillment of the two rec|uirements of a de- 
crease in demand— thdii “at each of the prices appearing in a demand 
schedule a smaller quantity would be purchased now than fomierly” 
(7000 instead of 10,000 oranges at 5 cents each), and that “the same 
quantity as would formerly have been bought at each of these prices 
would now be bought only at a lower price” (10,000 oranges at 2 cents 
instead of 5 cents each). A detailed examination of Table 8 shoxvs that 
increased demand and decreased demand, respectively, are here correctly 
illustrated.' " 

Fig, 9 presents ■ the situation graphically. ,DD is, the Diiginal , demand 
curve, B^D' is a new curve showing increased demand, and' D.^'D" another 
new curve indicating decreased demand. In the graphic . presentation of 
demand curves, then, an increase.; in demand 'is. shown by .a. 's.M:ft of the^ 
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curve to the right, and a decrease in demand by a shift of the curve to 
the left. In Fig. 9 it happens that the new curves, D'D' and are 

parallel to DD, but it should be apparent that a new curve, showing in- 
creased or decreased demand, need not be parallel to the original demand 
curve. 


Price per orange 



Fig. 9. Demand (D) , Increased Demand (D') , and Decreased 
Demand (D'9 for Oranges. (Compare Table 8.) 


An increase in the demand for a good may occur because the utility of 
the good has increased, or because an increase in money incomes induces 
former buyers to purchase in larger quantities or new buyers to enter the 
market. A decrease in demand, of course, would result from causes of an 
opposite nature. In the case of decreased demand, either the good in 
question is desired less highly than before, or there has been a decline 
in money incomes which, though the utility of the good may remain un- 
changed, makes it impossible for would-be consumers to purchase as large 
quantities as were indicated in the old demand schedule. (It is scarcely 
necessary to add that an increase or a decrease in demand may be the 
result of more than one cause.) 

To be specific, an increase in the demand for oranges might well result 
from an elaborate campaign setting forth the health-giving qualities of 
this fruit. Publicity of this kind would doubtless make some people willing 
to buy more oranges at a given price than they would formerly have 
bought at that price. Or an increase in the wages of workingmen might 
bring the use of oranges within the range of many families in which they 
were formerly unknown because of their relatively high cost. On the other 
hand, if an enterprising manufacturer of cigarettes should ufge upon the 
public the desirability^^^^^^ cigarettes instead of eating oranges, 

conceivably the effect might be a decline in the demand for oranges and 
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an increase in the demand for cigarettes. A decline in, the wages of work- 
ers might also bring about a decrease in the demanci for oranges, since, 
with reduced money incomes, certain wage earners would feel compelled 
to reduce their expenditures for those items of food udiic.li they might 
regard as luxuries. 

The Elasticity of Dem,a,nd. We must now consider the nature of t.lie 
.terms “elastic demand” and “inelastic demand.” Elastic deniand is a de- 
mand schedule which shows that the quantity of a good that would be 
purchased is so highly sensitive to price that a larger total amount would 
be expended for the good at a low than at a high price. Inelastic demand 
is a demand schedule which shows that the quantity of a good that would 
be purchased is so slightly sensitive to price that a smaller total anioiiiat 
would be expended for the good at a low than at a high price. If the total 
expenditure for the good wmuld be the same regardless of price, we have 
a demand schedule with an “elasticity of unity.” 


Table 9. An Elastic Demand Schedule, Showing the Nature 
OF THE Demand for Automobiles 


Price per Car ^ 

Quantity That 
Would be Bought 

Total 

Expenditures 

$1800 

1 

100.000 cars 

300.000 cars 

500.000 cars , 

700.000 cars 

900.000 cars 

1.200.000 cars 

1.650.000 cars 

$180,000,000 

480.000. 000 

700.000. 000 

840.000. 000 

900.000. 000 

960.000. 000 

990.000. 000 

1600.... 

1400 ... 

1200. 

1000 

800 

600 



The demand for luxuries is often elastic, because an appreciably smaller 
quantity of a luxury .may be sold at a high than at a low price, with the 
consequence that the total expenditure for the good in question, would 
be smaller, at' the high price than at the low price. .T,he deiiiand .for auto- 
mobiles may be used by tvay of illustration. To many people an automobile 
for personal use is regarded as desirable but .not indispensable. These 
people will buy cars if the price strikes them as moderate, but they will 
not buy if the price seems unduly high. Hence,, as we have suggested in 
Table 9, so many .automobiles of a particular, kind might sell at |600 
each that,' the total expenditure' for such cars at this low price would ex- 
ceed greatly the total .expenditure if the price were $1800 per car. 

' .On the other hand, There are, some 'economic goods, ' commonly re- 
ferred toms necessities, w.hich^ sell in,' almost as large qua'iitities at .high 
'.prices as at low. Bread is a , commodity of this type. The., amount of bread 
consumed by the .average .'family ' is- about the same whether the price is 
high or low. This is true also of potatoes and many 'Other relatively cheap' 
'food products. Indeed,, the less -'expensive the commodity, ordinarily the 
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more inelastic will be the demand for it, and vice versa. For if the good 
is one for which there are fairly satisfactory lower-priced substitutes, a 
high price may drive many people to the use of these substitutes. If the 
price of butter is high, some who would like to use butter will substitute 
oleomargarine; but if the price of potatoes or bread is high, there are 
few lower-priced substitutes to which buyers can turn, though they may, 
to be sure, practice extreme economy in the use of these goods and thus 
buy somewhat smaller quantities than they would have bought if the 
prices were lower. 

Some articles have an inelastic demand for the reason that they play 
so small a part in the average person's budget that even a high price does 
not keep people from buying. Decidedly fewer automobiles would sell 
at 11800 apiece than at |600, since this difference in price forms an ap- 
preciable percentage of the total income of the average individual. But it 
is probable that both newspapers and postage stamps sell almost as ex- 
tensively at three or four cents each as at two cents, simply because, at the 
higher prices, the outlay for new^spapers and postage stamps is an almost 
negligible item in one’s total expenditure for economic goods. 

Tables 9 and 10 show clearly how demand schedules may be tested 
to ascertain whether they represent elastic or inelastic demand. In Table 
9 we have a hypothetical demand schedule for automobiles, to which 
have been added total expenditures for all automobiles that would be 
sold at the several prices listed in the schedule. These steadily increasing 
“total expenditures” show that society as a whole would, under the con- 
ditions that we have assumed, spend more for automobiles at the lower 
than at the higher prices. The social budget for automobiles is sufficiently 
elastic to induce greater total spending for this commodity when the 
price is low than when it is high. Table 9 therefore illustrates elastic 
demand. 

Table 10 shows a contrary condition. For, although a low price for 
bread (according to the demand schedule) would induce a greater con- 
sumption of this good, yet the total amount spent for bread would be 
smaller at a low price than at a high price. This is the sort of situation 
that is referred to when we use the expression “inelastic demand.” 

Every demand schedule must obey the Law of Demand, and the fact 
that a schedule is elastic or inelastic does not in any way affect this re- 
quirement. Tables 9 and 10 both show that “at progressively lower prices 
progressively larger quantities would be purchased by consumers,” so 
that both of these schedules clearly conform to the Law of Demand. 

Demand is elastic, then, if the total amount spent by society for a given 
good would be larger at a low than at a high unit price; it is inelastic 
if the total amount spent for the good would be smaller at a low than at 
a high unit price. In the case of elastic demand, the larger quantity of 
a good that would be disposed of at a lower price as compared with a 
higher price, would more than compensate for the loss of revenue sulEered 
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through the acceptance of the lower unit price; in. inelastic dem,a,iid,, the 
larger quantity sold would less than compensate for this loss per unit; 
and in the case of an elasticity of unity the loss in revenue per unit of 
commodity would be fully compensated., but no more than compensated, 
by the larger quantity that would be sold at a lower as compared with a 
higher price. 

Table 10. An Inelastic Demand Schedule, Showing the Nature 
OF THE Demand for Bread 


Price per Loaf 

Quantity That 

1 Would Be Bought 

i 

Total 

.Expenditures 

16 cents 

5,000,000 loaves 

$800,000 

14 cents 

5,250,000 loav^es 

735,000 

1 2 cents 

5,500,000 loaves 

660,000 

10 cents 

6,000,000 loaves 

600,000 

8 cents 

6,250,000 loaves 

.500,000 

6 cents 

i 6,500,000 loaves 

390,000 

4 cents 

6,750,000 loaves 

270,000 

2 cents 

! 7,000,000 loaves 

! 

140,000 

1 


It should be noted that a demand schedule may indicate elasticity at 
one point and inelasticity at another. If, for example, Table 9 showed that, 
at $800, 1,100,000 cars w^ould be sold (expenditure, $880,000,000), and 
at $600 the sales would be 1,300,000 (expenditure, $780,000,000) we should 
have inelastic demand in this portion of the schedule, but elastic demand 
in the portion containing the other prices and quantities. Elastic and 
inelastic demand curves follow the general downward slope to the right 
which is characteristic of all demand curves. However, there is frequently 
quite a difference in the appearance of curves showing elastic and in- 
elastic demand. Elastic demand is shown in Fig. 10, and we note that 
the downward trend of the curve is quite gradual when compared with 
that of inelastic demand, v/hich is indicated in Fig. 11. But the appearance 


Price (each) 



Automobiles (hundreds of tbou^ds) 


Price per 
loaf 



Fig. 10. Elastic, Dem AN© ' ' Fig.; 11. ■''' Inelastic' Demahu' '' 

Shown in the demand for automobiles. . Shown hr the demand for bread. 
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of the curve is not the deciding factor, since the appearance of the curve 
depends upon the scale on which it is drawn. The real test consists of 
comparing total expenditures in the manner that we have described. In 
Fig. 10 the curve DD is elastic throughout, wdiereas the curve DD' 
is elastic from D to E, but inelastic from E to D'. Hence the curve DD' 
pictures the change from elastic to inelastic demand, which sometimes 
occurs and which w^as explained in the preceding paragraph. We shall 
have occasion to refer to elastic and inelastic demand in our further dis- 
cussion of price determination. 


Value is the power of a good to command other goods in exchange. 

Price is value expressed in terms of money. 

Demand (that is, schedule demand) is a series of quantities of an eco- 
nomic good which, in a given market at a given time, would be purchased 
at a corresponding series of prices. 

Supply (that is, schedule supply) is a series of quantities of an eco- 
nomic good which, in a given market at a given time, would be offered 
for sale at a corresponding series of prices. 

A jnarket is any region in which buyers and sellers are so situated that 
they can engage freely in the purchase and sale of a given economic good. 

Market demand is the quantity of an economic good which, in a given 
market at a given time, would be purchased at a specified price. 

Market supply is the quantity of an economic good which, in a given 
market at a given time, would be offered for sale at a specified price. 

Law of Demand: The quantity of an economic good that will be pur- 
chased varies inversely with the price, in a given market at a given time. 

Elastic demand is a demand schedule which shows that the quantity 
of a good that would be purchased is so highly sensitive to price that a 
larger total amount would be expended for the good at a low price than 
at a high price. 

hielastic demand is a demand schedule which shows that the quantity 
of a good that would be purchased is so slightly sensitive to price that a 
smaller total amount would be expended for the good at a low price than 
at a high price. 


1. Why is ‘‘price” important in a society in which “specialization” is highly 
developed? 

2. Define “value.” 

3. Give a specific illustration (not taken from the text) of “value,” 

4. Define “price.” 

5. Why is “value” usually expressed in terms of money?^ ^ ^ ^ ^ ^ ^ ^ 

6. Are prices accurate measures of values? Explain. , 
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7. What is the purpose of “correcting” prices, as is often clone in price studies? 

8. Define “deinaiid.” 

9. Define “supply.” 

10. Give synonyms for both “demand” and “supply.” 

11. Exactly what is a “demand curve”? A “supply curve”? 

12. Define “market.” Give examples of several types of markets. 

13. Distinguish between “demand,” “schedule demand,” and “market demand.” 

14. Distinguish between “supply,” “schedule supply,” and “market supply.” 

15. State the Law of Demand. 

16. What is the general direction of a demand curve? Why? 

17. To the economist the word “demand” signifies much more than the mere 
desire for economic goods. Explain. 

18. What are the three factors contributing to the situation described by the 
Law of Demand? 

19. Explain the principle of diminishing utility. 

20. We speak of “differences in desires” for economic goods as a factor influencing 
demand. Give some concrete examples indicating that such differences really 
exist. 

21. Explain the manner in which “differences in money iiiconies” affect demand. 

22. Precisely what is meant by an “increase in demand”? By a “decrease in 
demand”? 

23. How are increased demand and decreased demand, respectively, indicated 
on a demand graph? 

24. Explain economic conditions under which an increase in demand might 
take place. A decrease in demand. 

25. What are (a) “elastic demand,” (b) “inelastic demand,” and (c) “elasticity 
of unity”? 

26. Give examples of two commodities for whicii you should expect the demand 
to be elastic. Two for which the demand is inelastic. 
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CHAPTER 13 




SOMEONE HAS BEEN SO UNKIND AS TO SAY THAT A PARROT COULD BE MADE 

into a passably good economist simply by teaching him to answer “supply 
and demand” to every question that might be put to him. This statement, 
we believe, will scarcely be taken literally by the reader who has given 
careful consideration to the material that we have covered thus far. Never- 
theless, it serves to emphasize the vital part played by supply and demand 
in the determination of individual prices. And the significance of supply 
and demand needs to be emphasized, for the prices of all economic goods 
are determined by the conditions of supply and demand. This statement, 
however, comes pretty close to being meaningless unless one has an 


Table 11. Supply Schedule and Demand Schedule for Cotton 


Price per Pound 

Supply 

(quantities that 
would be offered) 

Demand 
(quantities that 
would be purchased) 

10 cents 

5 million bales 

23 million bales 

1 5 cents 

1 1 million bales 

18 million bales 

20 cents 

15 million bales 

15 million bales 

25 cents 

18 million bales 

13 million bales 

30 cents 

20 million bales 

12 million bales 

35 cents 

21 million bales 

11 million bales 

40 cents 

22 million bales 

10 million bales 



understanding of the nature of supply and demand, and of the factors 
affecting these two determinants of price. We have already had a good 
deal to say about demand, and shall devote the greater part of several 
chapters to a study of supply which will provide us with abundant food 
for thought. 

Equilibrmm of Demand and Supply. But our examination of supply 
will be simplified if, before entering upon it, we illustrate clearly the 
statement that price determination hinges upon the relationship between 
supply and demand. In the previous chapter we lobked into the making 
of supply and demand schedules and supply and demand curves. The 

■. ,.2io;' 
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rwo schedules for cotton there constructed may be put into a single table, 
as in Table 11. They may also be illustrated graphically in a single chart, 
as in Fig. 12. Here, it will be observed, we have brought together the 
demand and supply curves which were shown separately in Figs. 7 and 8. 

Table 11 shows that there is only one price at which buyers would 
take exactly the same quantity of this good as sellers would offer. This 
price is 20 cents a pound, and the quantity is 15 million bales. We have 
here an equilihrium of demand and supply, and it is through an eqtiilib- 



Millions of bales 

Fig. 12- Equilibrium of Demand and Supply in the Short Run, 
Under Competitive Conditions 


rium of this kind that price is indicated. Fig. 12, since it is a graphic 
representation of Table ii, shows precisely the same thing. Equilibriiiiii 
of demand and supply is here effected at the point at xvhich the demand 
and "supply curves intersect, and this point, ?,■ indicates that 15 million 
bales would be offered for sale , and 15 million bales .would be taken' .at., 
the price of 20 cents a pound. 

It should be clear, then, that in attempting to ascertain the price of a 
good under any given set of .conditions,.. -we must , keep a: 'simp lookout 
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for the point at which market demand is precisely equal to market supply. 
Ill the pages that follow, we shall look into price determination under 
perfect and imperfect competition, and complete and partial monopoly, 
and we shall examine prices in the “short run,” “long run,” and “period of 
current production.” But in all the complications which beset the student 
of price theory, he may perhaps get some comfort, and some assistance as 
well, from the realization that every price is determined by the forces 
of supply and demand, and that in most instances price can be indicated 
by an intersection of supply and demand curves. 

COMPETITIVE PRICE IN THE SHORT RUN 

Meaning of the ‘'Short Run.’’ We have referred above to the short run, 
long run, and period of current production. The long run and period of 
current production will be described later. The short run, wit! which we 
are to deal immediately, may be defined as a period of time in which there 
exists a fixed stock of a given economic good. The stock of a good is the 
total quantity in existence and available for sale at a given time; a fixed 
stock is a stock which cannot be increased, and cannot be decreased ex- 
cept by sale. 

This assumption of k short-run condition— of a fixed stock of an eco- 
nomic good— is certainly not an assumption contrary to fact. At any given 
moment the stock of every commodity is fixed, and, in the case of many 
commodities, the stock cannot be increased quickly. This is particularly 
true of agricultural products; the world stock of cotton, for example, can- 
not be enlarged until the coming of the next harvest, and consequently 
the condition is one of fixed stock until the new crop arrives. But it is 
equally true that the stocks of some types of manufactured goods cannot 
be added to very quickly because they are made by exceedingly round- 
about processes, the finished commodities maturing slowly from the raw 
materials. In general, however, man’s efforts to speed up production are 
less often interfered with in manufacture than in agriculture, since manu- 
facture is more largely independent of natural conditions, such as rainfall 
and temperature. 

Short-Run Price and Costs of Production. The costs incurred in the 
production of goods are of great importance in the determination of price 
in the long run and the period of current production, and will be dealt 
with in due time. They play no direct part, however, in price determina- 
tion in the short run, so that it will not be necessary to take them into 
account in our examination of short-run price. Costs of production can 
influence price only by affecting the quantity of a good that will be pro- 
duced in the future. Thus, the prospect of getting a price in excess of costs 
of production will lead enterprisers to produce large quantities of the 
good, while the fear of having to take a price lower than costs of produc- 
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tion will naturally lead them to limit their output, or perhaps even to 
quit producing entirely, to avoid incurring losses. 

Once the good has been produced, however, it is beyond the influence 
of the costs of production. The question that then arises, as we shall see, 
is the price at which the existing stock of the good can best be disposed 
of, and the answer need have no relation to the cost at which the good 
was produced. It is wholly a matter of marketing the good to the best 
advantage— of gettiyig as 7nuch as possible for the stock, regardless of 
whether this amount is greater or less than, or exactly equal to, the costs 
of production. 

Equilibrium of Demand and Supply in the Short Run. Let us now ex* 
amine a specific instance of short-run price determination, using the data 
given in Table 11 and Fig. 12 and assuming that they relate to the short- 
run supply of and demand for cotton in a given market. Here we have a 
fixed stock of 22 million bales. The demand curve illustrates the ivell- 
established fact that larger quantities would be purchased at a low price 
than at a high price; the supply curve shows, on the other hand, that 
larger quantities tvould be offered at a high than at a low price. Combin- 
ing these two curves, tve get an equilibrium at the point P, the distance 
of which from the horizontal line, OX, indicates short-run price, which 
is often spoken of as “market price.’' It may be remembered from Chap- 
ter 12 that this point, P, also marks the intersection of two perpendiculars 
drawn from the vertical line OY and the horizontal line OX, respectively. 
This being true, the line AP, measuring price, must ec|ual its parallel OB, 
and the price per pound at which 15 million bales will sell is 20 cents. 

P is the only point on the chart at which the demand and supply curves 
meet; that is to say, 20 cents a pound is the only price at which buyers 
are willing to buy exactly the same amount that sellers are willing to sell. 
It is the one and only price in the demand and supply schedules (and con- 
sequently in the demand and supply curves) at which 15 million bales 
of cotton will be both offered and purchased. It is the outcome, on the 
part of the buyers and sellers, of a comparison of satisfactions and sacri- 
fices, which is a condition of exchange essential to an actual trade trans- 
action. 

The Process of Bargaining. What takes place, in effect, is a process of 
bargaining. Sellers tvould like to secure as much as 22 cents a pound 
(see P') or even more, and they may at first ask this high price; but they 
soon discover, from the sluggishness of the market, that unless they 
lower :the price they will be left with very ■ considerable quantities of cot- 
ton on their hands. They then proceed to weigh the relative advantages 
of disposing of their holdings at once, at a lower figure or, on : the other 
hand, of retaining .their holdings a 'time in the hope of 'obtaining: a 
better price. : ,■ , ■ . . ' . ' 

In reaching,: a decision, ' the- ■ sellers, ' ask- themselves:'' sO'me ■■■ 'siidi ■■ questions 
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as these: What are the chances that the price of cotton will go up instead 
of down? How promptly is the higher price likely to be obtainable? How 
much will the storage charges for this period amount to? Is there a 
probability that the cotton will deteriorate in the meantime, and if so, 
to what extent? And so on. If, having surveyed the present situation and 
taken into account future prospects, the sellers of cotton come to the 
conclusion that it would be unwise to postpone the sale of their holdings, 
they will gradually reduce their quotations, and their asking prices will 
move toward the point P. 

Buyers, on the other hand, may try to buy at as low a price as 18 cents 
(see P"), but, discovering that purchases cannot be made at this figure, 
they gradually increase their bids, so that demand prices likewise move 
toward P. The final outcome, if our chart represents conditions accurately, 
is a meeting on the common ground, P, which, as we have already noted, 
is called the equilibrium of demand and supply. The point P, as we have 
said, indicates short-run price, or market price. These two terms may be 
used interchangeably. 

Competition and Monopoly. Short-run price is arrived at through a 
process of bargaining, and bargaining is seen at its best when there is 
competition among sellers to dispose of their goods, and among buyers 
to get possession of these goods. Competition is a market condition in 
which there are so many buyers and sellers that the actions of any one 
buyer or any one seller will not have any effect upon price. Competition 
assumes the absence of combinations among sellers and among buyers. 
It assumes, moreover, that every buyer and every seller is well informed 
as to the activities of other buyers and sellers, and that all units of the 
good under consideration are exactly alike, so that there is no reason why 
a buyer would rather purchase from any one seller than from another. 

Most of our discussion of price determination will assume the existence 
of free competition, as we have just described it. But competition, it 
must be confessed, is not always free and unhampered. It sometimes, 
though not often, happens that potential buyers, deciding that prices are 
too high, agree among themselves not to make purchases until prices are 
lowered. The effect is to bring the prices down, a result which is brought 
about w^hen sellers find it imperative to secure funds with which to meet 
their financial obligations. There were several instances of concerted 
action of this kind during World AVar I and following both that war and 
World War 11. 

Much more common than agreements among buyers are those among 
sellers of goods, which have the effect of raising prices through a shrewd 
regulation of the quantity of a given commodity that is offered for sale. 
This practice, carried to its extreme, gets into the field of complete monop- 
oly; and monopoly price (as we shall see later), though determined by 
conditions of demand and supply, is peculiar in that the quantity offered 
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for sale is controlled either naturally or artificially, being in the hands 
of a single seller or very few sellers.- Under monopoly conditions there 
is bargaining between sellers and buyers, but the buyers bargain at a dis- 
advantage because of the absence of competition among sellers. 

It will be well at this point to emphasize the fact that the only way that 
price can be influenced is through some action affecting either the quan- 
tity of a good that purchasers are rvilling to buy or the quantity that sellers 
are willing to offer. If consumers wish to beat down the price of a good 
through unified action, they must do it by limiting their purchases, that 
is, by bringing about a decrease in demand such as is illustrated in 
Fig. 13 of the present chapter. Sellers, moreover, can secure higher prices 
only by decreasing the quantity offered for sale, as is shown in Fig. 14. 
This statement applies equally to competitive and monopoly conditions. 
We see, then, that supply and demand are all-important factors in the 
determination of individual prices. 

A Note on Our Method of Approach. It is cpiite possible that some 
readers, by the time they have completed our treatment of price de- 
termination, will feel that undue emphasis has been placed upon perfect 
competition and cofiiplete monopoly, particularly in view of the fact that 
we admit frankly that these two extreme conditions are seldom found in 
the actual market place. But we have adopted our method of procedure 
deliberately. We believe, with Professor Schumpeter, that “the theory 
of perfect competition [and complete monopoly] still remains a useful 
and almost indispensable background with which to compare, and there- 
fore by which to understand, any other situation, however far removed 
it may be from it.”^ We are convinced that the forces underlying price 
determination can best be understood by studying in detail their opera- 
tion under assumed conditions, and then examining (as we do in Chap- 
ter 16) conditions which differ from our original assumptions, and noting 
the effects of these deviations upon our earlier conclusions. 

The Law of One Price. If buyers and sellers in a given market are well 
informed (as is implied in the economic concept of a market), and free 
competition exists (as is also assumed except when monopoly price is 
being considered), we have the conditions wdiich lead to the operation 
of the La%v of One Price. This law states that there can be but one price 
for a given good in a given market at a given time. Reverting to the chart 
illustrating the conditions of demand for and supply of cotton, tve may 
ask why, since some buyers could (and would, if necessary) pay more 
than 20 cents for cotton, virtually the total quantity disposed of must sell 
at as low a price as 20 cents; and why, on the other hand> since some 
sellers, if- necessary, w-oulcl' sell at 1-ess than- 20 cents, all of the cotton.-solcl' 
brings so high a price. 

The answers lie in the fact that no buyer will knowingly pay more than 

^ Joseph A. Schumpeter, in Jotitnal of PoUlicml Econoiny, April, 1934, p. 249. 
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necessary and no seller will take less, and as a consequence 15 million 
bales can be disposed of only if the price is 20 cents. If this quantity were 
thrown upon the market at different times, different prices might be paid, 
but competition among sellers prevents this method of marketing. If, for 
example, only 12 million bales were first offered for sale, they would be 
taken at 30 cents a pound, as is shown by the chart; but the dealers 
having the remaining three million bales, anxious to share in this high 
price and willing to accept any figure not lower than 20 cents, would 
quickly throw their holdings upon the market, and the price would 
inevitably drop to 20 cents. As a consequence of this method of market- 
ing, there can be (with very few exceptions) but one price— a price which 
is dictated by the relative conditions of supply and demand. Competition 
among buyers tends to force the price up, and competition among sellers 
tends to drive it down. 

Deviations from Short-Run Price. Though 20 cents a pound is the 
price at which the great bulk of this quantity of cotton must sell, this 
does not mean that there may not be occasional cases of sales at prices 
either higher or lower than 20 cents. For the equilibrium of demand and 
supply is arrived at through the trial and error method known as bar- 
gaining. In the process of bargaining it is entirely probable that some few 
buyers, in order to be certain of getting enough cotton to meet their needs 
and not knowing just how low the price will go, will make their pur- 
chases before the actual equilibrium takes place, and as a result will pay 
a somewhat higher price than would have been necessary a little later, say 
as much as 21 or 22 cents. It is likewise possible that some sellers, willing 
to take a lower price than 20 cents if necessary, will dispose of their in- 
dividual supplies of cotton at a little less than they might be able to get 
if they were to hold out somewhat longer. 

For the demand curve shows clearly (as has already been pointed out) 
that some buyers stand ready to buy at a higher price than 20 cents if 
it should seem necessary to pay more than that amount; and the supply 
curve shows that some sellers will sell at less than 20 cents if doubt arises 
as to their ability to secure so high a price. However, these unwise and 
unnecessary sales and purchases will be relatively few; and it seems 
probable that, as a usual thing, the sales which take place at prices above 
the point of equilibrium are counterbalanced by those that take place 
at prices below that point. These deviations from the short-run price 
dictated by the true conditions of demand and supply are due, of course, 
to imperfect competition, which is attributable in turn to ignorance of 
actual market conditions. Short-run price, then, is an ideal price which 
would prevail under conditions of perfect competition. In the absence of 
ideal conditions, actual prices fluctuate about short-run price, some sales 
taking place at exactly that figure, but others at somewhat lower prices 
and still others at somewhat higher prices. 
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The Law of Supply and Demand. It should be evident,, from what lias 
been said thus far, that price is the result of certain interactions of supply 
and demand. These important forces, supply and demand, will be ex- 
amined further in the next few chapters. We may well conclude our 
observations on short-run competitive price determination with a gen- 
eralization known as the Law of Supply and Demand. This law states 
that value (or price) varies directly with demand, and inversely with 
supply. (The reference is to schedule supply and demand.) Expressed in 
non-technical language, this means that if supply remains constant an 
increase in demand will result in a higher price, whereas a decreased 
demand will bring a lower price; and if demand remains unchanged an 
increase in supply will result in a lower price, but a decreased supply will 
drive the price up. 

In actual experience, of course, neither demand nor supply is likely 
to remain absolutely unchanged; but it is not difficult to find instances of 
one of these forces increasing or decreasing much more rapidly than the 
other, with the effects that are predicted in the Law of Supply and De- 
mand. At the outbreak of World War I, for example, there was a sharp 
decrease in the demand for cotton, owing to a decline in the manufacture 
of cotton cloth in England and elsewhere, with the result that cotton 
prices slumped; at the same time, there was a tremendous increase in the 
demand for steel which was required for munitions, shipbuilding, and so 
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on, and prices for steel rose to unprecedented ffgures. Here we have 
concrete examples of the truth of the statement that price varies directly 
wdth demand. That price varies inversely with supply is illustrated by 
the behavior of dye prices during that war. With a limitation of the 
quantity available because dyes could not be imported from Germany,, the 
price in the United States soared to dizzy heights. But an increase in supply., 
dep.resses price. An unusually large crop of" apples, 'or other ' agricultura! 
.products, again causes price to vary , inversely wdth supply; 'and in- a- 'case 
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of this kind, since supply is increased, the price of the commodity is driven 
down. 

The tendency of price to vary directly with demand and inversely 
with supply is shown graphically in the two simple diagrams given here. 
The charts show hypothetical conditions of supply and demand for sugar 
in a given market. In Fig. 13 the short-run price, or market price, as in- 
dicated by the intersection of the supply and demand curves, is 121/9 cents 
a pound. If, now, supply remains unchanged while demand shifts, we 
find that price moves directly with demand. If demand increases, as is 
shown by the curve D'D', price increases to 15 cents a pound. If de- 
mand decreases, as is indicated in the demand curve price also 

decreases, and sugar sells at 10 cents a pound. 

Fig. 14 illustrates the second part of the Law of Supply and Demand. 
In this diagram, demand remains constant while changes in supply take 
place. If supply decreases, as is shown in the S'S' curve, the price rises 
from 121/2 cents to 15 cents; and if supply increases (see S"S''), the price 
declines from 12 1/2 cents to 10 cents a pound. Thus we see that price varies 
inversely with supply. 

It will be clear that simultaneous changes in supply and demand may 
result in the effect of one change being canceled by the effect of the other. 
If we assume an increase in demand, such as is indicated by D'D' in Fig. 13, 
to be accompanied by an increase in supply of the size pictured in Fig. 14, 
we find that the tendency of price to rise because demand has increased 
is counteracted by the tendency of price to drop by reason of increased 
supply, with the equilibrium of supply and demand, and therefore the 
market price, remaining unchanged at the former price of 12 1/2 cents a 
pound. 

AN INQUIRY INTO “COSTS OF PRODUCTION" 

Thus far in our study of individual prices we have had no occasion to 
look into the costs of production of economic goods. We have simply 
taken for granted the existence of a quantity of a given commodity and 
tried to ascertain how, with a definite amount of a good available in a 
given market, the selling price of this good would be determined. The 
condition assumed was one of fixed stock— a stock incapable of being in- 
creased within the specified time limit, but one from which there 
would be placed upon the market such a quantity of the good as appeared 
to the individual sellers most likely to bring in the largest total receipts 
for their shares of the entire stock. These receipts would include, of course, 
not only the amount received from sales made during the short run, but 
also whatever was realized from the later sale of any part of the stock 
that might have been left over at the close of the short-run period. 

We now give some attention to the question of future production, and 
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its effects upon price determination. This inquiry leads us into the field 
of costs of production, which consist of all payments that most be made 
for the use of productive agents needed in the operation of a given type 
of enterprise. 

General Items Entering into “Costs.” The expenses which comprise 
costs of production are rent paid to landowners, wages to laborers, interest 
to capitalists who lend funds for the purchase of plant and equipment, 
and an adequate remuneration to managers for directing the work of 
turning out and disposing of the product of the industry. But some en- 
terprisers, in figuring their costs, show a tendency to overlook soiiie of 
these items, and as a consequence have only a ragiie notion of their 
total costs of production. When a business man has to pay out to others 
rent for the use of land, interest for the use of funds invested in capital, 
and wages for labor and management, he is pretty certain to include these 
items in his costs of production. But if, as often happens, he is using some 
land or capital of his own, or is himself actively managing the enterprise, 
there is a possibility that some of these items will be neglected in figuring 
the costs of doing business. 

Such costs as are represented by rent and interest must be included 
in total costs of production, even though the business man owns out- 
right all the land and capital he is using in his enterprise. For, in this 
event, he as a business man is paying himself as a landowner a sum that 
should appear as rent; and he is paying himself as a capitalist an amount 
that should enter into costs of production as interest. It matters not, then, 
whether land and capital are owned by the enterpriser himself or bor- 
rowed from others. A true understanding of total costs can be obtained 
only if, in calculating his costs of production, the business man sets 
down against the goods produced not only actual cash outlays, but also 
whatever amounts he could secure from others for land and capital 
owned by himself and used in his business. Moreover, the managerial 
ability that he expends in his own business must be chargeci for, since 
this ability, like the land and capital that he owns and uses in his enter- 
prise, would doubtless command a price from other enterprisers, if it 
should be thrown upon the market. 

If a man can command a payment from others when they use his land, 
capital, and services, he is surely justified, when using these things in 
his own business, in induding in his costs of production an amount as 
great, as .he could, obtain for these same items .elsewhere. Indeed,. ; he 
cannot know his costs accurately unless he does make a charge for the 
use' of ,liis"Own. productive factors as well -as for those that are .owned 'by 
others. If he is Working wholly wdth. .rented land and borrowed funds, 
and makes sure to enter against ■ the business a charge for his own per- 
sonal services, there is little likelihood of falling into error. For the 
'enterpriser "is fairly certaiii'to .set -down, am,ong 'his. costs, of ; production all 
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actual cash outlays; it is only those payments that he makes, or should 
make, to himself that are likely to be overlooked. 

Specific Items of “Costs.” But a business man, in reckoning his costs, 
usually includes in his expenditures considerably more than four items. 
Not only rent, interest, wages of labor, and wages of management, but 
such items as raw materials, power, light, transportation, advertising, in- 
surance, legal services, taxes, and depreciation and upkeep of plant, are 
likely to find a place in his calculations. This fact, however, does not 
invalidate our statement that costs of production are made up of pay- 
ments for the four factors of production. For each of these specific items 
—such, for example, as transportation-— can be broken down into its ele- 
ments; and when this is done it will be discovered that each of the items is 
itself the product of land, labor, capital, and management. In the final 
analysis, then, these are the factors of production that must be paid for if 
production is to be carried on; and the sum total of the payments for these 
factors constitutes the costs of production. 

Opportunity or Alternative Costs. We shall see later that the price of 
a good is often closely related to the costs involved in producing the 
good. These costs, in turn, are composed of the payments that must be 
made for the use of the several factors— land, labor, capital, and business 
management— that are essential to the production of the good. But we 
are not yet out of the woods, for w^e have still to discover what it is that 
determines the amounts that owners of productive factors will be able 
to obtain from those who must have the use of these factors of produc- 
tion if they are to carry on business. This problem will be discussed at 
some length in the chapters dealing with the distribution of income. For 
the present, we shall find it helpful, in our consideration of the costs of 
production, to look into the theory of “opportunity costs,” or, as they are 
sometimes called, “alternative costs.” 

Opportunity Costs in the Case of Labor. According to this theory, any 
enterpriser who wishes to secure the use of a productive agent— such, 
for example, as labor of a given type— will be compelled, in a free 
market, to pay as high a price as is bid by any odier enterpriser who needs 
this agent of production in order to carry on his business. Ordinarily, the 
person who has labor to sell will dispose of it to that enterpriser who 
makes him, ail things considered, the best offer for his services. By way 
of , simple illustration, we may say that in a given market— and this 
term, it will be recalled, implies accurate knowledge and free competition 
on the part of all concerned— a manufacturer of radio receiving sets 
will find it necessary to pay a cabinetmaker as large a wage as other manu- 
facturers of this product are offering for labor of this kind. 

Moreover, the cabinetmaker’s skill is sought not only by manufacturers 
of radio sets, but by producers of phonographs, pianos, high-grade fur- 
niture, and other goods. The cabinetmaker, then, is not compeiled to 
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sell his labor to a particular manufacturer of receiving sets, or, indeed, 
to any manufacturer of receiving sets. There is presented to him the 
alternative of working in a piano factory or in some other establishment 
where labor of his type is needed. He has available, then, a number of 
opportunities, from among which he may choose that which looks best 
to him. Experience teaches that, other things being equal, our cabinet- 
maker will lend his efforts to that line of production that pays him the 
highest wage. Therefore, every business that requires cabinetmakers will 
be compelled to pay workers of this type as much as is offered by any 
business; and wages for this particular kind of labor will tend to equality 
throughout the market. 

It will be found, upon investigation, that practically all workers have 
labor to sell which could be used to advantage in any of several different 
businesses. Pick-and-shovel men are needed in ditch-digging, road-mak- 
ing, and in many other activities. Semi-skilled machine tenders are em- 
ployed in some dozens of industries. Skilled workers, such as stone 
masons, bricklayers, plasterers, and electricians, are required in many— 
not merely a few— types of building construction. Our illustration might 
be extended to include nearly all kinds of labor. We see, then, that the 
demand for a particular type of labor comes, as a rule, not from one 
concern or from one industry, but from many concerns and ofttimes from 
several industries. From among these various “opportunities,'' the worker 
may choose that which strikes him as being the most advantageous. 

General Application of the Principle. But there are alternative uses 
for all four of the factors of production, and not for labor alone. The seller 
of land, capital, or business ability, quite as much as the seller of labor, 
ordinarily has available more than one opportunity for the profitable em- 
ployment of his productive agent. On a given piece of agricultural land 
either corn or cotton can be produced; and an urban building site may 
be advantageously located for either a bank building or a theater. Thus, 
the landowner is able, to some extent, to choose the use to which his 
property shall be put, and his choice is likely to be dictated by self- 
interest. In the case of capital, again, we have a factor which, over a 
period of time, can be diverted from one industry to another. For if 
capital is less well paid in one type of industry than in another, that 
which is employed in the less profitable business will not be replaced as 
it wears out, but the “replacement fund”— built up for the purchase of 
new equipment as the old is impaired— will be used for investment in the 
more remunerative field. It is scarcely necessary to suggest that business 
ability of a particular type can usually find employment in any of a 
number of different industries; for the organizing and directing skill that 
is essential to the success of one business is almost certain to be in demand 
in other businesses as well. 

Opportunity Costs as an Equalizing Force. We noted, in the case of 
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the cabinetmaker, that the industry that actually secures his services 
must pay him at least as high a wage as that offered by any other in- 
dustry. This statement holds also for land, capital, and business ability. 
The industry that obtains the use of the factors of production does so at 
a cost sufficiently high to outbid, in the case of each factor, other in- 
dustries that are anxious to use it but cannot afford to pay the price. The 
cost of each factor of production, then, is determined by the opportunities 
for profitable employment that are open to the factor; and the theory 
of opportunity costs states that this cost cannot be less than is bid by any 
form of business which offers alternative employment to the factor. 

Since the cost to the business man of any single factor of production 
is determined by the price which the factor could command in an alterna- 
tive use, it follows that the total costs of production of a commodity 
consist of the sum of the opportunity costs of all factors that are employed 
in its production. In certain parts of the southern states, for example, a 
given amount of land, labor, capital, and management will produce, over 
a period of years, an average annual yield of so many pounds of cotton. 
The costs of production of this cotton are made up of the opportunity 
costs that must be paid for the use of the productive factors. These same 
factors could be employed in the alternative business of corn-raising, and 
probably in the gi'owing of still other farm products. Cotton, then, is in 
active competition with corn in bidding for these scarce and useful pro- 
ductive agents. 

If cotton is to be produced, it will be necessary for the cotton-growing 
industry to pay for each acre of land as high a rent, to each farm laborer 
as high a wage, for each unit of capital as high an interest rate, and to each 
active enterpriser as high a wage of management, as would be paid for 
these several factors if they were utilized in corn-raising or any other eco- 
nomic activity. And, in like manner, if any corn is to be grown, the factors 
must be paid in this field of production as much as they would command 
in cotton-growing. 

An Illustration of Equalization. We referred a little while back to the 
tendency toward equality of remuneration for all like agents of produc- 
tion, and we find this tendency actually working out in large degree, as 
is evidenced by the presence, side by side, of cotton fields and corn fields, 
the cotton crop being produced by factors strikingly like those employed 
in corn production, and these like factors being paid like prices. A condi- 
tion of this kind means that, the prices of corn and cotton being wliat 
they are, it is immaterial to the farmers which of the two crops is produced, 
since economically one pays just as well as the other. If an acre of land, 
plus a given quantity of labor, capital, and management, will produce 
150 pounds of cotton or 30 bushels of corn, neither crop has an advantage 
over the other, provided the price of cotton is 20 cents a pound and corn 
is selling at a dollar a bushel. Both crops, then, will be produced; and the 
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costs of production of cotton will be |30 .an acre or 20 cents a pound, while 
the costs of corn will be $30 an acre or a dollar a bushel. 

Equalization and the Distribution of Productive Agents. But there is 
no assurance that the two crops will attract equal quantities of each of the 
productive factors. What we know for a certainty is that the price paid 
for a given factor must be the same for both of the competing crops. The 



Fig. 15. Opportunity Costs 

As illustrated by the demand schedules for laborers of a type 
needed in the production of both cotton and corn. Note the dif- 
ference in the quantity of this factor which, at a given price, will 
be used in the production of each of the two crops. 
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Fig. 16. Total Demand for Laborers Used in 
Production of Cotton and Corn 

(This demand curve is a composite of the separate curves given in Fig. 15.) 

quantity of the factor that will be employed depends in each instance 
upon the demand schedules of each industry for the factor in question. 
We may take, as a single instance, the case of farm labor of a type used 
in both cotton and corn production. Let us suppose, for the sake of sim- 
plicity, that this kind of labor is used only for producing cotton and corn. 
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Fig. 15 shows graphically the demand schedules for labor in cotton- and 
corn-growing, respectively. In Fig. 16 these two schedules have been com- 
bined into a total demand curve for this particular type of labor. 

Fig. 16, then, show^s the -^vages that will be paid for various quantities 
of labor of this kind, and Fig. 15 shows the proportions in w^hich the labor 
supply will be divided between the two fields of production. Fig. 16 indi- 
cates that if 700,000 workers are available in this market, the wage rate 
will.be |1 a day, and it will be the same in both cotton- and corn-growing; 
but we see, by reference to Fig. 15, that of these 700,000 wmrkers, 400,000 
will be employed for cotton production and only 300,000 for corn. If, 
under the conditions of demand here pictured, 1,000,000 laborers instead 
of 700,000 are seeking employment, they will receive only 75 cents a day 
for their services; in this instance 600,000 will be used in cotton-growing, 
and 400,000 in the raising of corn. If, on the other hand, there are only 
400,000 laborers of this particular type, the daily wage will be $1.25, and 
the total number of workers will be distributed equally between cotton 
and corn. 

It is evident, therefore, that a change in the quantity of one of the fac- 
tors of production, such as labor, will not disturb the uniformity of rate 
paid by the various industries using the factor. To be sure, an increase in 
quantity will lower the rate, and a decrease will raise it; but there is no 
I'eason to suppose that any business will be able to secure the factor at 
a lower rate per unit than any other business. In Fig. 15 we see that a 
reduction in the number of workers from 700,000 to 400,000 would cause 
both cotton and corn producers to pay a higher rate for labor. But there 
would be no difference in the wage as between the business of cotton- 
growing and the business of corn-growing. In both instances the wage of 
$1.25 a day would prevail. 

It is equally apparent, however, that there will be a readjustment in 
the proportions of the total labor force that each of the two businesses 
will employ, if the price that must be paid labor is $1.25 a day. For 
the demand curves in Fig. 15 show that an increase in wage from $1.00 
to $1.25 will reduce by one-half the amount of labor used in cotton pro- 
duction, but only by one-third the amount used in raising corn. The de- 
mand for cotton, it may be suggested, is more highly elastic than the 
demand for corn, and the quantity purchased is consequently more 
highly sensitive to the influence of price changes. This being the case, 
it is reasonable to expect an increase in the price of cotton— necessitated 
by an increase in the cost of the productive agent, labor— to affect sales 
more quickly and to a greater extent than an increase in the price of 
corn brought about by this same increase in the cost of labor. 

Scarcity and Costs of Production. We have several times noted the fact 
that price is the outcome of the demand for a good, on the one hand, 
and the supply of that good, on the other. In Chapter 12 we discussed 
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in detail the way in which utility affects price through its effect upon de- 
mand. The present chapter, and the three which follow, describe the 
manner in which scarcity, operating through supply, influences price. It 
should be borne in mind throughout our discussion that a price is paid 
for a commodity only because there is a scarcity of the commodity, and 
that the commodity is scarce only because the productive agents used 
in its making are scarce. On the supply side of price, therefore, we get 
back finally to the scarcity of the factors of production. 

The Prices of Productive Agents. The principle of opportunity costs 
explains the distribution of these factors (or agents) throughout the 
general field of production. First of all, the total quantity of a given fac- 
tor— say, labor of a given grade— will be divided among industries wish- 
ing to use that factor, in such manner as to equalize the price that must 
be paid for the factor by all industries that employ it. When the produc- 
tive agents are thus distributed and employed, there are brought into 
existence various quantities of different commodities, which must sell at 
prices sufficiently high to cover all payments for the factors used in their 
production. The prices obtainable for these commodities do not directly 
determine the prices that will be paid for the agents used in their produc- 
tion, but the prices that the commodities command do determine, on the 
basis of opportunity costs, the distribution of these scarce agents among 
the several industries desiring to employ them. The total demand for 
an agent is the sum of the demands of all who employ it in alteimative 
uses. Since the agents of production are desired not on their oxen account, 
but only because of their usefulness in producing other goods, it is cus- 
tomary to say that the price paid for the use of an agent is derived from 
the prices of the finished goods in the production of which it is employed. 
That is, the price paid throughout industry as a whole for a certain kind of 
productive agent is derived from the prices that can be had for the 
several commodities which the agent hHps to produce. But this price wall 
be high or low depending upon the relationship between the total 
supply of and the total demand for the agent. 

The Prices of Finished Goods. The price of individual commodity 
such as cotton, looked at from the side of supply, is affected by the 
costs of production of that particular commodity. These costs are the 
total of the prices (or costs) that must be paid for the use of all factors 
entering into the production of the good. If the factors used in growing 
cotton are expensive, less cotton will be grown than would be grown 
if the factors were cheap, cotton will be relatively scarce, and the price 
will be relatively high. It is through their effects upon supply, then, that 
costs of production influence price. It appears from our analysis that 
the prices of the agents of production and the prices of the goods that 
these agents bring into existence are simultaneously deterYnined on 
basis of opportunity costs. 
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Fixed and Variable Costs. Total costs may be broken down into fixed 
and variable costs. Fixed costs are those which must be met regardless 
of whether the plant is running at full capacity, at less than capacity, or 
not at all. They include such items as interest on investment, obsolescence, 
salaries of “key” executives who must be paid if they are to be held, and 
some kinds of insurance and taxes. Variable costs are costs which vary in 
total amount with the volume of output. In the manufacture of shoes, for 
example, the leather and other materials, the skilled and common labor, 
and the power used, increase or decrease in quantity as production in- 
creases or decreases, though the change in total variable costs is not 
necessarily proportional to the change in the quantity of the product. 
But production may, and frequently does, change to a considerable extent 
without affecting the size of the physical plant, the number of highly 
paid executives, and certain other items. Consequently, outlays of this 
type are given the name “fixed costs.” Fixed costs per unit of product 
may, at any given time, be determined by dividing the total of such costs 
by the total number of units produced. By adding this amount to the 
variable costs per unit, it is possible to get total average costs of production 
per unit. 


Table 12. Fixed, Variable, and Average Costs of Production in Shoe 

Manufacture 



When Operating at 
Capacity 

When Operating at 
Less Than Capacity 

Output 

1000 pairs 
$2000.00 

800 pairs 
$2000.00 

Fixed costs (total) 

Fixed costs (per pair) 

2.00 

2.50 

Variable costs (total) 

8000.00 1 

6600.00 

Variable costs (per pair) 

8.00 

8.25 

Total average costs (per pair) 

10.00 

10.75 



Influence of Fixed Costs upon Average Costs. The significance of fixed 
costs may be seen by reference to Table 12, in which are figures relating 
to the production of two quantities of shoes in a factory equipped to turn 
out 1000 pairs a day. This plant has total fixed costs amounting to 
$2000 a day, or $2.00 a pair when distributed over the 1000 pairs of 
shoes that are made daily when the plant is operating at full capacity. 
The variable costs are $8.00 a pair when this quantity is being manu- 
factured. With the factory making its capacity output of 1000 pairs a 
day^ the total average costs are $10.00 per pair. But let us suppose that the 
conditions of demand are such that the output must be cut down to 800 
pairs a day. The total variable costs are now lower than before, because 
less leather, labor, power, and other essentials are being used. However, 
the variable costs per wnit of output may be higher, since the unit costs of 



PRICE DETERMINATIO'N UNDER COMPETITION 227 


some of these things may increase when they are purchased in reduced 
quantities. Assuming that these new variable costs are $8.25 per pair 
of shoes, we now have $10.75 as the total average cost per pair. Hence, 
we see the importance of running a plant at full capacity whenever fixed 
costs form a large proportion of the total costs of production. 

Production at Less Than Full Costs. Total average costs of production 
include both variable and fixed costs. And price, in the long run, must be 
high enough to cover both kinds of costs—that is, total average costs of 
production, since otherwise a business will languish and eventually dis- 
appear. For a shorter period, however, it may pay to produce goods even 
though the price received for them is less than full costs. In the case of 
shoe manufacturing referred to above, if conditions of demand were such 


Table 13. Total, Average, and Marginal Costs in the 
Production of Corn 


Output (bushels) 

Total 

Costs 

1 

Average 

Costs 

Marginal 

Costs 

1,000 

$ 3,700 
4,250 
i 4,700 

5,050 
5,350 
5,600 

5.850 
6,140 
6,470 

6.850 
7,290 
7,780 
8,330 
8,940 
9,640 ! 

10,440 

11,390 

S3.70 


2^000 

2.12 

$.ss 

3^000 

1.56 

AS 

4,000 • 

1.26 

.35 

5,000 

1.07 

.30 

6^000 

.92 

.25 

7^000 

.83 ! 

.25 

8^000 

.77 

.29 

9,000 

.72 

.33 

10,000 

.68 

.38 

11,000 

.66 

.44 

12,000 

.65 

.49 

13,000 

.64 

.55 

14,000 

.63 

.61 

15,000 ^ 

.64 

.70 

16,000 

.65 

.80 

17,000 

.67 

.95 

1 


that only $9.50 a pair could be obtained, it would still pay to continue 
production, at least temporarily. For the fixed costs of $2000 a day 
would have to be met whether there was any production or not; and, 
though full production at $9.50 would mean a loss of $500 daily, no 
production at all would mean a daily loss of $2000. 

If, on the other hand, production could be increased 10 per cent with- 
out any increase in the fixed costs, it would pay to manufacture the 
extra 100 pairs of shoes and sell them for less than the full costs of produc- 
tion— say at $9.00— provided they could be disposed of in another market 
and not disturb the $10.00 price for the regular output of lOOO pairs. 
For the additional TOO pairs would bring in $900 a day, with a probable 
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outlay of something less than fSOO in variable costs (because of economies 
effected through enlarged purchases of the variable items), and with no 
addition to fixed costs. It is situations of this kind that encourage business 
concerns to “dump” goods abroad, selling in the foreign market at lower 
prices than in the home market. 

Average and Marginal Costs. Costs of production may also be classi- 
fied as average or margmaL We have already spoken of average costs, 
which are defined as total costs per unit of output and are obtained by 
dividing total costs by the number of units produced. Marginal costs are 
the amount added to total costs by producing one additional unit of the 
good in question. 

This distinction is made clear in Table 13, which presents hypothetical 
total, average, and marginal costs of a farmer who specializes in the produc- 
tion of corn. The table shows, for example, that if 12,000 bushels of corn 
are produced, there will be total costs of |7780, average costs of 65 cents a 
bushel, and marginal costs of 49 cents a bushel. The average costs are 
arrived at, of course, by dividing the total costs of $7780 by the 12,000 
units of output, or (to be exact) 64.8 cents; the marginal costs are the 
difference between the total costs ($7290) of producing 11,000 bushels 
and the total costs ($7780) of producing 12,000 bushels— divided by 1000, 
since we are dealing here with lots consisting of 1000 bushels each. We 
shall use the concepts of average total costs and marginal costs in the fol- 
lowing chapter, in discussing the determination of competitive price in 
the period of current production. 


1. Define “equilibrium of demand and supply.’' 

2. Define “short run.” 

3. What is the relation between short-run price and costs of production? 

4. Why cannot short-run price be higher than the figure indicated by the 
equilibrium of demand and supply, if competition is perfect? Why can it 
not be lower? 

5. What considerations influence sellers in deciding the price at which they 
will sell, and the quantity they will offer at this price? 

6. What considerations influence buyers in deciding the price at which they 
will buy, and the quantity they will take at this price? 

7. State and explain the Law of One Price. 

8. There is reference in the text to “general items” that enter into costs. What 
are these items? How are they related to what we have called the factors of 
production? 

9. Give several examples of “specific items” that enter into costs, and show the 
manner in which they are related to general items. 

10. State the theory of opportunity costs. 

IL What are “aiternative costs”?^^^^^ 
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12. Give an illustration (not taken from the text) of opportunity costs in the 
field of labor. 

13. Show that the principle of opportunity costs applies to all factors of pro- 
duction. 

14. Study Fig. 15, and explain precisely what is indicated by these two demand 
curves, in so far as equalization of costs and distribution of the productive 
agents are concerned. 

15. Through what means does utility influence price? 

16. Through what means does scarcity influence price? 

17. “The principle of opportunity costs explains the distribution of the factors 
of production throughout the general field of production." Explain. 

18. The price paid for the use of an agent of production is said to be derived. 
Derived from what? 

19. What are “variable costs" and “fixed costs"? 

20. It sometimes pays to produce goods even though the price received for 
them is less than full costs of production. Explain. 

21. Distinguish between “average costs" and “marginal costs." 


REFERENCES FOR FURTHER READING 

See list of references at the end of Chapter 12. 
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COMPETITIVE PRICE IN THE LONG RUN 

WE ARE NOW READY TO EXAMINE COMPETITIVE PRICE DETERMINATION IN THE 

long run. This is a situation in which supply is of the greatest importance. 
For the “long run” is a period of time sufficiently long to permit, on the 
one hand, an increase in the quantity of a given good through an en- 
largement of the producing plants or the entry of new producers into the 
field; or to permit, on the ’other hand, a decrease in the quantity of the 
good through the voluntary or enforced withdrawal of productive agents 
used in making the good. 

Long-Run Supply and Costs of Production. A stock of a good that can 
be increased or decreased, because the period dealt with is long enough 
to allow adjustments to be made in the productive factors, is called “long- 
run supply.” We shall find that under conditions of long-run supply there 
is a tendency for price to equal the average costs of production of the 
optimum firm— the firm which, to repeat a statement made in an earlier 
chapter,^ “has the lowest average cost of production per unit, when all 
those costs which must be considered in the long run are included.” 
This is the case because, in the long run, firms which fail to adopt the most 
advantageous size of business organization, and the most efficient methods 
of production generally, tend to be undersold and therefore to dis- 
appear from the industrial scene. 

There is nothing either profound or mysterious about price equaling 
cost of production. If the price of a good continues for long to exceed 
appreciably the average costs of production, the profit realized by pro- 
ducers of the good— that is, the difference between unit sales price and 
average unit costs— will, under competitive conditions, almost certainly 
attract the attention of others looking for business opportunities. If the 
profit offers sufficient inducement, the firms already in the field will en- 
large their productive capaGity and new producers will venture into the 
field, the quantity offered lor sale will be increased, and price will decline 


1 Chap. 9. 
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until the margin of profit is wiped out. Price therefore cannot, over a 
long period of time, exceed costs of production under conditions of perfect 
competition. 

Nor can it continue for long to be less than costs of production, for 
this is a condition that would result in definite losses. Though some 
concerns, firmly intrenched and amply financed, can stand considerable 
temporary losses, others that are less fortunately situated will rather 
promptly be forced out of business. The result will be a decrease in the 
quantity produced, and a rise in price that will continue until the sales 
price is sufficient to cover all costs of production. The costs of produc- 
tion, then; are an amount about which long-run competitive price tends 
to fluctuate. For any considerable variation between price and production 
costs is corrected sooner or later by certain forces that set to work al- 
most automatically whenever there is a discrepancy between price and 
costs. 

The Nature of Costs of Production. Before going further, we must give 
attention to a question that has probably occurred to the reader, and 
one by which students of economics are often puzzled. Why, it will be 
asked, are enterprisers willing to produce goods if they receive for them 
no more than costs of production? For, according to a statement already 
made, an amount just covering these costs is as much as business men 
may expect in the long run to realize from the competitive production 
and sale of their wares. This amount, nevertheless, is sufficient to keep 
business men interested in producing goods. For costs of production con- 
sist of a figure large enough to cover all payments which must be made 
in order to secure the several factors essential to the productive process, 
including (as we have said) wages of management. 

If total receipts from the sale of a product— that is, quantity times 
unit price— cover all necessary outlays, there is no reason why produc- 
tion should not be continued indefinitely. Of course, a business concern 
cannot hope to survive in the long run unless it can pay for the use of 
land, labor, and capital, as much as any other business can and will pay; 
for a failure to match the offers made by other enterprisers for the use of 
land, labor, and capital would inevitably result in the transfer of these 
factors to businesses presenting to the owners of the factors larger op- 
portunities in the way of remuneration. 

The Balancing of Profits and Losses. Owing to the existence of busi- 
ness risks (which we examined in Chapter 10), it is seldom possible to ar- 
range matters so that receipts will exactly equal costs of production. 
They will at times exceed costs slightly, and at other times be somewhat 
less than costs. Obviously, business success depends upon the profits of 
“fat years’' being in the long run at least as great as the losses of ‘Tean 
years.” But it is likewise true that if profits consistently exceed losses, 
the surplus of profits over losses, as we have already noted, will result 
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in fresh competition and the eventual elimination of the surplus. For (it 
may be repeated) if total receipts could be made year by year to equal 
the total costs of production, there would be no need at all for profits.^ 

Long-Run Competitive Price Under Conditions of Constant Costs 

Commodities are produced under conditions of (1) constant costs, 
(2) increasing costs, or (3) decreasing costs. We shall treat, in turn, long-run 
price under each of these three conditions. It will be found, as we have 
already said, that normal price in the long run tends to equal the average 
costs of production of the optimum firm; and this is true under all three 
of the conditions listed above. 

Price (each) 

Y 

$ 5.00 

4.00 

3.00 

2.00 

1.00 


10 20 30 40 50 60 70 80 90 100 

(Hand-made neckties in thousands) 

Fig. 17. Long-Run Competitive Price Under Conditions of 
Constant Costs 

An increase or decrease in demand does not affect the price. 

Characteristics of Constant-Cost Industries. The simplest of these con- 
ditions is that of constant costs. The term “constant costs” does not refer 
to a uniformity in costs as between various producers— a uniformity 

which is one of our conditions, however, since we are employing the 
concept of the optimum firm— but to a uniformity of costs per unit of 
product, regardless of whether the industry is organized to turn out 
many or few units. 

It should be stated at the outset that this condition is one which is 
difficult; to find in actual business practice. And yet there are some few 
industries in which an increase or decrease in the quantity produced does 
not change appreciably the costs of production per unit. These are 
businesses in which raw materials and machinery play a minor part, 

2 We shall examine this question again when we discuss the theory of profits (in 
chap. 23). 
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while labor is of great iroportance. Hand>made toys, hand-made cigars, 
and made-to-order clothing are commodities produced under substantially 
the conditions that have just been outlined. It is entirely possible that a 
considerable increase or decrease in the production of any of these 
articles by the industry as a whole would leave the costs of production 
per unit practically unaffected. It is improbable, however, that the produc- 
tion of any commodity could be increased or decreased indefinitely without 
some advantage or disadvantage appearing, which w^ould manifest itself 
in the form of either lower or higher costs. 

An Example of Constant Costs. Let us take, by way of illustration, the 
manufacture of neckties that are strictly hand-made. The supply curve, 
SS,^ in Fig. 17 indicates that these ties, regardless of the quantity pro- 
duced, can be made at a cost of $2.00 each. The demand curve, DD, cuts 
the supply curve at the point P. This means that 50,000 neckties can be 
sold at $2.00 each, and that 50,000 can be produced at $2.00 each. Since 
they can be produced at that cost, they will be produced in that quantity 
in the long run, if conditions of demand favor an output of this size. We 
are justified, therefore, in saying that the price paid in the long run 
for the 50,000 neckties will tend to be $2.00 each, which is equal to 
average unit costs of production. 

If demand had been greater than we have supposed— as great, say, as 
is suggested by the demand curve D'D'— manufacturers of neckties would 
have adjusted their output to meet this larger demand, and we should 
have had the production and sale of 70,000 ties, but still at $2.00 each. 
For in order to produce the 20,000 additional ties the firms would simply 
have bought 40 per cent more material, rented 40 per cent more space, 
hired 40 per cent more workers of ail kinds (including managers), and 
added 40 per cent to the very simple ‘‘tools’’— scissors, needles, and 
the like— used in manufacturing hand-made ties. The result would have 
been ^ 40 per cent increase in total costs, and also a 40 per cent increase 
in total output, with, of course, the same (or constant) costs per unit 
of product. 

shows that a smaller demand would, again, have left costs of 
production, and therefore price, unchanged. For under these conditions 
of demand, 30,000 neckties would have been bought at $2.00 each, and 
our supply curve shows that this quantity would likewise have been 
produced at that figure. Production in the long run may be relied upon to 
adjust itself to conditions of demand. If, with DD representing the actual 
conditions of demand, only 36,000 ties had been manufactured, they 

® Long-run curves, though labeled SS, may quite properly be regarded also as cost 
curves. For they represent the various quantities which the optimum firms, if given ample 
time to make necessary adjustments, could produce at various prices. Since the long-run 
concept provides ample time, we may take it for granted that these firms will supply 
these various quantities at their respective prices, if demand changes. Our SS curves 
therefore are true cost curves, as well as supply curves. 
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would have sold, as our figure shows, at $8.00 each (see p); and if 64,000 
had been produced they would have sold at $1.00 each (see p'). But a 
maladjustment between production and demand could not exist in the 
long run, since it would correct itself fairly promptly; for the $8.00 price 
(and $1.00 profit) would attract new enterprisers, while the $1.00 price 
(and $1.00 loss) would discourage many producers and force some out 
of business. In the long run, therefore, price tends to ec|ual costs of 
production; and under conditions of constant costs price tends always to 
be the same, whether output is large or small. 

Long-Run Competitive Price Under Conditions of Increasing Costs 

Increasing costs are most apparent in those lines of economic activity 
which employ large quantities of natural resources, or raw materials that 
are produced in large part through the use of much land. If inferior 
coal mines or oil wells must be called into use in order to provide society 

Price per 
bushel 
Y 

$2.50 
2.00 
1.50 
1.00 
.50 

^ 100 200 300 400 500 600 700 800 900 1000 

(Wheat in millions of bushels) 

Fig. 18. Long-Run Competitive Price Under 
Conditions of Increasing Costs 

An increase in demand raises the price; a decrease in demand lowers the price. 

with all the coal and petroleum its members insist upon having, the use 
of these poor mines and wells will probably result in higher average costs 
of production. And if increases in population lead to increased demand 
for agricultural products, it sometimes becomes necessary to cultivate 
land that is but poorly adapted to growing the required crops; as a 
consequence the average unit costs of production of wheat, corn, cotton, 
and other farm products are higher than they would be if smaller 
quantities were produced. 

Example of Increasing Costs. We shall take, for our example of in- 
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creasing average costs, the production of wheat, though any other agricul- 
tural crop would answer the purpose equally well, as would also certain 
lines of manufacture and public service. There is some land in the 
United States on which 50 bushels of wheat per acre can be grown, while 
the same amount of capital and labor employed on other wheat land 
produces but 15 bushels, or even less. But superior wheat land is scarce, 
and if the demand for this grain is so great as to require the use of in- 
ferior land, the average costs of production are bound to be higher than 
they would be if the total amount of wheat grown in this country were 
small. 

Fig. 18 shows that growers of wheat could produce at average unit 
costs varying from 50 cents to v^l.50 per bushel, the average costs de- 
pending upon the quantity which the wheat-growing industry has been 
organized to produce. If it were organized to produce only 100,000,000 
bushels, the average cost of production would be 50 cents. But this 
cjuantity, according to the demand curve DD, would command a price 
of $2.00. Since we are considering price in the long run— a period 
sufficiently long to permit production to adjust itself to conditions of 
demand— it is unthinkable that there should long be a discrepancy be- 
tween price and average costs of production. For in this “long run,” 
producers would have moved out to less and still less fertile wheat lands 
and produced there at higher average costs, just so long as these costs 
were no greater than the price obtainable for their product. The diagram 
shows that, in adjusting their productive forces to conditions of demand, 
they stopped at the point P, at which point the industry was organized 
to produce 750,000,000 bushels at an average cost of |1.20; and that this 
quantity could be sold at $1.20 a bushel. If demand—by reason, let us sup- 
pose, of a large population— had been so great as to be represented by 
the demand curve D'D', the average costs of production would have 
been $1.40 (see P'), and 920,000,000 bushels would have been produced 
at an average cost of $1.40, and sold at this figure. If, on the other hand, 
the conditions of demand had been those indicated by the curve 
540,000,000 bushels would have been produced at an average cost of 
|1.00 per bushel, and would also have sold at $1.00. 

Industrial Reorganization in the Long Run. The costs of production 
with which we are here dealing are, of course, the average costs per unit 
of output, which are found by dividing total costs of production by the 
number of units produced. According to Fig. 18, the total costs of pro- 
ducing 100,000,000 bushels of wheat are $50,000,000, making the average 
costs 50 cents per bushel; the total costs of 750,000,000 bushels are 
$900,000,000, With an average of $1.20 per bushel; and so on. 

It is important to note that we assume, in discussing long-run com- 
petitive price, thBX every substantial change in the quaritity of production 
has been brought about through a reorganization of the industry-~th.d.t is. 
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through a readjustment of the forces of production to the changed condi- 
tions of demand. 

If 750,000,000 bushels of wheat are to be produced instead of 100,- 
000,000 bushels, the readjustment that is necessitated in getting out the 
larger quantity increases the total costs of production to a greater extent 
than the quantity itself is increased, and the average unit costs rise. 
Without attempting to give an adequate explanation of this increasing 
cost, we may suggest that the larger output involves the cultivation of 
inferior land and the more intensive use of the better grades of land, 
with the result that diminishing returns manifest themselves impressively 
in the form of both higher total costs and average costs per bushel of 
product. 

Land and Increasing Costs. Increasing costs, then, are chargeable to a 
scarcity of productive agents of high grade, and this scarcity becomes in- 
creasingly serious as the consuming public demands more and more units 
of a finished commodity which requires in its production the use of 
agents that cannot themselves be increased in quantity. It is on this ac- 
count that commodities, in the production of which land is an important 
factor, are usually subject to increasing costs; for land of the highest 
quality is extremely limited in quantity, and as poorer pieces of land are 
called into use (because of increased demand for the finished goods) 
efficiency in production declines and average costs of production rise. 
This is a matter upon which we shall touch again in our discussion of 
rent from land. 

Long-Run Competitive Price Under Conditions of Decreasing Costs 

We consider now a condition of supply which is in direct contrast to 
that of increasing costs. There are, happily, some lines of production 
in which an increase in output brings about a lower, rather than a 
higher, cost per unit of product. In our discussion of constant costs, we 
saw that price may be relied upon to remain unchanged— because average 
unit costs of production are unchanged— whenever an increase or decrease 
in output does not disturb the relative proportions of the productive 
agents. Once the best possible combination of the productive factors has 
been attained, any attempt to increase output by employing more of 
certain factors without employing more of all, would inevitably lessen 
the efficiency of production,^ and consequently increase the average costs 
of production. A reduction in output would have a similar effect if it 
upset the “ideal proportions’Vof the productive agents. 

The growing of wheat, as is shown in our last example (see Fig. 18), 
was more costly per average unit when a large quantity was produced, 
because the additional units of capital and labor employed in growing 
the larger quantity were not accompanied by an equal number of units 
of high-grade wheat land, but were used in conjunction with units of 
^ See the Law of Variable Proportions in chap. 64 
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inferior wheat land. This example illustrates the truth of the first part of 
Professor Marshall’s statement to the effect that while the part which 
nature plays in production shows a tendency to diminishing returns which 
result in increasing costs, the part which man plays shows a tendency 
to increasing returns which bring decreasing costs. If, in extending the 
cultivation of wheat to wider areas, it were feasible to adopt better 
agricultural methods which, though previously known, were imprac- 
ticable until more product was demanded, then the diminishing returns 
due to the use of inferior land might be counteracted by the increasing 
returns resulting from the economies realized through a better use of 
labor and capital. It is in those enterprises in which men and machines 
are employed extensively— as, for example, in manufacturing industries— 
that (as Professor Marshall suggests) we find the most impressive in- 
stances of decreasing costs. 



(Automobiles in thousands) 

Fig. 19. Long-Run Competitive Price Under 
Conditions of Decreasing Costs 

An increase in demand lowers the price; a decrease in demand raises the price. 

An Example of Decreasing Costs. Automobile manufacture, which 
provides so many striking illustrations of modern economic tendencies, 
has shown itself to be an industry in which increasing returns (or de- 
creasing costs) are realized. The phenomenal growth in the sale of 
automobiles during the past three or four decades has given automobile 
manufacturers an unparalleled opportunity to employ minute specializa- 
tion and extensive mechanization, and to witness their influence upon costs 
of production. The ability to dispose of a progressively larger output has 
enabled manufacturers to take advantage of many economies and thus 
reduce average costs and selling price. For these reasons, we shall draw 
upon automobile production for our example of price determination 
under decreasing costs, recognizing, at the same time, that the industry 
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is not an ideal example of competitive production, since there are differ- 
ences in the products turned out by the manufacturers in each of the 
several “price classes/' 

In Fig. 19, we have a hypothetical supply curve representing the 
average costs at which various quantities of automobiles can be pro- 
duced. These average costs range from $600 each in the case of an output 
of 100,000 cars, to $280 each when production reach'es 1,000,000. 

This condition, then, is one of decreasing costs, with each increase in 
production bringing fresh economies, lower average costs, and therefore 
a lower selling price. Under the conditions set forth in our diagram, 700,- 
000 cars w^ould be produced at an average cost of $400 each (see P), and 
because of competition would sell at that price. Had there been a smaller 
demand, such as that indicated by the curve D"D'', only 580,000 auto- 
mobiles would have been manufactured, and the average costs and sell- 
ing price would have been $440 each (see P"). If, on the other hand, the 
conditions of demand had been those shown in D'D', production would 
have been 800,000 cars with average costs and selling price (see P') at 
$360. Obviously, this sort of thing cannot go on indefinitely; in every 
industry there is a point beyond which a further increase in the quantity 
produced will not result in a reduction in unit costs of production. 

LONG-RUN COMPETITIVE PRICE 
UNDER CONDITIONS OF JOINT COSTS 

We now consider the case of commodities that have a common origin 
and are produced not independently but jointly. Cotton fiber and cotton- 
seed are “joint products," in the sense that one cannot be produced with- 
out the other; and this is true also of wheat and straw, meat and hides, 
butter and buttermilk, and many other articles. 

If one of the products is so plentiful as not to command a price— as 
was once the case with cottonseed in the South and straw in the “Wheat 
Belt"— there is no problem of joint costs. When cottonseed is so lightly 
regarded as to be thrown away, and straw is burned to get rid of it, they 
certainly play no part in costs or in price determination. But when cotton- 
seed, for example, is sufficiently desired and sufficiently scarce so that it— 
as well as the fiber— commands a price, the question arises as to how the 
price of each is determined. This question suggests, as questions of long- 
run price always suggest on the side of supply, an examination of average 
costs of production. And here we come face to face with joint costs, because 
we are dealing with two commodities that are produced jointly. A grower 
of cotton cannot produce cotton fiber without at the same time producing 
cottonseed, nor can he produce cottonseed without producing cotton fiber. 
The operator of a creamery cannot make butter without producing butter- 
milk, nor is he likely to produce buttermilk without making butter. 
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An Example of Joint Costs. How, then, is it possible to separate the 
costs of production of two articles that are jointly produced? Let us 
take, by way of example, the production of butter and buttermilk. Every 
item of cost, down to the final emergence of the butter in the process of 
churning, is necessary whether only butter, only buttermilk, or both 
butter and buttermilk, can find purchasers. Since all of the costs incurred 
contribute to the production of both commodities, and since no part of the 
cost is specifically chargeable to either, it is quite impossible to separate 
these joint costs and allocate to each its share, except on a purely arbitrary 
basis. The best that we can do, therefore, is to treat them frankly as in- 



(Joint product in thousands of units, each unit consisting of 
1 lb. butter and 1 qt. buttermilk) 


Fig. 20. Long-Run Competitive Price Under Conditions of Joint Costs 
The price of each wnz? of joint product equals the average costs of production 
of the total quantity produced. The prices of the individual commodities jointly 
produced are determined by conditions of demand for and quantities of these 
several commodities. 

separable, and speak of the average costs of production of various 
quantities of the joint product as “joint costs.’' The unit to be considered 
is not a pound of butter or a quart of buttermilk, but a combination of 
the two. When butter is churned from cream of a certain quality, it is 
found that a given quantity of the cream will yield approximately one 
pound of butter and one quart of buttermilk. We shall accept these 
figures as substantially correct, and in our explanation of joint costs shall 
tMnk ot a unit of joint product RS consisting of one pound of butter and 
one quart of buttermilk. 

; : Average^ Costs of 'the Joint 'Product.. .Turning now to Fig. 20, which ■ is 
a graphic presentation of price detei mination under conditions of joint 
costs, we note that SS is an ascending supply curve, which indicates that 
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the production under consideration is one of increasing costs. A joint 
product, like a commodity that is produced independently, will in the 
long run tend to sell at a price equal to average costs of production. The 
supply curve in Fig. 20 shows the average costs at which different 
quantities of the joint product could and would be produced in the long 
run, assuming favorable conditions of demand. But when we see that, 
for example, 28 cents per unit would be the average cost if 10,000 units of 
the joint product were made, we must remember that this quantity means 
10,000 pounds of butter plus 10,000 quarts of buttermilk. Similarly, 50 
cents would be the average cost per unit of the joint product— that is, 
for one pound of butter and one quart of buttermilk— if 100,000 units of 
the joint product (100,000 pounds of butter and 100,000 quarts of butter- 
milk) were produced. 

Thus far, the problem has been an exceedingly simple one. Having had 
no way to separate the average costs of producing butter and buttermilk, 
we have not attempted to deal with these costs separately, but have been 
content to say that the price received for both commodities must cover 
the average costs of production of both. If, as is indicated in Fig. 20, 80,000 
units of the joint product were produced, then each unit (consisting of 
one pound of butter and one quart of buttermilk) would cost 44 cents, 
and would tend in the long run to sell for 44 cents. So far, so good. We 
are now through with costs of production as they relate to this particular 
problem, but we have yet to deal with the individual prices at which 
each of the commodities that are jointly produced would sell. We know 
that one pound of butter plus one quart of buttermilk would cost and 
sell for 44 cents, but on what basis would this total of 44 cents be divided 
between the two commodities? 

The Division of Average Costs into Prices. The answer to this question 
will be found through an examination of our demand curves. The total 
demand curve, D"D', is constructed in a peculiar way. First of ail, the 
curve DD was drawn to represent the demand for butter. This curve shows, 
for example, that 10,000 pounds of butter could be sold at 60 cents a 
pound. But the production of this quantity of butter would result in the 
production also of 10,000 quarts of buttermilk. Hence, we have drawn the 
total demand curve, D'D', to include the demand for buttermilk. The 
distance from the curve DD to the base line, OX, gives us the price per 
pound at which any given quantity of butter would sell; the distance 
between the curves DD and D'D' indicates the price per quart at which 
any given quantity of buttermilk would sell. D'D' therefore shows the 
demand for both butter and buttermilk. We see, then, that 10,000 pounds 
of butter would sell at 60 cents a pound (the distance between DD and 
OX), and 10,000 quarts of buttermilk would sell at 40 cents a quart (the 
distance from DD to D'D'). This means, of course, that the sale of 10,000 
units of the joint product would take place at 1 1.00 per unit, and that 
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of this amount 60 cents would be paid for the pound of butter and 40 
cents for the quart of buttermilk. 

Let us consider, now, the total demand curve, D'D', in relation to the 
supply curve, SS. These curves intersect at the point P, showing that 
80,000 units of the joint product would sell at 44 cents j>er unit. The 
distance from OX to the DD curve (indicated by the brace, R) tells us 
that the butter portion of each unit of the joint product will command 
30 cents, and the distance from the DD curve to the DD' curve (indicated 
by the brace, Q) shows that the buttermilk portion of each unit of the 
joint product will command 14 cents. 

Effects of Unequal Changes in Demand for Commodities Jointly Pro- 
duced. This analysis of joint costs brings us to the conclusion that the 
total price received for the joint product wall, in the long run, equal 
the average costs of production of the joint product. The separate costs of 
the several products jointly produced cannot be determined, but the 
price of each separate commodity can be ascertained on the basis of the 
supply of and the demand for that commodity. A change in the demand 
for one of the two commodities produced jointly, without a correspond- 
ing change in demand for the other, affects the prices of both, but in 
opposite directions. 

If, in the long run, the demand for buttermilk should decline to such 
an extent that 80,000 quarts could not be disposed of at 14 cents a quart, 
but only at (say) 8 cents, this large quantity of the joint product would 
not continue to be produced, unless at the same time the demand for 
butter increased sufficiently to bring the price for 80,000 units up to 36 
cents a pound. Otherwise, the total price of a unit of the joint product 
would not equal its average cost of production, as it must do if it is to 
be produced in the long run. If the demand for butter did not increase 
in the manner and to the extent indicated above, a smaller quantity of 
the joint product would, in the long run, be turned out. If, for example, 
the quantity were 75,000 units at the average joint-unit cost of 42 cents 
(as is shown on the SS curve), and if there were no change in the DB 
(butter) demand curve, it is clear that butter would sell at 32 cents a 
pound and buttermilk at 10 cents a quart. The industry would, of 
course, have been reorganized— in the long-run period of which we are 
speaking— to meet the conditions of changed demand. An inc7'’ease in the 
demand for buttermilk (in place of the decrease described above), if there 
were no change in the demand for butter, would cause a rise in the price 
of buttermilk and a decline in that of butter, and eventually a readjust- 
ment which would cause the total price of a unit of the articles jointly 
produced to ec|ual their average cost of production. 

Costs of Special Processing. We assumed, in our illustration of butter 
and buttermilk, that no part of the joint costs was specifically chargeable 
to either of the two commodities, in the sense of being unnecessary in the 
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event that one o£ the two should not be salable. But it is safe to say that 
this exact situation seldom exists. Though we have gone ahead in our 
discussion on the basis that butter and buttermilk are completely “pro- 
duced’' when they have been separated by churning, we may now 
suggest that ordinarily the two products are not sold as they come from 
the churn; the butter is “worked” and packed in cartons, while the butter- 
milk may be bottled and delivered to soda fountains and restaurants for 
retail distribution. The costs of working and packing the butter may be 
detemiined without difficulty, since these costs apply not to both of the 
joint products but to one only; and the costs of bottling and delivering 
the buttermilk may likewise be ascertained. 

Costs such as these are directly chargeable to the commodity in the 
“processing” of which they are incurred. And a commodity that is jointly 
produced in the main, but requires further processing before its produc- 
tion is completed, will not be bothered with unless it can be sold at a 
price which is at least sufficient to cover the costs of special processing. 
If, for example, the average cost of bottling and delivering the butter- 
milk were three cents a quart, all buttermilk that might be sold would 
have to bring, in the long run, a price of at least three cents; otherwise, 
it would cease to be specially processed and marketed. 

Joint Supply and Joint Demand. What we have been calling “joint 
costs” are often referred to as “joint supply.” Both terms are appropriate, 
since both relate to two or more commodities or services that are pro- 
duced jointly. 

Without describing further the conditions of joint supply, we may con- 
sider briefly an analogous situation in the field of demand. Some kinds 
of economic goods are consumed, and therefore demanded, jointly; and 
for such goods there is said to be a “joint demand.” Bread and butter, 
collars and neckties, pencils and paper, needles and thread, and count- 
less other commodities are so commonly “paired” that their close rela- 
tionship in consumption is obvious. Joint demand applies, also, to pro- 
ducers' goods. Builders require stone, lumber, hardware, plaster, paint, 
glass, and a score of other materials in practically every construction 
project; bakers use flour, yeast, and salt in making bread; newspaper 
publishers must have paper and ink to feed their presses; and farmers 
employ seed, fertilizer, and insecticides jorntZy in producing a given grain 
crop. 

It is clear, then, that what a purchaser often wants is not an individual 
good, but a number of different kinds of goods to be used in combina- 
tion— and this is true of commodities and services for use in both con- 
sumption and production. Whether a consumer buys several commodities 
(say, grapefruit, bread, butter, eggs, and coffee) and combines them him- 
self, or purchases a combination from an enterpriser (as he would do if he 
ate breakfast at ; a restaurant), the , transaction is one of joint demand. 
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Similarly, the demand for a pleasure car becomes (in the hands of an 
automobile manufacturer) a joint demand for steel, rubber, glass, and 
a host of things which enter into the production of motor vehicles. Since 
producers always employ land, labor, and capital— and sometimes many 
varieties of each—in their enterprises, joint demand is the rule rather 
than the exception. 

Joint Demand and Price. In our study of joint costs (or joint supply), 
we saw that the long-run competitive price of a unit of goods jointly 
produced (for example, one pound of butter plus one quart of buttermilk) 
tends to equal the cost of production of that unit of joint product. In 
like manner, the price of a unit of goods which consists of two or more 
commodities employed together in consumption or in production, tends 
to equal the cost of production of that unit. In the case of joint demand, 
but not of joint supply, the cost of each of the ‘‘joint'’ commodities 
is determinable, since each of the commodities used jointly is itself 
ordinarily produced separately; and by adding these individual costs, the 
cost of production of the combination is arrived at. 

If automobiles were produced under conditions of strict competition, 
the long-run price of an automobile would tend to equal its cost of 
production— that is, the cost to the producer of the commodities and 
services used in its manufacture. Flence, this price Vvould be affected by 
changes in the prices paid for steel and other materials demanded jointly 
by the automobile manufacturer. If steel should rise appreciably and 
permanently in price, the price of automobiles would increase and (as- 
suming no change in their demand) fewer would be sold. A decline in 
the price of steel or of any of the materials jointly used, would have an 
opposite effect. 

But unless the price rise in steel were very substantial, it is unlikely 
that the price of automobiles would be affected greatly, since steel is 
only one of many materials which enter into automobile manufacture. 
Of course, a simultaneous rise or fall in the prices of all the materials 
jointly demanded might cause a serious increase or decrease in auto- 
mobile prices. And an increase or decrease in the demand for automobiles 
would tend to' influence the demand, and hence the price, of steel and 
other materials that go to make up an automobile. 

“Composite Supply*^ and “Composite Demand.” A given type of human 
want may often be satisfied fairly well by any of a number of com- 
modities or services. Hunger will yield to any of hundreds of kinds of 
food, and these may be thought of as forming a “composite supply” of 
commodities to meet the food demands of hungry people. If the demand is 
more specific, requiring (say) meat for its appeasement, the composite 
supply may include beef, lamb, veal, poultry, and fish. Railroads, busses, 
street ears, and taxicabs offer a composite supply of transportation ; coal, 
petroleum, and electricity constitute a composite supply of power; and 
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so on. Commodities and services which are almost equally acceptable to 
consumers, and are therefore ready substitutes for one another, provide 
the best examples of composite supply. 

“Composite demand” is the sum or aggregate of the individual demands 
for a given commodity or service. In the preceding chapter we discussed 
the demand for laborers needed in both corn and cotton production. If 
we had included the demand for this type of worker in every conceivable 
field of a given market, ive should have arrived at composite demand 
for this kind of labor. It should be apparent, therefore, that we have been 
dealing with composite demand whenever we have employed a demand 
schedule or demand curve, since such a schedule or curve, if complete, 
necessarily includes the demand of every possible purchaser for every 
possible use. 

COMPETITIVE PRICE IN THE PERIOD 
OF CURRENT PRODUCTION 

Our next task is to inquire into the productive activities which take 
place in what, for want of a better name, we shall call the “period of 
current production.” The short run, as we have seen, relates to a fait 
accompli, in so far as production is concerned, since it deals with goods 
already in existence. The long run, on the other hand, is long enough to 
enable business men to increase their productive capacity by enlarging 
old plants or building new ones, or to decrease their capacity by failing 
to replace old productive facilities as they wear out. But the period of 
current production has to do with goods which may or may not be pro- 
duced, depending upon the desirability or undesirability of carrying on 
production, as judged by business men already equipped to turn out 
the goods in question. The period of current production may be defined, 
then, as a period of time too short to permit a change to take place in 
the quantity of plant and equipment available for making a given 
economic good, but sufficiently long to enable enterprisers to turn out as 
much of the good as they may think desirable, within the limits of the 
existing productive capacity. 

Causes of Productive Activity. A business man will ordinarily produce 
goods only if he sees, or thinks he sees, a financial advantage in so doing. 
This advantage may consist of either making profit or avoiding loss. That 
is to say, the producer will seek to maximize his profits if profits can be 
had, or to minimize his losses if losses must be taken. During the post-1929 
depression, for example, some business enterprisers continued to produce 
goods which sold for substantially less than total costs of production, 
though for more than uara 6 costs, while others closed down completely 
because the prices obtainable for their products were insuffiGient to cover 
even variable costs. But there were times during World W II when 
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many producers found it profitable to use their equipment very in- 
tensively, and thus turned out far larger quantities than they had 
ordinarily produced, even before they were able to increase the size of 
their plants. 

Costs of an Individual Producer. We may observe the attempt to 
maximize profits or minimize losses by considering the case of an in- 
dividual finn, using the information presented in Table 14 and Fig. 21. In 
the table are given several kinds of costs which would be incurred by a 
hypothetical manufacturer of brief cases, and the figure shows in graphic 
form as many of the essential data as could conveniently be included. In 
Fig. 21, average total costs and marginal costs, in which we are especially 



Fig. 21. Cost Curves of an Individual Manufacturer of Brief Cases, and De- 
mand Curve for His Output, Under Competitive Conditions 

interested in the present connection, are indicated by the ATC and MC 
curves, respectively. They show, as do the corresponding figures in Table 
14, that both of these two kinds of costs decline for a time with each 
increase in output, and also that both begin to rise again, but at different 
points in the productive process. 

The downward slope of the average total cost curve is attributable to 
the fact that, with every increase in output, the fixed cost portion oi 
total costs is spread over a larger number of units of product than be- 
fore. The marginal cost curve moves downward because the greatest 
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efficiency of the productive agents that are associated with variable costs 
cannot be realized unless and until the point of diminishing productivity 
in the use of these agents has been reached. In our example, agents of 
this kind are used most effectively when five of the brief cases are 
produced.’'* 


Table 14. Total, Average Variable, Average Total, and Marginal Costs of an 
Individual Manufacturer of Brief Cases 


Output (units) 

Total 

Costs 

Average Vari- 
able Costs 

Average Total 
Costs 

Marginal 

Costs 

1 

S50.00 

S35.00 

$50.00 


2 

75.00 

30.00 

37.50 

$25.00 

3 

95.00 

26.66 

31.66 

20.00 

4 

112.00 

24.25 

28.00 

17.00 

5 

127.00 

22.40 

25.40 

15.00 

6 

144.00 

21.50 

24.00 

17.00 

7 

164.00 

21.33 

23.43 

20.00 

8 

187.50 

21.50 

23.44 

23.50 

9 

215.00 

22.22 

23.95 

27.50 

10 

247.50 

23.25 

24.75 

32.50 

11 

286.00 

24.64 

26.00 

38.50 

12 

332.00 

i 

26.42 

27.66 

46.00 


When the output goes beyond five units, marginal costs begin to rise. 
Their rise tends to raise average total costs also, but this tendency is 
more than counteracted, for a while, by the continued decline of fixed 
costs per unit of output as these costs are spread over an increasingly 
larger number of units with each addition to total production. Hence, 
the ATC curve continues to decline for a considerable time after the MC 
curve has begun to rise. But this counteracting influence is not effective 
indefinitely. By and by, the ATC and MC curves intersect. This inter- 
section occurs when the total output is eight Units, and at this point 
average total costs are equal to marginal costs. 

Cost Considerations Affecting Production. Let us now apply the con- 
cepts of average total costs and marginal costs to the case of a manu- 
facturer who is planning his productive activities for the coming period 
of production. This manufacturer, we may assume, has been making 
brief cases for some years. He has the plant and equipment required for 
this type of manufacture. He has estimated his costs of production, which 
we may suppose to be those given in Table 14 and Fig. 21. Under these 

5 We have deliberately oversimplified this example for purposes of greater ease in ex- 
planation and illustration, speaking in terms of a few units of a good which would 
ordinarily be produced in larger lots. The reader who prefers an example which smacks 
of reality can get it in this instance by multiplying the given quantities by hundreds 
or thousands, according to his iaea of what would constitute actol production of a 
good of this kind. ' 
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circumstances, will this manufacturer decide to produce or not to produce; 
and if to produce, Just how large an output will he plan to have? 

The answers to these questions will be found in the relationship 
between this producer’s costs of production and his estimate of the price 
his product will bring when it is ready for the market. In trying to predict 
the future price of brief cases, our manufacturer will probably rely 
chiefly upon prices paid for such goods in the past, possibly using the 
price obtainable during the past few months as a basis of calculation and 
modifying that figure somewhat if the coming market period seems likely, 
for one reason or another, to be worse or better than the one just ended. 
Regardless of the method used by this enterpriser to arrive at a probable 
future price for his product, he must have in mind some figure (say, $23.50 
a unit) if he is intelligently to adjust his production to anticipated demand. 

The Individual Firm’s Concept of “Demand.” Moreover, we must bear 
in mind that “demand,” to the individual firm in the period of current 
production, does not appear in the form of a demand schedule of the 
type familiar to all students of economic principles. To this producer, de- 
mand is not “a series of quantities that would be taken at a corresponding 
series of prices.” It is, on the contrary, a single price at which he con- 
fidently expects to sell his entire output, whether large or small. 

This is a reasonable view for a competitive producer to adopt, for, by 
definition, a competitive market is one in which the action of any one 
seller has no effect upon price. Since brief cases of this kind are made 
by a number of manufacturers and many units of the good will be thrown 
on the market, this individual manufacturer, by producing or failing to 
produce, will not be able to influence the price at which the coming stock 
will sell. Hence, he is justified in assuming that he will receive a uniform 
price per unit for his output, regardless of the quantity he produces. If, 
when the cases are ready to market, he should be able to sell any of them 
whatsoever at |23.50 each, he would be able to sell his entire output at 
that unit price. His view of the situation is shown in Fig. 21, in which the 
demand curve for this one producer's output indicates that any quantity 
he might offer would be taken by purchasers at $23.50 per unit. 

Costs and Anticipated Price. Let us suppose, now, that this potential 
producer has decided upon the price which, in his opinion, the batch 
about to be produced will command when completed, and that he has 
before him the information about costs contained in our table and dia- 
gram. If he expects brief cases of this kind to bring $23.50 each, he will 
doubtless decide to produce eight units, for this quantity can be made 
(as is shown in Fig. 21) at a marginal cost equal to the price. To produce 
more than eight units would mean a loss, since the marginal cost of 
additional units would exceed the price of $23.50, with the result that 
each such unit would be adding less to the producer’s income than to his 
costs. To produce fewer than eight units would also be unwise, since 
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this would mean stopping production at some point where price was in 
excess of marginal cost, and where each unit produced was consequently 
adding more to the producer’s income than to his costs. Hence, we arrive 
at the conclusion that, at an anticipated price of $23.50, the manufacturer 
would decide to make eight of the brief cases. 

If he should expect the cases to bring more than $23.50 each— say, as 
much as $32.50— he would want to take advantage of this high price, and 
would undertake to produce the ten units which could be manufac- 
tured at an average total cost of $24.75. If he stopped short of producing 
this quantity he would fail to make some cases which could be sold for 
more than their marginal cost, and if he produced more than ten he 
would raise his marginal cost above the $32.50 that is obtain- 
able for his product. Either of these courses of action would bring a loss 
which our manufacturer could avoid only by fixing his output at ten 
units. He would not be deterred by the exceedingly high marginal costs 
($32.50) involved in producing ten brief cases, for marginal costs hold no 
terrors for an enterpriser so long as average total costs are lower than 
marginal costs and also lower than selling price, as in the present instance. 
If, however, this enterpriser’s study of future prospects should lead him 
to predict a price of $22.50, he would be greatly concerned about marginal 
costs, since they would in this instance be lower than average total costs. 
This does not mean that he would refuse to produce at a price that is less 
than total costs; but he would do so only in case this figure was higher than 
the average variable costs involved in producing the quantity in question. 

This is true because, though a producer cannot in this sort of situation 
avoid taking a loss, he would lose less by producing than by not producing. 
Since fixed costs must, by definition, be met whether goods are produced 
or not, the enterpriser who cannot get a price high enough to Cover total 
costs will ask himself whether the price obtainable will more than cover 
variable costs. If the answer is affirmative, we may be sure that he will 
produce; for the price received will enable him to pay all additional 
costs resulting from producing instead of not producing— that is, variable 
costs— and leave a little over which he can apply to the payment of his 
fixed costs. He would therefore lose less by producing than by not pro- 
ducing— that is to say, he would in this way minimize his loss. 

A Summary of Individual Policy in the Peridd of Current Production. 
We conclude, therefore, that the individual firm’s guide to output in the 
period of current production is its marginal cost curve. Indeed, that por- 
tion of the marginal cost curve which lies above the average variable cost 
curve is a graph of this firm's mdli)idual supply schedule. In tabular form, 
it appears in Columns I and 2 of Table 15, and clearly consists of a series 
of quantities of this economic good which, in the period of current pro- 
duction, Firm No. 1 read); to at a corresponding series of 

prices. Of course, this producer will actually jbrodticc only one of these 
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several quantities. In his own best interests, lie should and would produce 
the quantity which, in his individual supply schedule, is associated with 
the price he expects his output to command; for this is the quantity which 
at that price would maximize his profits or minimize his losses. Hence, he 
will consider it more advantageous to produce at any point on the mar- 
ginal cost curve that lies above the average variable cost curve than not 
to produce at all. The intersection of the marginal cost and average 
variable cost curves is a point of indifference^ for at this point the price 
is just sufficient to cover average variable costs, with nothing left over to 
help pay fixed costs. Below this point it would be better not to produce, 
since in that region the anticipated price is too low to cover even the 
average variable costs— costs which can be avoided by refusing to produce. 


Table 15. Individual and Total Supply Schedules Derived from Marginal Cost 
Schedules of Individual Firms in the Period of Current Production 


At the 

Price 

of 

(each) 

Individual Firms Stand Ready to Produce 

Total 

Supply 

Firm 

No. 1 

Firm 

No. 2 

Firm 

No. 3 

Firm 

No. 4 

Firm 

No. 5 

$17.00 




4 

6 

10 

20.00 


7 


8 

10 

25 

23.50 

8 

9 

7 

9 

11 

44 

27.50 

9 

10 

8 

10 

12 

49 

32.50 

10 

11 

9 

11 

13 

54 

38.50 

11 

12 

10 

12 

14 

59 

46.00 

12 

13 

11 

13 

15 

64 


Individual and Total Supply in the Period of Current Production. In 
any given period of current production, there will almost certainly be dif- 
ferences in the costs of production of the several individual producers. 
Some, for example, will have less modern machinery and tools than 
others, or will not yet have adopted the optimum size of business unit. 
For these and other reasons, the average total, average variable, and 
marginal costs of individual firms will differ somewhat, and consequently 
their individual supply schedules will differ. 

We have indicated these differences in Table 15 by the inclusion of 
several additional firms. These firms would produce different quantities 
of these brief cases if they expected the price to be (say) $23.50; and this 
is evidence that their marginal costs are not identical. How’-ever, in order 
to maximize profits or minimize losses, all five of these firms stand ready 
to produce at each of the several prices the quantities indicated in the 
table. Since this is the case, we can add the individual outputs of all firms 
at each price given, and thus arrive at total supply of the five firms, which 
we assume to be all of the producers in this type of enterprise. 
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Price Determination in the Period of Current Production. The first 
and last columns of Table 15 give us the series of prices and quantities 
which constitute supply. In Fig. 22 they appear in the form of a supply 
curve. We have added a hypothetical demand curve which, at the point 
of intersection, shows that there will tend to be a total output of forty- 
four units, which will sell at $23.50 each. 



Fig. 22. Equilibrium of Demand and Supply in the Period of Current Produc- 
tion, Under Competitive Conditions 

We may generalize to the extent of saying that, in the period of current 
production, competitive price tends to equal the marginal costs of all 
■firms engaging in production. In our example, $23.50 is the marginal cost 
of production of all producers, because each of the five firms has adjusted 
its individual output to the quantity it could produce at the marginal 
cost of $23.50. 

Anticipated and Realized Prices. We must now face the fact that the 
price expectations of individual firms may not be realized when the time 
to sell has arrived. Goods are actually sold, not in the long run or in the 
period of current production, but in the rujt. The price that tends to 
prevail in the long run or in the period of current production is not 
necessarily the price that will actually be received. Indeed, a firm cannot 
be certain how well it has anticipated the future until the good is ready 
for sale, when the market price (which may differ from the price or prices 
anticipated by individual producers) will be determined by the supply 
and demand conditions of this pa.rticular short-run period. 
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If this price is higher than was anticipated by most producers, it will 
have a stimulating effect upon future production, and existing plant and 
equipment will tend to be used more intensively in the next period of 
current production. If, on the other hand, the price obtained is lower than 
producers in general expected to receive, plant and equipment will 
probably be used less intensively than before. And eventually a series of 
periods of current production, by influencing supply and therefore price 
in a corresponding series of subsequent short runs, may be expected to 
cause producers to make those adjustments which, w^hen completed, lead 
to the long run. We shall now examine this process of adjustment. 


DYNAMIC HAPPENINGS IN THE LONG RUN 

It will be remembered that we defined the long run as “a period of 
time sufficiently long to permit, on the one hand, an increase in the 
cjuantity of a given good, through an enlargement of the producing plants 
or the entry of new producers into the field; or to permit, on the other 
hand, a decrease in the quantity of the good, through the voluntary or 
enforced withdrawal of productive agents used in making the good.” We 
must now make clear the fact that the long run is an ideal concept, just 
as the notion of a perfect vacuum in the study of physics is an ideal con- 
cept. It is not, then, a condition which one is likely to meet in real life, 
any more than a perfect vacuum is such a condition, but it is a very useful 
concept nevertheless. When we leave the economics laboratory for the 
world of business, we come across a host of forces that are likely to in- 
fluence, to a greater or lesser degree, the particular economic forces which 
we have singled out for examination. However, we are entirely justified in 
saying— as we have so often said— that long-run competitive price tends to 
equal average costs of production of the optimum firm.^ Another way of 
putting it is this: If at any time, under competitive conditions, the price 
of a good does not equal its average costs of production, certain forces 
will begin to operate to cause the price to move in the direction of its 
average costs of production. 

In our study of short-run price, we emphasized the fact that there is 
no necessary relationship between short-run price and costs of production. 
Goods having once been produced, they will be sold on the market at 
the highest price the holders can secure; and this price, of course, will 
either equal average costs of production, or be greater or less than average 
costs of production. If, in a particular instance, the price received is 
exactly equal to average costs of production, producers will be encouraged 
to continue their operations as in the past, but there will be no special 

^Tq avoid unnecessary repetition, we shall omit the words “of the optimum firm'* 
in the remaining pages of the present chapter. It should be understood, ho-wever, that 
in speaking of average costs of production in the long run we are referring always 
to the costs of the optimum firm. 
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tendency to increase tlieir output. If price is less than average costs, the 
situation will be discouraging, and some producers may be forced out of 
business. If, however, price is higher than average costs, the profit which 
results will, in all probability, stimulate production, as we have already 
noted. 

Dynamic Conditions in Agriculture. Let us consider these three possi- 
bilities as they work out in the case of an agricultural product, such as 
cotton. This commodity, like practically all economic goods, is produced 
in anticipation of demand. It is produced, moreover, by thousands of in- 
dividual farmers, most of whom have but a slight idea— if, indeed, any 
idea— of the quantity of cotton that is being raised throughout the world, 
and the probable conditions of demand that will prevail when the crop 
is harvested and sold. Because of the absence of accurate knowledge on 
such matters, and because of unpredictable changes in weather conditions, 
it would be little short of marvelous if the short-run price of cotton were 
to equal precisely its average costs of production. If, however, this short- 
run or market price should happen to match exactly the average costs of 
production, both amounting to (say) 20 cents a pound, the effect on 
future production would be that which w^e have already suggested; 
namely, the quantity of cotton planted in the following year would prob- 
ably approximate very closely the amount raised in the year that we have 
been discussing. 

But if the market price, because of the large stock available or a de- 
crease in demand, should be only 18 cents, or two cents less than average 
costs of production, this loss would almost inevitably bring about a re- 
duction in the acreage allotted to cotton-growing in the following year. 
If, on the other hand, because of an unexpectedly small stock or an in- 
creased demand, the market price should be 22 cents a pound, this two- 
cent margin of profit would result in larger plantings in the future; for 
those who had benefited by this profit would be likely to increase the 
acreage given over to cotton, and others would be attracted into this field 
of production. Producers, then, are in the long run continually making 
adjustments in productive capacity, in the hope that conditions of supply 
and demand will bring them a price at least as great as the average costs 
of production. And it is these adjustments that are instrumental in driving 
price toward average costs of production. 

Ghanges in Demand. So far as changes in demand are concerned, it 
need only be suggested that there is no assurance that demand, year 
after year, will remain fixed. It may easily be affected by changes in 
population, changes in desires, on changes in individual money incomes. 
Demand may either increase or decrease; and this fact adds greatly to 
the uncertainty of the situation and to the risks that producers continually 
face. As we noted in dealing with the period of current production, enter- 
prisers never know exactly what conditions of demand will prevail in 
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the coming year (or month) in which the goods now in course of pro- 
duction must be sold. They never know exactly how much of the com- 
modity will be supplied by other enterprisers. And yet they are con- 
tinually making estimates of the conditions of demand and supply that 
may prevail at some future time, and are producing on the basis of these 
estimates. In this process of “guessing the future’' and adapting productive 
forces to anticipated conditions, they are sometimes (as in the period 
of current production) hampered by a fixity of plant and equipment. But 
in the long run these limitations do not exist, since (by definition) there is 
ample opportunity in the long run to increase or decrease productive 
capacity. 

Dynamic Conditions in Manufacturing. It is especially difficult to make 
adjustments quickly in businesses that involve the use of large quantities 
of capital. We may consider by way of illustration, a rapid increase in 
the demand for rayon cloth— an increase such as has taken place in the last 
decade or so— attributable to one of those changes in fashion by which 
our textile industries are so often seriously disturbed. Rayon manufac- 
turers, in order to meet the increased demand and gain large profits, will 
endeavor to speed up production. In the long run, of course, if the 
popularity of rayon clothing continues, it will be possible to reorganize 
the industry and increase production greatly by the building of new 
mills, the purchase of new machinery, the development of an additional 
labor force, and like changes. But for a considerable time, manufacturers 
may experience great difficulty in enlarging their output; for it takes years, 
rather than months, to build enough mills, manufacture enough looms, 
and train enough workers to increase greatly the production of rayon cloth. 

These manufacturers may, of course, bring into immediate use any 
out-of-date and partially obsolete looms that they happen to have on 
hand, recall for service ancient and inefficient workers who have been, 
released in normal times, and perhaps operate night shifts in order to keep 
equipment working at capacity. They will doubtless do all of these things, 
provided the high prices that are obtainable for the cloth are sufficient 
justification for the expansion of production at high average unit costs. 
Indeed, however high these costs may run, there is every likelihood that 
there will be no let-up in expansion so long as the average unit costs are 
less than the high selling price made possible by the sudden increase in 
demand. Owing to the inability of production to adjust itself immediately 
and completely to changes in demand, there may for a relatively long 
time be a margin of profit between price and average costs of production. 
But as the long run wears on— that is, as the increase in mills, machinery, 
and labor force adds more and more substantially to the total output 
of rayon— this margin of profit will become smaller and smaller, and, 
assuming that the conditions of demand do not change in the meantime, 
will finally disappear. 
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But if the change in demand should be in the nature of decrease instead 
of increase, and if the decreased demand should appear likely to be per- 
manent, retrenchment rather than expansion would be in order. Firms that 
were barely getting along when prices were good would be the first to 
disappear from the scene. Many concerns would doubtless continue to 
produce as long as the price obtainable was sufficiently high to cover 
the variable costs of production. But no concern can continue to produce 
indefinitely unless it receives for its product a price high enough to cover 
the total costs of production—that is, fixed costs as well as variable costs. 
The process of contraction, though often a painful one, is one that is 
easily understood. It consists of reducing in quantity the productive fac- 
tors devoted to the industry— for example, machinery that wears out is 
not replaced, and workers who are no longer needed are laid off. In these 
and other ways, the productive capacity of the industry declines, output 
is lessened, and the unit price of the commodity rises. By and by, in the 
course of months or years as the case may be, the readjustment is com- 
plete, and price is again equal to average costs of production. 

Readjustments in an Age of Large-Scale Production. Finally, we may 
note once more the fact that the period of readjustment may be a long 
one. New concerns do not pop into an industry the instant there is a 
slight margin of profit between selling price and average costs of pro- 
duction, and pop out again the moment it appears necessary to take a 
small loss. A century or more ago, these entrances and exits were made 
more rapidly than today, and the reason lies chiefly in the development 
of large-scale industry. In the early days of the factory system, going 
into business often meant the investment of only a few thousand dollars, 
whei*eas millions or hundreds of millions are now required for carrying 
on similar enterprises. Few business men could “break into” the steel 
industry today, even though they saw that large profits were being made 
there, since they could not secure the millions that would have to be 
invested in fixed capital. And once in, they would not be able to withdraw 
quickly, even though they were taking losses, because of their tremendous 
investment in equipment that would have to be sacrificed if they gave 
up. In industries that require little capital, the readjustments in produc- 
tion that are necessary to meet changes in demand may still be made fairly 
quickly, but in the large-scale industries that are so common today it may 
take a very long time for the discrepancies between price and costs of 
production to be wdped out. But whether the process is quick or slow, 
we may be certain that as long as there are any discrepancies of this kind, 
just so long, in a competitive industry, will there be economic forces at 
work remedying the situation— that is, pulling price in the direction of 
average costs of production. 
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1. Why do costs of production play so important a part in price determination 
in the long run? 

2. What is the “optimum firm,” and why does this firm tend to prevail in the 
long run? 

3. “Price cannot, over a long period, exceed costs o£ production, under con- 
ditions of competition.” Why not? 

4. “Price cannot for long continue to be less than costs o£ production.” Explain. 

5. If goods sell merely for costs of production, why do business men continue 
to carry on business? 

6. Under conditions of “constant costs,” are the costs of various producers uni- 
form, or is it the costs per unit of commodity (regardless of the quantity of 
output) that are constant? 

7. Would you expect much or little labor, and much or little capital, to be 
employed in a business of constant costs? 

8. Under conditions of constant costs, how does an increase in demand affect 
the price? A decrease in demand? 

9. What is an industry of increasing costs? 

10. Why is wheat production a business of increasing costs? 

11. Under conditions of increasing costs, how does an increase in demand aEect 
price? A decrease in demand? 

12. What is the significance, in the discussion of long-run price, of the statement 
that “every substantial change in the quantity of production is brought about 
through a reorganization of the industry”? 

13. What connection is there between the limitation of land of high quality 
and increasing costs of production? 

14. “The part which man plays in production show^s a tendency to increasing 
returns.” Why? 

15. Under conditions of decreasing costs, how does an increase in demand affect 
price in the long run? A decrease in demand? 

16. What are “joint costs”? 

17. Give at least three examples of commodities which are jointly produced. 

18. Under conditions of joint costs, what is the relationship of average costs of 
production to price? 

19. On what basis are the total costs of commodities jointly produced divided 
into pjrices for each of the several commodities? 

20. Under conditions of joint costs, how will a change in the demand for one 
of two articles jointly produced, without a corresponding change in the 
demand for the other, affect the individual prices of the two products? 

21. What is meant by “special processing,” and how do costs thus incurred 
affect prices? 

22. Describe “joint supply,” “joint demand,” “composite supply,” and “com- 
posite demand.” 

23. Define the “period of current production.” 

24. Why are average total costs and marginal costs particularly important in 
the determination of price in the period of current production? 

25. Distinguish between demand, as we have defined it, and the individual firm’s 
concept of demand. 
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26. “Price tends to equal the marginal costs of all firms engaging in produc- 
tion/’ in the period of current production. How can this be true, since the 
costs of individual firms differ? 

27. Distinguish between anticipated and realized prices of the individual firm. 

28. If producers reap profits in a given year, what will be the probable effect 
of this profit-taking upon production in the following year? Would losses in 
a given year be likely to affect production the next year? Explain in both 
instances. 

29. Would you expect the long run to be longer or shorter in the case of a 
large-scale industry than in the case of a small-scale industry? Why? 

REFERENCES FOR FURTHER READING 
See list of references at the end of Chapter 12. 
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IN THE LAST TWO CHAPTERS WE DISCUSSED PRICE DETERMINATION UNDER 

conditions of perfect competition. We must now give attention to short-run 
and long-run price conditions in which competition exists only partially, 
if at all. 

We have emphasized the fact that perfect competition assumes the ex- 
istence of many sellers and many buyers, so that the power of any one 
seller to influence the supply schedule, or of any one buyer to influence 
the demand schedule, will not be sufficiently great to have any effect upon 
price. Complete monopoly is just the opposite, for it assumes that there 
is but one seller or one buyer, or a combination of sellers or buyers— and 
this means, on the side of supply, the ability to limit the quantity offered 
for sale, and thus to secure a price higher than the competitive price would 
be. On the side of demand, too, there may be monopoly,^ with the result 
that the sellers must accept a price lower than competitive price. 

But though monopoly may relate to either the sale or purchase of a 
good, it is most often found in connection with the former. ¥v^ e shall limit 
our inquiry, therefore, to this aspect of monopoly, bearing in mind that 
complete monopoly is the exclusive control over the total quantity of any 
commodity or service in a given market, and is therefore the exact antith- 
esis of perfect competition. Our present interest in monopoly has to do 
with the influence upon price of that “exclusive control over output’' which 
is the outstanding characteristic of monopoly. 

The Theory of Monopoly Price. Monopolists, like enterprisers produc- 
ing under competitive conditions, are in business for the purpose of 
achieving economic success. Since economic success is ordinarily meas- 
ured in terms of money, it is customary in this country to regard as a 
successful business man the enterpriser who has been able to make a 

1 Some writers prefer to call this condition ‘‘monopsony,” restricting the term 
‘^monopoly” to the supply side of price determination. In an earlier chapter, we noted 
the charge made by tobacco growers in the United States, to the effect that there are 
so few buyers oi raw tobacco in this country that these few constitute a. purchasing 
monopoly, and that the tobacco grower has often been obliged to sell his crop at a 
price dictated by this alleged monopoly, and sometimes at less than cost of prckiuctioii. 
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substantial profit. The notion that business men are anxious to secure 
large returns for themselves is indicated in the Theory of Monopoly 
Price, which says that the intelligent monopolist endeavors to market his 
product at a price which will bring him the greatest possible total net 
return. 

Let us examine this italicized phrase. The words “total” and “net” 
are particularly significant, and neither should be omitted. It would be 
incorrect to say that the monopolist is interested in securing the greatest 
possible total return, for this might conceivably mean selling at so low 
a price per unit that (in the long run) price would just cover costs of 
production, and there would be no monopoly gain. Nor would it be safe 
to say that the monopolist seeks to get the greatest possible net return, 
since this might be interpreted as meaning net return per unit, and 
not total net return; and an extremely high unit price might limit sales 
so severely that, despite a handsome net return per unit, there would 
be a very small total net return. What the intelligent monopolist aims to 
do is to charge the price that will yield 3. net return per unit which, when 
multiplied by the number of units sold, will bring him the greatest pos- 
sible total net return. 

MONOPOLY PRICE IN THE SHORT RUN 

In Chapter 13, we noted the fact that the costs of production play no 
direct part in price determination in the short run. The truth of this 
observation about costs is seen with particular clarity in an examination 
of monopoly price in the short run. 

Monopoly and the Limitation of Goods. In considering short-run com- 
petitive price, we assumed the existence of a stock of goods which could 
not be increased, nor could it be decreased except by sale. None of this 
fixed stock, for example, could, under competitive conditions, be de- 
stroyed with the thought of thus limiting the quantity and raising the 
price. For under competition the sellers are entirely independent of one 
another, and no one seller will be willing to destroy his holdings and 
deny himself the return, however small, which he could realize from its 
sale even at a very low price. Hence, under competition the stock will 
not be reduced except by sale. 

But if there is only one seller in the market— a case of complete mo- 
nopoly—or if the sellers, though numerous, “get together” and agree that 
each will destroy a stated percentage of his holdings, it may be possible 
through this limitation of quantity to raise the price substantially. It 
should be added that concerted action on the part of several sellers, as 
described above, falls clearly under the heading of monopoly, since it 
constitutes an interference with free competition. ^ 

Determination of Short-Run Monopoly Price. Let us now note the dif- 
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ference between short-run price determination under monopoly, and 
under competition as already explained. We shall find it convenient to use 
first the data examined in our study of short-run competitive prices for 
cotton. Considering, then, the case of cotton, we now assume that the 
total stock of 22 million bales is controlled by one individual, a mo- 
nopolist, instead of by a number of competing sellers, as in the original 
illustration. The conditions of demand are assumed to remain unchanged. 
How, then, does the introduction of monopoly control affect the situa- 
tion? The answer is that everything depends upon demand and its rela- 
tion to the quantity the monopolist— who now controls the entire stock— 
decides to sell. The quantity the monopolist disposes of wall materially in- 
fluence the price, whereas under competitive conditions no one seller 
exercises a sufficiently extensive control over supply to enable him alone 
to affect the situation appreciably. 

Since the costs of production of this stock of cotton have already been 
incurred, the monopolist will aim to sell the stock in such a way as to 
bring him the greatest possible total gross return, regardless of what the 
cotton cost him. The costs of production therefore will have no part in 
determining the short-run monopoly price. The considerations influencing 
the monopolist will be similar to those which we said, in Chapter 13, 
would affect competitive sellers in deciding upon quantities to sell; that 
is, the monopolist will consider the possibility of getting a better price 
by holding all or a part of his stock until a later time, the promptness with 
which this better price is likely to be realized, the cost of storing the 
cotton until this later date, the chance that the cotton may deteriorate, 
and so on. 

But an examination of the demand schedule for cotton, which appears 
in Table 11, indicates that the quantity which would bring the greatest 
possible total return is the smallest quantity in the entire demand schedule. 
For 10 million bales would sell for a greater total amoujzt than 11, 12, 
13, 15, 18, or 23 million bales. It is obvious, therefore, that the monopolist 
would not, under these conditions, sell more than 10 million bales; 
and if he decided to sell this amount, the price would be 40 cents a 
pound. The 12 million bales remaining from the original stock of 22 
million bales would in this event be left in the monopolist’s hands at the 
close of this short run, and would thus form a part of the stock of the 
ensuing period. 

Of course, there is a possibility that this monopolist, expecting the 
price of cotton to be extremely high in the future, will decide to sell none 
of his Stock, in which event the whole 22 million bales would remain un- 
sold and would enlarge the stock of the following period. However, should 
he dispose of 10 million bales, which is certainly the largest quantity that 
he w^^ his monopoly control would bring him monopoly profits 

at the expense of society-— unless his costs of production happened to be 
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as high as 40 cents a pound. From the social point of view, then, this 
monopoly situation would be less desirable than competition, in two 
ways: First, it would result in only 10 million instead of 15 million bales 
being made available for consumers; and, second, it would lead to con- 
sumers paying more for their cotton than they would have to pay under 
competition— that is, 40 cents a pound instead of 20 cents. 

Price Determination for Fixed Supply. We now consider price de- 
termination for fixed supply, which is a special case of short-run supply 
and may be defined as a quantity of a good that must he sold at a given 
time (if it is to be sold at all) at whatever price can be obtained for it. 

Let us assume, by way of illustration, that there is a fixed supply of 
10,000 quarts of strawberries in a local market on a given Saturday, and 
that the bei'ries will spoil if an attempt is made to hold them over until 
Monday. Table 16 is the demand schedule covering the situation. 

Table 16. Total Receipts Obtainable from Sales of 
Strawberries at Various Prices 


Price per Quart 

Quantity That 
Would Be Bought 

Total 

Receipts 

30 cents 

7.000 quarts 

8.000 quarts 

9.000 quarts 

10.000 quarts 

11.000 quarts 

1 2.000 quarts 

S2100 

25 cents 

2000 

20 cents 

1800 

1 5 cents 

1500 

10 cents 

1100 

5 cents 

600 



Under competitive conditions, the whole of this fixed supply must be 
sold, even though a part of it would bring in larger total receipts than the 
whole. This is true because it is in the hands of competing sellers, none 
of whom will destroy all or part of his holdings without a corresponding 
sacrifice on the part of all sellers. Nor, under competitive conditions, 
could they agree upon a pro rata destruction of their several holdings, 
for such an agreement would turn competition into monopoly. Therefore, 
we may be sure that under competition this fixed supply of 10,000 quarts 
of strawberries would sell at 15 cents a quart, since that is the highest 
price at which the total stock of 10,000 quarts could be disposed of. 

But under monopoly conditions, which we are now considering, the 
monopolist is in a position to destroy a part of his stock if he finds that it 
would pay him to do so. If, then, we wish to arrive at the price that a 
monopolist will charge for a commodity which, because it is perishable or 
for some other reason, must be sold at a given time if it is to be sold at all, 
we need only calculate the total receipts that could be obtained by selling, 
at the prices appended, the several quantities listed in the demand 
schedule. The quantity which, at the price given, will yield the largest 
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total receipts is, under the conditions stipulated, the quantity which the 
intelligent, self-seeking monopolist will place upon the market. Whenever 
this quantity is smaller than the total stock of the good, it will be profit- 
able to withhold the excess or even to destroy it to keep it from '‘spoiling 
the market. 

Referring again to Table 16, w-e see that the conditions of demand are 
such that the largest amount that can be realized by a monopolist con- 
trolling this stock of 10,000 quarts of berries is $2100. This amount can be 
had by selling 7000 quarts at 30 cents a quart. What will happen to the 
remaining 3000 quarts need not concern us here. What w^e may be certain 
of is that the monopolist -will not allow them to reach the market; for 
the demand schedule shows that the quantity which will bring maximum 
total receipts of $2100 is 7000 quarts, and the monopolist, to reap the 
full benefits of his monopoly position, must limit his sales to that quan- 
tity. To sell 8000 quarts, for example, would mean a loss of $100, and 
to sell 10,000 quarts— his complete stock—a loss of $600. 

Social Consequences of Monopoly Control. From these hypothetical 
cases of short-run prices under competitive and monopoly conditions, 
it is evident that monopoly may lead to high prices. Our competitive 
price for cotton is 20 cents a pound, and the monopoly price 40 cents. The 
competitive price for strawberries is 15 cents a quart, while the monopoly 
price is 30 cents. It appears that the odds are practically all in favor of 
short-run monopoly price being higher than short-run competitive price. 
There is a bare possibility that the two might be equal, but this could 
occur only if the monopolist decided to sell precisely the quantity that 
would be indicated by the intersection of the demand and supply curves 
under conditions of competition. 

Since, in the short run, the existence of monopoly may easily lead to 
the destruction of economic goods in order to secure larger returns than 
could otherwise be had, monopoly clearly appears to be socially dis- 
advantageous. But it is only fair to add that, in the long run, certain 
wastes of competition can sometimes be eliminated by monopoly control, 
as we noted in Chapter 9. Whether the public will benefit by such econ- 
omies depends largely upon whether there is adequate governmental 
regulation of those industries which are not regulated by the force of 
free competition. On this point we shall have much to say when we dis- 
cuss the problem of monopolies.^ 

2 Time, The Weekly Newsmagazine (August 20, 1934, p. 15) told of “130 big French 
fishing smacks [that] put to sea at Douarnenez last week, every smack loaded to the 
gunwales with sardines. , . . A few hours later the 1,000,000 little dead fish had been 
tossed into the sea . . . to force French sardine buyers, who had offered per lb., 
to pay the fisherman’s agreed price of 6^.’’ 

■sjn chap. "48'' (vol,' 2). 
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MONOPOLY PRICE IN THE LONG RUN 

In illustrating the determination of monopoly price in the long run, 
we shall again employ three examples which we used in discussing long- 
run competitive prices under conditions of constant costs, increasing costs, 
and decreasing costs. We now assume, however, a state of complete 
monopoly in which one producer has exclusive control over the pro- 
duction of the commodity in question, and may decide for himself 
whether he will organize his business so as to produce large or small 
quantities of the good. 

Contrast Between Competitive and Monopoly Conditions in the Long 
Run. In Fig. 23, which illustrates price determination under conditions 
of constant costs, we have a supply (cost) and a demand curve which show 
that, under long-run competitive conditions, 50,000 neckties would be 
produced and sold at $2.00 each. We made clear, when we discussed this 
situation in an earlier chapter, that the price could not be less than 
average costs since enterprisers would not in the long run continue to 



Fig. 23. Long-Run Monopoly Price Under Conditions of Constant Costs 
Monopoly price tends to be that price which will bring to the monopolist the 
greatest possible total net return. 

produce at a loss; nor could it be greater than average costs because a 
margin of profit would attract new enterprisers and they— again in the 
long run— would so increase the quantity offered for sale that the price 
would be brought down to average costs of production. But under con- 
ditions of complete monopoly there is no such thing as competition among 
producers. Hence, the monopolist is in a position to regulate his output 
so as to serve his own needs, which means, of course, so as to secure for 
himself the greatest possible Yotal net return. 
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Our study of fixed stock— that is, price determination in the short run 
—showed us that, once a quantity of an economic good has been pro- 
duced, the price that it will bring depends largely upon conditions of 
demand. If, with demand conditions such as are indicated in Fig. 23, our 
monopolist should produce 70,000 neckties and offer the whole output 
for sale, the fact that he is a monopolist would not save him from selling 
at a loss, for the demand curve shows that 70,000 ties can be disposed 
of only if the price is as low as 60 cents, regardless of the $2.00 cost of 
production. In a predicament such as this, the monopolist would probably 
limit the amount of the commodity offered for sale, and might decide— 
since the costs entailed in production were gone beyond recall— to market 
that amount of his holdings which would bring the greatest gross return.*^ 
This, according to the curve DD, would be 40,000 neckties, which 
wmuld sell at $2.80 each and provide a total revenue of $112,000 to be 
applied to his costs of $140,000. Or, since we have been discussing short- 
run price in the present paragraph, the monopolist might decide to sell 
some other quantity and take a chance on being able to market the re- 
mainder advantageously after the close of the short run. 

It is extremely unlikely, of course, that an intelligent monopolist would 
so grossly misjudge the demand for his product; and we have suggested 
the possibility of so great a miscalculation merely to emphasize the fact 
that a monopolist, if he is to benefit by his monopoly power, must do so 
by adjusting production to demand. In making this adjustment he will 
try to see to it that there is a margin of profit between total receipts and 
total expenditures, and, in addition, he will endeavor to have this margin 
of profit represent the greatest total net return that can be extracted from 
the situation. 

Long-Run Monopoly Price Under Conditions of Constant Costs. If our 
monopolistic necktie manufacturer should produce 50,000 ties, they would 
sell (as is shown in Fig. 23) at average costs of production, and there 
would be no monopoly profit. But if he restricts production, manufactur- 
ing 10,000, 20,000, 30,000, or 40,000 neckties, there wall be in each of 
these instances a return over and above average costs. Consequently the 
monopolist, seeking not only a net return but the greatest possible total 
net return, will examine very carefully a demand schedule made up of his 
estimates of the prices at which various quantities of his product would 
sell, and on the outcome of his examination he will regulate his produc- 

4 A startling example of the control of the quantity of a commodity that is placed 
on the market was the destruction, by the National Coffee Department of Brazil, of 
31,082,000 bags (about 4 billion pounds) of coffee, in the three-year period following 
June, 1931. The quantity that was burned and dumped into the sea, for the purpose 
of holding up the price, was equal to more than fifteen months’ consumption for the 
entire world and, at September, 1934, prices, was worth approximately a half billion 
dollars (The New York September 6, 1934.) 
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tion, mamifactiiring many units or few on the basis of the Theory of 
Monopoly Price. 

The Calculation of Monopoly Profits. Let us suppose that he is able to 
estimate accurately in advance the conditions of demand represented 
by the curve DD in Fig. 23. Then, knowing that his costs of production 
per unit will remain unchanged regardless of the quantity produced, he 
is enabled to draw up a table something like Table 17. This table in- 


Table 17. Long-run Monopoly Profits Under Conditions of 
Constant Costs 


1 

Units 

Produced 

Unit Prices 
Obtainable 

Total 

Receipts 

Total 

Cost 

Monopoly 

Profit 

10,000 

$5.00 

$ 50,000 

S 20,000 

$30,000 

20,000 

4.20 

84,000 

40,000 

44,000 

30,000 

3.50 

105,000 

60,000 

45,000 

40,000 

2.80 

112,000 

80,000 

32,000 

50,000 

2.00 

100,000 

100,000 


60,000 

1.30 

78,000 

120,000 

-42,000 

70,000 

.60 

42,000 1 

1 

140,000 

-98,000 


dicates clearly that it will pay the monopolist to produce 30,000 neckties, 
which he will be able to sell at $3.50 each. For this quantity of product 
yields a monopoly profit of $45,000. If only 20,000 ties were produced, 
the advantage realized through the higher unit price would be more than 
offset by the reduction in number of units sold; and if 40,000 were manu- 
factured and sold, the advantage of the larger quantity would be more 
than wiped out by the loss in unit price. The proper number to produce, 
therefore, is 30,000. 

If Fig. 23 were drawn with absolute accuracy, the greatest possible total 
net return could be ascertained by measuring the areas ABCE, PGCF, 
and JKCH, and determining which of the three is the largest. These areas 
represent the monopoly profit to be realized by producing, respectively, 
40,000, 30,000 and 20,000 neckties; for each of the areas is made up of 
total receipts, less total costs of production. This being the case, it is ap- 
parent that the greatest of the three areas must, in a diagram that is 
correctly drawn, indicate the largest monopoly profit. This area will be 
PGCF, and (as we learned in the preceding paragraph) it will pay the 
monopolist best to manufacture and sell 30,000 ties. 

The monopolist, like the manufacturer who operates under competitive 
conditions, produces in anticipation of demand. He is not able, therefore, 
to adjust his production perfectly to the demand schedule, because he 
cannot predict accurately in advance just what conditions of demand 
will prevail when he is ready to market his product. He proceeds, con- 
sequently, on the basis of the best information he can secure; and because 
his information is never complete he is likely to produce at one time a 
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little more, and again a little less, than the ideal amount. However, lie is 
in a somewhat better position than the competitive producer to adjust 
production to the conditions of demand. For the latter is not only doubt- 
ful about the exact quantities that will sell at various prices, but he is also 
at a loss to know how much product will be thrown on the market by 
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(Wheat in millions of bushels) 

Fig. 24. Long-Run Monopoly Price Under Conditions of Increasing Costs 
Monopoly price tends to be that price which will bring to the monopolist the 
greatest possible total net return. 


his competitors. And—demand being what it is— it is the total quantity 
which if large makes for low prices, and if small brings high returns per 
unit. The complete monopolist, though unable to forecast demand per- 
fectly, is at least able to control production, so that production in anticipa- 
tion of demand is somewhat less risky under monopoly than under com- 
petitive conditions. 

Long-Run Monopoly Price Under Conditions of Increasing Costs. In 


Table 18. Long-Run Monopoly Profits Under Conditions of Increasing Costs 


Units Produced 
(millions) 

Unit Prices 
Obtainable 

Total 

Receipts 

(millions) 

Unit 

Costs 

Total 

Costs 

(millions) 

Monopoly 

Profit 

(millions) 

100. . 

S2.00 

$200 

1 ,50 

$ 50 

$150 

200. . 

1.87 

374 

.62 

124 

250 

300 

1.75 

525 

.73 

219 

306 

400 

1.63 

652 

.84 

336 

316 

500 . .......... 

1.50 

750 

.95 

475 

I ' '.275 

600 . . . ........ . . . . . 

1.37 

822 

1.05 ' 

630 

192 

700. ..... . . . . . . 

, , ' :T.25 . 

875 

1.15 

805 

70 

800. . . ........ .... . 

1.13 ; 

904 

1.25 

1000 

96"' 7 

900 ............... . 

1.00 

900 

1.37 

1233 

-333 

1000. . ..... ... ...... 


870 

1.50 

1500 

-630 
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Fig. 24 and Table 18, we have the data necessary for considering, as 
a problem in long-run monopoly price, the supply and demand conditions 
which we used, in Chapter 14, in discussing long-run competitive price in 
industries of increasing costs. 

The point P' in Fig. 24 indicates, as did the point P in Fig. 18, that the 
long-run competitive price under these conditions would be $1.20 a 
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(Automobiles in thousan.ds) 

Fig. 25. Long-Run Monopoly Price Under Conditions of Decreasing Costs 

Monopoly price tends to be that price which will bring to the monopolist the 
greatest possible total net return. 

bushel. But by reference to the last column of Table 18, we find that the 
long-run monopoly price would be |1.63 a bushel, since this is the unit 
price at which the monopolist would realize the greatest possible total 
net return. The monopoly profit at this price would be |3 16,000,000, an 
amount which is indicated in Fig. 24 by the shaded area, PGEF. 

Long-Run Monopoly Price Under Conditions of Decreasing Costs. Ref- 
erence to Fig. 25 and Table 19 enables us to compare long-run competitive 


Table 19. Long-Run Monopoly Profits Under Conditions of Degreasing Costs 


Units Produced 
(thousands) 

Unit Prices 
Obtainable 

Total 

Receipts 

(millions) 

Unit 

Costs 

Total 

Costs 

(millions) 

Monopoly 

Profit 

(millions) 

100. . .. . ... 

$1000 

$100 

S600 

% 60 

$ 40 

200 

900 

180 

575 

115 

65 

300 

800 

240 

535 

160 

79 

400 

700 

280 

500 

200 

80 

500 

590 

295 

460 

230 

65 

600 

500 

300 

430 

258 

42 

700 

400 

280 

400 

280 


800 

300 

240 

360 

288 

- 48 

900 

175 

157 

320 

288 

-130 

1000 

100 

100 

300 

300 
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and monopoly price under conditions of decreasing costs. The point P' in 
Fig. 25 shows that the long-run competitive price under the supply and 
demand conditions here pictured (which are the same as those given in 
Fig. 19) would be $400. The monopoly price, however, would be $700— 
the price indicated by the point P, and demonstrated in Table 19 to be the 
figure at which the monopolist would fare best, reaping at this price 
per unit a total monopoly profit of $80,000,000. This monopoly profit is 
represented in Fig. 25 by the shaded area, PGEF. 

Class Price. A demand curve, since it is a graphic representation of the 
Law of Demand, shows that, while some buyers will enter the market 
only if the price is low, there are others who would pay exceedingly high 
prices rather than go without the goods. Fig. 26 shows that the first 
10,000 neckties of the lot could be sold at $5.00 each, the second 10,000 
at $4.20 each, and so on down the line. To the seller of a commodity, it 
must seem a great pity that he cannot separate buyers into various price 
groups, and sell to each group at the maximum price which its members 
would pay if the quantity offered were conveniently restricted. If, for 
example, it were possible to sell the 40,000 neckties in batches of 10,000 
each to the several price groups, the total profit would be considerably 
increased, as is shown by the figures in Table 20. 


Table 20. Monopoly Profits Under Conditions of Class Price 


Units Sold 

Unit Prices 
Obtainable 

Total 

Receipts 

Total 

Costs 

Monopoly 

Profit 

First 

10,000 

$5.00 

$50,000 

$20,000 

$30,000 

Second 

10,000 

4.20 

42,000 

20,000 

22,000 

Third 

10,000 

3.50 

35,000 

20,000 

15,000 

Fourth 

10,000 

2.80 

28,000 

20,000 

8,000 


Total Monopoly Profit 


S75,000 


Obviously, from the point of view of the seller, it would be very de- 
sirable to market a product in this fashion and thus take advantage of 
the highest price that each class could be induced to pay. It might be 
necessary, in order to evade the Law of One Price, to conceal from the 
groups that were paying the higher prices the fact that the same com- 
modity was being sold to others at lower figures. But the average con- 
sumer is so poor a judge of the intrinsic worth of most commodities that 
the difficulties of concealing the true state of affairs are as a rule not 
great.® ■■ 

If the ties were offered on four different counters in the same store at 

2 The reader who is inclined to question this statement is referred to Stuart Chase 
and F. J. Schlink, Four Money's Worth, (New York, The Macmillan Company, 1929), 
for specific instances of human fallibility in retail buying. 
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the four different prices, it is probable that customers who ordinarily buy 
$5.00 ties would see the batch offered at that price, and not the others. 
And even though they should note the similarity in appearance of neckties 
at different prices, they would be likely to attribute the difference in price 
to an imaginary difference in quality. It is entirely possible, then, that 
40,000 ties could be sold in the manner that has been described, with the 
various classes of buyers paying different prices. Whenever a procedure 
of this kind can be followed, the possibilities of large profits are greatly 
increased. In our example above, a total of |75,000 of monopoly profit has 
been extracted from the situation (see shaded portion of Fig. 26), whereas 
the best that could be done if all units were marketed at one price by a 
complete monopolist would be to secure $45,000 of monopoly profit 
through the production and sale of 30,000 units. 



(Hand-made neckties in thousands) 
Fig. 26. Class Price 


Through interference with the operation of the Law of One Price, it is some- 
times possible to secure a large monopoly profit. 

The outstanding characteristic of class price is an interference with the 
operation of the Law of One Price. Some writers, in discussing class price, 
have referred to marketing that is done in batches at different times. A 
favorite illustration is the publication of a given book at different prices. 
A popular “series'’ of a well-known publisher offers to the public, at one 
dollar a copy, a long list of books which originally sold for as much as 
four or five dollars each. Having found that purchasers have bought as 
many copies of a certain book as will be taken at a high price, the pub^- 
lisher arranges (after an interval of some months or years) to have the 
book appear in slightly altered form at a much lower price, and thus gives 
it a new lease on life. 

But this, strictly speaking, is not class price, for there is here no viola- 
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tion of the Law of One Price, which relates, it will be recalled, to a 
given time. It is best to restrict our concept of class price to those cases in 
which different classes of purchasers are induced to pay different prices 
for the same good at a given time. The fees charged by law^yers and phy- 
sicians are often based on the principle of class price, being adjusted to the 
paying capacities of clients or patients. Public entertainers also frec|uently 
modify their charges to meet the needs of the occasion, asking wealthy 
patrons more than others for identical programs. In cases such as these, 
class price is possible because the buyex's have no way of knowing how 
much other buyers are paying, or because, even though they know, there 
is nothing they can do about it in the absence of competition. In the case 
of some goods—such, for example, as medical and legal services— the gen- 
eral public seems to accept price discrimination as unobjectionable and, 
indeed, socially desirable. 

There are doubtless numerous instances of the same goods parading 
under different names at different prices, making it possible for sellers 
to charge class price. A classic example is that of forty-cent, fifty-cent, 
and sixty-cent coffee being sold from the same bin. Another charming 
illustration is vouched for by the Federal Trade Commission: It appears 
that the American Feather Bed and Pillow Company marketed the same 
quality of bedding under different names, at various prices. 'The facts 
were that the bedding was all manufactured from the same grade of 
feathers, covered by the same grade of ticking, with no difference in 
grade, make or quality. As orders were received, a label, suitable doubt- 
less to the purchaser’s idea of the proper price to pay, was attached.”® 
Class price involves, then, some interference with competition; and this 
interference seems most often to depend upon the ignorance of the buying 
public. 

Long-Run Monopoly Price and Elasticity of Demand. We have seen 
that the monopolist must, in the long run, adjust his productive capacity 
and his output to the conditions of demand, if he is to benefit by the ex- 
ercise of his monopoly power. However much or little he may be able 
to influence demand by advertising or other means, he will certainly, if he 
is wise, do his best to analyze the demand conditions for his product, and 
will aim to turn out, in the long run, whatever quantity of the good will 
yield the greatest possible total net return. 

His final decision may be to limit output greatly and charge a high unit 
price, or, on the other hand, to produce a large quantity of the good and 
sell it at a moderate price. The question of elasticity of demand will 
doubtless enter into his calculations. 

If the demand is highly elastic, many more units of the good can be 
sold at a low than at a high unit price. Under these circumstances, it may 
pay the monopolist to think and act in terms of quantity production, since 


^ Ibid. j pp. 83, 84. 
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a low price per unit may find more than adequate compensation in the 
vastly larger sales that can be made if the price is held down. If the de- 
mand is elastic, but only slightly so, it is less certain that a low price 
will yield a larger total net return than a high price, since the gain in 
the number of units sold may not be sufficient to make up for the loss in- 
curred through keeping the unit price low. If the good is one which has 
an inelastic demand, a high price will not greatly reduce the quantity that 
will find buyers as compared with those who would purchase if the 
price were low. Hence, the monopolist will be encouraged to limit output 
(and hence the size of his plant and equipment) and charge all that the 
traffic will bear. 


Table 21. Total, Average, and Marginal Revenues of a 
Manufacturer of Brief Cases Under Monopoly Conditions 


Units Sold 

Total 

Revenue 

Average 

Revenue 

Marginal 

Revenue 

1 

$39.00 

$39.00 

$39.00 

2 

73.50 i 

36.75 

34.50 

3 

103.80 1 

34.60 

30.30 

4 

129.80 

32.45 

26.00 

5 

151.00 

30.20 

21.20 

6 

168.00 

28.00 

17.00 

7 

181.02 

25.86 I 

13.02 

8 

189.44 

23.68 

8.42 

9 

193.50 

21.50 

4.06 

10 

193.50 

19.35 

0.00 

11 

188.54 1 

17.14 

-4.96 

12 

179.76 i 

1 ! 

14.98 

-8.78 


Of course, an inelastic demand schedule eventually reaches a point 
beyond which it becomes elastic; but until that point has been reached, 
the monopolist is safe (so far as increasing his profits is concerned) in re- 
ducing capacity, decreasing output, and increasing the price per unit. This 
is true because, so long as demand remains inelastic, every such reduction 
in output and increase in unit price, at one and the same time reduces 
the monopolist’s total cost, increases his total receipts, and thus adds 
to his total net return. 

As we have said, it may pay the monopolist, if the demand for his 
product is elastic, to sell many units at a low unit price rather than fewer 
at a higher unit price. If he adopts this policy, he will find both total costs 
and total receipts increasing with each drop in the unit price. By examin- 
ing these costs and receipts at every feasible step in production, and 
stopping at the point at which the difference between these two items 
is greatest, the monopolist will arrive at the quantity and price which 
will bring him the greatest possible total net return, as we have demon- 
strated in Tables 17, 18, and 19, 
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MONOPOLY PRICE IN THE PERIOD OF CURRENT 

PRODUCTION 

We now look into the calculations of the monopolist as he determines 
his course of action in a period of current production. In this examination 
we shall employ the concepts of average and marginal revenue, which 
require brief explanation. 

Average and Marginal Revenue. Average revenue is simply receipts 
per unit of goods sold, and is found by dividing the total revenue received 
from the sale of a batch of goods by the number of units sold. Marginal 
revenue is the amount added to total revenue by the sale of one addu 
tional unit of the good in question. 



Fig. 27. Cost and Revenue Curves of a Manufacturer of Brief Cases, Under 

Monopoly Conditions 

In Table 2r are given approximate figures showing the total, average, 
and marginal revenues of a producer of brief cases under monopoly eondi- 
tions. If, for example, we divide $129.80 by the four units which yield 
that total revenue, we get an average revenue of |B2.45. And if we 
subtract from |1 29.80 the total revenue which immediately precedes it- 
1103.80— we arrive at $26.00 as the amount added to total revenue by the 
sale of five as compared with four units, or a marginal revenue of $26.00. 

In Fig. 27 w^e use the same cost situation (indicated by the ATC and 
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MG curves) as was presented in Fig. 21. Our purpose in doing this is 
to show how the substitution of monopoly for competition affects output 
in a period of current production. The AR and MR curves represent, 
respectively, average and marginal revenues as given in Table 21. An 
average revenue cim>e is always a demand cii7%>e, and we have here given 
it both designations,^ This demand curve moves downward and to the 
right, as a total demand curve must in order to conform to the Law of 
Demand; whereas in Fig. 21 the demand curve (which showed demand for 
his individual output as seen by a competitive producer) was horizon- 
tal throughout. The horizontal demand curve is correct for a competitive 
seller, who rightly thinks that his entire individual output will sell at a 
uniform price. But the monopolist knows that, since he is the one and 
only seller, he will be able to sell more units at a low than at a high 
price; hence, his concept of demand is indicated by a demand curve of 
the traditional type. 

Considerations Affecting Current Production Under Monopoly. Our 
monopolist, who is provided with a given quantity of plant and equip- 
ment, is now ready to decide upon his current production. Like the in- 
dividual producer under competition, he finds in his marginal cost curve 
his best guide to production. Like the competitive producer, he will, if 
necessary, produce at a price lower than average total costs, but not 
lower than average variable costs. But since he is a monopolist, he will 
probably be able to regulate his production so as to cover total costs and 
reap a monopoly profit in addition. The general principle he should and 
would follow is to produce the quantity indicated by the intersection of 
his marginal cost and marginal revenue curves. In Fig. 27, the quantity 
indicated is six units, which may be expected to sell at $28.00 apiece. 

The intersection of the MC and MR curves is, of course, the point at 
which marginal cost and marginal revenue are equal. This is the point 
up to which our monopolist must go, but beyond which he must not go, 
if he is to secure the greatest possible total net return from this situa- 
tion. By failing to produce as many as six units, he would fail to manu- 
facture some brief cases which would sell for more than they cost, as 
is shown by the fact that the MR curve is higher than the MC curve up to 
the point of intersection. By insisting upon making more than six, he 
would produce some units which would sell for less than they cost, since 
the MR curve is lower than the MC curve beyond the point of inter- 
section. 

An examination of the total costs (Table 14) and total revenues (Table 
21) associated with various outputs of this good leads to the same con- 
clusion. It costs $24.00 a unit, or a total of $144.00, to manufacture six 

^ Of course, the demand curve in Fig. 21 was also an average revenue curve, and 
likewise a marginal revenue curve, but it seemed best not to complicate the analysis 
at that point by mentioning this fact. 
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of these brief cases; and this quantity can be sold for 1 168.00, with a 
monopoly profit of $24.00. Similar calculations show that an output of 
seven units would yield $17.02, and an output of eight units $2.01, in 
monopoly profit. In a period of current production, then, price tends to 
be at that figure wfiiich will bring the monopolist the greatest possible 
total net return; and the output which will bring that return is indicated 
by the point at which marginal cost and marginal revenue are equal— 
the point of intersection of the MG and MR curves. 

Consequences of Realized Prices. As may be true of any period of cur- 
rent production, the price anticipated by our monopolistic manufacturer 
may fail to materialize when the goods currently produced are ready for 
sale. He may discover that he has over-estimated the demand, and that 
the six brief cases he has produced can be sold only if he will take $25.00 
apiece, instead of the expected $28.00. On the other hand, if he has 
underestimated the demand for his good, he may be able to sell at $80.00, 
or at some other figure substantially higher than the price shown on his 
demand schedule for six units. 

We have seen that exceptionally high or exceptionally low prices in- 
fluence co?npetitive producers in their decisions to utilize existing plant 
and equipment more intensively in succeeding periods of current pro- 
duction. They have, of course, a similar effect upon the monopolistic 
producer. This influence, it should be remembered, is not limited to the 
degree of utilization of existing equipment, but plays a part also in 
bringing about whatever long-run adjustments appear to actual and poten- 
tial producers to be desirable. 

DIFFICULTIES OF MAINTAINING 
MONOPOLY CONTROL 

Conditional Nature of Most Monopolies. It is commonly said that a 
monopoly charges “what the traffic will bear,’' and there is doubtless a 
great deal of truth in this observation. But what the traffic will bear de- 
pends upon several extremely important considerations. There are prac- 
tically no industries, except those protected by special governmental grants, 
that are completely immune to competition. Make the inducements suf- 
ficiently great— that is, let a monopoly use its power to extract very large 
surplus profits— and in most instances capital and managerial ability will 
enter the field in the hope of securing part of the surplus. This particular 
tendency is often called “potential competition” and is listed as one of 
the restrictions on monopoly. 

But even if there should be no likelihood of formidable competition, 
the use of substitutes is almost always a “way out,” if the monopoly 
should be inclined to abuse its control over output and thus over price. 
Few commodities that are left unconditionally in the field of private 
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enterprise are absolutely indispensable- If a coal monopoly charges extor- 
tionate prices, it is possible to turn to the use of oil or gas, or, for some 
purposes, to burn wood. Electricity, gas, and even kerosene may be 
utilized for lighting purposes. Motor busses can be, and will be, em- 
ployed if rail transportation is unduly high. The influence of substitutes 
becomes effective, of course, through a modification of the demand 
schedule. Indeed, whenever a demand schedule is presented— whether 
in the form of a table or curve-due allowance has already been made 
for available substitutes and any other factors that would necessarily af- 
fect the shape of the demand curve or the data on which it is based. If 
worst comes to worst and no satisfactory substitute for a monopoly prod- 
uct can be found, there is always— in the face of great monopoly abuse— 
the remedy of government ownership or control. Indeed, several of the 
commodities mentioned in the present paragraph are frequently pro- 
duced under the supervision of commissions representing the interests 
of the public. The tendency in this direction is shown in the so-called 
public utility held, in which railway, street-car, and bus transportation, 
telegraph and telephone communication, and the operation of waterworks, 
gas and electric plants, and other important “public services” aix con- 
trolled, and sometimes owned, by a municipal, state, or national govern- 
ment. 

Monopoly “by Authority/’ Governmental “interference” in industries 
such as we have mentioned is by no means always the result of monopoly 
abuse. In many instances it is simply a recognition of the fact that some 
enterprises must be operated as monopolies if waste is to be avoided. 
Little would be gained, and much might be lost, by permitting competi- 
tion among producers of water, electricity, gas, and street railway service. 
Such competition, in most cases, would result in greater capital invest- 
ment, larger overhead costs, and consequently higher rates. This country 
has witnessed some of the evils of competition among public utilities and 
has, for the most part, decided that regulated monopoly is better than 
unrestricted competition in this particular field of economic activity. 

Patents and Copyrights. Another kind of monopoly by authority is that 
which is enjoyed by individuals or business concerns by virtue of the 
possession of a patent or copyright The United Shoe Machinery Com- 
pany, for example, holds a number of important patents relating to shoe 
machinery, and is thei'efore able to exercise monopoly control over the 
leasing of equipment essential to shoe manufacture. It is the ownership 
of valuable patents that makes it possible to restrict the manufacture of 
Eastman Kodaks to the “proper” quantity, and thus to hold up the price. 
Illustrations of monopoly control through the possession of patent rights 
could be extended to include many thousands of examples. In many cases; 
of course, these monopolies are conditional, beGause of the existence of 
more or less satisfactory substitutes for patented goods. In such instances. 
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the condition is one of partial monopoly or imperfect competition, as we 
emphasize in the following chapter. The same remark applies to goods 
sold under the protection of copyright. 

A copyright is very similar to a patent in its influence upon price. Books, 
plays, musical compositions, trade-marks, slogans, and a host of other 
items may be copyrighted, and their use restricted to the holder of the 
special privilege unless he chooses to share it with others. When a song, 
a play, or a book captures the public fancy as did, respectively, Old Man 
River, Life with Father, and The Egg and /, the monopoly power that 
goes with a copyright may be converted into hundreds of thousands, and 
sometimes millions, of dollars. For the exclusive control of the goods in 
question makes it possible, since competition cannot interfere, to secure 
for the one in control a large measure of monopoly profit. If, for example, 
the authors of Life with Father had not taken out a copyright, there can 
be little doubt that, once the play caught on, it would have been presented 
by dozens of theatrical producers. The result would almost certainly 
have been the disappearance of monopoly profit, because of price-cutting. 
But since the authors owned the copyright to the play, they were able to 
extract exceedingly large profits from the record-breaking run of this pro- 
duction. 

“Good Will” and Monopoly Profit. In many instances, a trade name 
will do quite as much as superior quality to sell an article to the con- 
suming public and to put it outside the field of competitive price. The 
words “Ivory,” “Old Gold,” “Pepsodent,” and “Uneeda” have a sales 
value which may be, but is not necessarily, dependent upon the excellence 
of the commodities to which they relate. If, for example, it were possible 
to manufacture a soap that was 99p2 cent pure, it is more than doubt- 
ful that the new product would compete seriously with Ivory Soap which, 
unless the manufacturers have understated its excellence, is only 99 44/100 
per cent pure! The modern answer to Juliet’s query, “What’s in a name?” 
can be found in the fortunes that have been built up through the use of 
copyrighted names such as those w^e have mentioned. Once a trade name 
has been impressed upon the public consciousness—usually by dint of 
high-pressure advertising—the owner of the copyright to that name can 
ordinarily exact a monopoly tribute from consumers, if only he continues 
(through magazine, radio, and other forms of advertising) to sing the 
praises of his wares. 

We must not overlook the fact that the prestige of a particular com- 
modity or business house can usually be gained only through the demon- 
strated ability of the commodity or concern to satisfy the public. If the 
quality of an article is satisfactory and is steadfastly maintained, and a 
firm’s dealings wdth the public/are consistently fair, it is reasonable to 
suppose that buyers will be unlikely to withdraw their patronage. Once 
the reputation of a concern is established, its satisfied customers return 
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to it almost automatically whenever additional goods are needed. Con- 
fidence in a product and a friendly feeling toward a business house are 
the stuff of which ‘‘good will” is made. 

But confidence and friendship, sad to relate, are not always completely 
justified. In the world of business, as in other lines of human affairs, 
they may be misplaced. Lying advertisements have been known to win 
the patronage of the public and bring huge profits to unscrupulous en- 
terprisers. Numerous examples, past and present, could be cited in proof 
of this statement. It is sufficient to mention the fact that many, and per- 
haps most, patent medicines are quite incapable of relieving the ills for 
which they profess to be remedies; that several popular toilet articles are 
sold largely on the basis of groundless fears that are aroused by sensa- 
tional advertising; and that a certain cigar manufacturer used to suggest 
luridly, but untruthfully, that cigars other than his were commonly pro- 
duced under extremely insanitary conditions—until he w^as restrained by 
the Federal Trade Commission from following this “unfair practice.” 
Fortunately, however, good will is ordinarily short-lived, unless customers 
are given at least reasonably good treatment. In any event, good will 
while it lasts, and whether justified or not, is a source of monopoly gains. 
To the extent to which buyers patronize a business man who has won 
their confidence, but whose prices are higher than the prices of others, 
this business man is in a monopoly position and may reap a monopoly 
profit. 


1. Define “complete monopoly.” 

2. What is the relationship between competition and monopoly? 

3. State the Theory of Monopoly Price. 

4. “Costs of production have no part in determining short-run monopoly price.” 
Why is this true? 

5. Define “fixed supply.” 

6. Contrast price for fixed supply under competition with price for fixed supply 
under monopoly. 

7. From our hypothetical examples of short-run competitive and monopoly 
price, what would you say about the social consequences of monopoly con- 
trol in the short run? 

8. State specifically the method by which the monopolist is able to regulate 
price in the long run. 

9. Is long-run monopoly price likely to be higher or lower than competitive 
price? Why? 

10. The monopolist is “in a somewhat better position than the competitive 
producer to adjust production to demand.” Why? 

11. What data must the monopolist have in order to decide upon the most 
advantageous quantity to produce? 

12. What is “class price”? - 
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13. Explain the importance of the time element in class price. 

14. Give several examples of class price. 

15. What is the relationship between class price and the Law of One Price? 

16. “An average revenue curve is always a demand curve.” Why? 

17. Indicate the significance of marginal costs and marginal revenue in the 
determination of monopoly price in the period of current production, 

18. “There are practically no industries, except those protected by special govern- 
mental grants, that are completely immune to competition.” Explain. 

19. What is “potential competition’'? 

20. How does potential competition serve in some measure to protect the buying 
public from abuse by monopolists? 

21. What argument is usually advanced in justification of monopoly “by 
authority”? 

22. How does the issuance of patents and copyrights lead to monopoly? 

23. Do you feel that patents and copyrights can be defended successfully as 
being economically justifiable? Explain. 

24. What is “good will,” how does it come into existence, and of what use is it? 
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THUS FAR, OUR DISCUSSION OF PRICE DETERMINATION HAS ASSUMED THE 

existence of either perfect competition or complete monopoly. We now 
depart from these extreme assumptions in order to consider partial ?nonop- 
oly and imperfect competition.^ 


PARTIAL MONOPOLY 

The Rarity of Complete Monopoly. The assumption of complete mo- 
nopoly, which was the basis of practically everything that was said in the 
last chapter, might almost be called an assumption contrary to fact— 
so difficult is it to find hard and fast examples of complete monopoly in 
the workaday world. There are in this country, to be sure, a few cases of 
governmentally owned complete monopolies, such as the coinage of money 
and the operation of the postal service; and there are a good many 
instances of exclusive grants by government (usually local), which restrict 
certain kinds of production (most often in the field of public utilities) 
to those persons to whom the franchises have been given, and thus rule 
out competition. But in industries in which government makes no effort 
to prevent competition, complete monopoly is extremely rare. 

Indeed, Dr. Willard L. Thorp, an authority on industrial combination, 
in testifying before a federal investigating committee in December, 1938, 
was unable to cite more than one concern that exercised the exclusive 
control over output which, as we have said, is the distinguishing char- 
acteristic of complete monopoly. The organization named by Dr. Thorp 

^In discussing this phase of price determination, we have purposely avoided the 
rigorous, highly technical treatment followed by Robinson in The Economics of Im- 
perfect Competition and Ch2imhex\m in The Theory of Monopolistic Competition. 
Rather, we have handled the subject largely by the method of description, despite 
the limitations of this procedure, partly because an adequate mathematical presenta- 
tion would have been unduly extensive, but chiefly because it seems unwise to burden 
an introductory textbook with material so difficult as to tax the capacities of advanced 
students of economics. 
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was the Aluminum Company of America,- which is said to have produced 
100 per cent of all virgin aluminum manufactured in. the United States,'^ 
though this situation was changed by developments in aluminum manu- 
facture that took place during World War II. 

Partial Monopoly: “Duopoly” and “Oligopoly.” Much more common 
than complete monopoly is the concentration of control in the hands 
of two or a few concerns which produce all or a very large part of the 
total output in a given field. A situation in which there are only two 
sellers is often called “duopoly”; and when there are more, but not many 
more, than two sellers, the term “oligopoly” is sometimes used. We may 
simplify matters somewhat by employing the expression “partial mo- 
nopoly” in referring to incomplete control, whether the sellers happen to 
be two only or a slightly larger number which is, however, sufficiently 
small so that any one of the few sellers may affect price by producing or 
refusing to produce. Dr. Thorp found a high degree of concentration 
(and, therefore, partial but not complete monopoly) in the following in- 
dustries A 


Automobiles . 
Beef products , 

Cans 

Cement 

Cigarettes . . . 

Copper 

Corn binders. 
Corn planters 

Flour 

Iron ore 

Lead 

Oil wells .... 
Plate glass . . . 
Safety glass. . 
Steel........ 

Whisky 

Wood pulp. . 
Zinc ........ 


Industry 


- Percentage of Industry’s 

Number of Important Produced by 

Companies Companies 


Three 

86 

Two 

47 

Three 

90 

Five 

40 

Three 

80 

Four 

78 

Four 

too 

Six 

91 

Three I 

29 

Four 

64 

Four 

60 

Four 

20 

Two 

95 

Two 

60 

Three 

60 

Four 

58 

Four 

35 

Four 

46 


Partial monopoly, then, is distinctly related to complete monopoly, but 
lacks the exclusiveness which characterizes that rare condition. 

Short-Run Price Under Partial Monopoly 

Under partial as under complete monopoly, a seller will seek to dis- 
pose of his fixed stock so as to secure the gx'eatest possible total return. 

The, New York December' ’3, ..19’38.; . , , 

, '3 Jd'fd., November 6, 1938. 

: ■^'JMd./December 3yI938.'''; 
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Since the costs of production for this stock are already expended, they 
will not influence the holder’s decision to sell or not to sell. Like the 
complete monopolist, whose short-run deliberations were described in the 
last chapter, the partial monopolist will weigh the relative advantages of 
selling now as against holding all or a part of his stock for sale in the 
next short run. 

But in this process of calculation, he will be hampered by the presence of 
one or more other sellers in the market. In our example of short-run 
monopoly price, we saw that the complete monopolist would sell only 
10 million of his total stock of 22 million bales of cotton, because the 
total receipts for 10 million bales were greater than for 22 million or 
any other quantity of his stock. If, however, this total stock were divided 
among several sellers, the situation would be greatly changed. It seems 
unlikely that they would decide separately to sell such quantities that 
the total amount offered would be the 10 million bales which would bring 
them the greatest possible total net return. And if they reached this goal 
through agreement, the condition would be one of complete and not 
partial monopoly. 

We return, therefore, to the statement that the partial monopolist 
will make the best estimate he can of the most advantageous amount 
to market. The estimates of the two or mor'e partial monopolists con- 
stitute the short-run supply which, in combination with the demand 
schedule for the period, determine what the price shall be. 

Long-Run Price Under Partial Monopoly 

The rarity of complete monopoly is an indication of the insecurity of 
monopoly status, and of the likelihood that the monopolist, in the long 
run, will encounter some degree of competition. This is true, also, of the 
partial monopolist, and this fact has a bearing upon the long-run pro- 
ductive activities of partial monopolists. 

The Maximization of Profit Under Partial Monopoly. In the last chap- 
ter, we considered price determination for neckties produced under long- 
run conditions of monopoly. We showed, in Fig. 23, that the monopolist 
would gain most by selling 30,000 ties at $3.50, if he had constant costs 
of production of $2.00 per unit. 

Let US now suppose that this substantial margin of profit has attracted 
one or more additional producers into the field, and that the newcomers 
together manufacture 10,000 neckties at this same unit cost of $2.00. The 
situation that now prevails is pictured in Fig. 28, which shows a total 
output of 40,000 ties which, according to the demand curve, will sell at 
$2.80 apiece. This price brings every producer a profit over and above 
costs of production, as is shown in the shaded portions of the diagram. 
However, the chief producer, with an output of 30,000 ties, now receives 
only $24,000 in monopoly profit, as contrasted with the $45,000 lie for- 
merly got when producing exactly the same quantity. 
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(Hand-made neckties in thousands) 


Fig. 28. Long-Run Price Under Conditions of Partial Monopoly 
A comparison of Figs. 28, 29, and 30 shows the possibility of securing a monopoly 
profit, even in the absence of complete monopoly control. 



(Hand-made neckties in thousands) 


Fig. 29. Long-Run Price Under Conditions of Partial Monopoly 
A comparison of Figs. 28, 29, and 30 shows the possibility of securing a monopoly 
profit, even in the absence of complete monopoly control. 

Long-Run Calculations of the Partial Monopolist. We may be sure that 
the “partial monopolist/' as we shall call the original producer, will resent 
this invasion of his field of production. But what he will do to remedy 
the situation is difficult to predict He may decide that the invaders will 
not expand their productive capacity further, and that it will pay him 
best to reduce his own output by gradually reducing his productive 
equipment through non-replacement of worn-out capital. In this event, 
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if he has guessed right., the total production of neckties may decrease, in 
the long run, to the quantity shown in Fig. 29. Flere we find our partial 
monopolist turning out 20,000 ties as against a 10,000 total for all other 
producers. Both he and they have benefited by the reduction in output; 
for he now has a monopoly profit of $30,000, and the other producers 
$15,000, as compared with the $24,000 and $8000, respectively, which 
were theirs when the total output 'ivas 40,000 ties. 

But the partial monopolist may have underestimated the aggressive- 
ness of his competitors. He may discover, to his surprise and chagrin, that 
while he has been reducing his productive facilities his competitors have 
been adding to theirs, with the result that the total output, instead of 
falling to 30,000 units, holds firm at 40,000 units. Such a shift in productive 
capacity brings also a shift in the proportion of the total output that is 
produced by the partial monopolist. The situation is shown graphically in 


Price (each) 



Fig. 30. Long-Run Price Under Conditions of Partial Monopoly 
A comparison of Figs. 28, 29, and 30 shows the possibility of securing a monopoly 
profit, even in the absence of complete monopoly control. 

Fig. 30, which indicates that the partial monopolist now produces only 
one-half of the total output, and that his monopoly profit has been 
reduced to $16,000, while the total monopoly gain of the other producers 
has been raised to the same figure. 

Forbearance Among Partial Monopolists. From what has just been 
said, it is apparent that each of the several partial monopolists may at- 
tempt to gain at the expense of the others; but the aggressor must look 
for similar treatment from those against whom he schemes. So long as a 
margin of profit remains, it may p^y one of these producers to increase his 
output and, by selling at a somewhat lower figure than the usual price, 
attempt to attract the patronage of his competitors’ former customers. 
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However, this course of action is fraught with danger, for it is almost 
certain to be repaid in kind and with interest! Long-continued warfare 
of this type would, of course, defeat its purpose by driving price down 
to cost of production and eliminating monopoly profit entirely. Indeed, 
it might conceivably be carried into the field of cut-throat competition, 
with a particularly strong partial monopolist selling temporarily at less 
than cost of production, with the thought of eliminating his few com- 
petitors and establishing a complete monopoly. 

But partial monopolists, on the whole, show little inclination to fight 
it out with others engaged in like production. Rather, they usually settle 
down to a sort of armed truce, with the tacit understanding that aggression 
will be met with reprisal and that it is best for all concerned to let well 
enough alone. If the partial monopolists are of approximately equal size 
and strength, they tend to divide up the field among them and produce 
a total output which will yield a satisfactory profit for all. If there are one 
firm of giant size and a number of definitely smaller concerns (as in the 
steel industry in the United States), the smaller concerns are usually con- 
tent to follow the lead of the large producer in the matter of price. Here, 
again, the price is pretty certain to be high enough to provide some 
monopoly gain for all producers. 

Long-run price under partial monopoly tends to be somewhat higher 
than it would be if perfect competition prevailed, and somewhat lower 
than under conditions of complete monopoly. It is likely to be near the 
high limit of monopoly price when there are very few partial monopolists 
in the field, and these few are highly “cooperative."’ It will tend to ap- 
proach the low limit of competitive price when the number of partial 
monopolists is so large that difficulties are experienced in getting them to 
act in concert. 

Price Determination in the Period of Current Production 
Under Partial Monopoly 

Current production and long-run production are similar under partial 
monopoly, in that in both cases the partial monopolist must consider the 
productive activities of other partial monopolists. In the long run he 
has to decide whether to increase or decrease his plant and equipment, 
while in the period of current production the burning question is how 
intensively to utilize the productive capacity already in existence and at 
his command. In both cases he must take into account what the other 
producers will probably do, since the activities of each and all will affect 
the quantity produced, and this in turn will affect the price the 

product will bring and the amount of monopoly profit. 

Since we have already described the long-run calculations of the par- 
tial ntonopolist, we have only to consider the quandary in which the par- 
tial monopolist finds himself in the period of current produetion. His 
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position is in many ways like that of the complete monopolist pictured 
in Fig. 27. We may assume that he has the same ATG, MC, AR, and MR 
curves. But in one important respect the scene has changed; for the AR 
curve does not now indicate the demand for the output of one producer, 
but total demand for the output of all of the several partial monopolists. 
The possibility of extracting monopoly profit from this situation depends 
upon the extent to which this total output can be limited. 

Under the conditions we have outlined, the partial monopolist cannot 
hope to fare as well as a complete monopolist. He could do so only if 
his rivals in the field refrained altogether from production, which would 
of course convert the situation into one of complete monopoly. Every 
addition made to total output by the several producers reduces the margin 
of monopoly profit, and monopoly profit disappears entirely when total 
output exceeds the quantity (eight units in Fig. 27) indicated by the inter- 
section of the ATG and AR (demand) curves that takes place after the 
ATC curve has ceased to fall and has begun to rise. Additions to output 
beyond that point would mean production at less than average total 
costs, and would be unlikely though not impossible under partial mo- 
nopoly. 

The partial monopolist whose fortunes we have been following would 
presumably continue to produce currently so long as he felt that the price 
received would more than cover average variable costs. However, it seems 
improbable that this small group of individual producers would permit 
the situation to deteriorate to so great an extent. Instead, practicing 
the forbearance of which we spoke in the preceding section, they would 
tend to “stabilize” their individual outputs in such a way as to turn 
out, more often than not, in a period of current production, a quantity 
of the good which would bring some gain for all. As in the long run 
under partial monopoly, so also in the period of current production, price 
tends to be somewhat lower than it would be if the situation were com- 
pletely monopolistic, and somewhat higher than a strictly competitive 
price would be. In the period of current production the price referred 
to is, of course, anticipated and not realized price. 

IMPERFECT COMPETITION 

It remains to examine the situation known as imperfect competition, 
which, as the name suggests, does not fully measure up to our definition 
of perfect competition. For imperfect competition refers to a condition 
in which, though there are many sellers offering a given product in 
a given market at a given time, some of them find it possible, in one 
way or another, to evade the thoroughgoing competition which sellers 
in a free market are, by definition, required to face. 
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The Nature of Imperfect Competition 

Perfect competition implies that no seller is in a preferred position— 
that buyers would just as readily buy from any one seller as from any 
other, and are so situated as to be able to shift easily from seller to seller 
if even the slightest reason for making a change should develop. This 
means, of course, that the general conditions of the market are uniform, 
and that, specifically, the product itself is uniform throughout the market. 
For, as we said in our first chapter on price determination, price applies 
to a given grade or quality of a given good^ and not to that good in gen- 
eral. 


DIFFERENTIATION IN PRODUCT 

Strictly speaking, if one seller’s product differs even a little from the 
product of other sellers, it should be regarded as a different product, with 
supply and demand schedules all its own. But in the actual market place 
there are literally thousands of commodities and services, each of which, 
while differing somewhat from other commodities or services of the same 
general type, is yet so much like some of these as to constitute a reasonably 
satisfactory substitute for them. The result is competition— though not 
perfect competition— between two or more goods which are not strictly 
uniform. 

Economic Advantages of Differentiation. Whenever there are real or 
imaginary differences of the kind mentioned above, the seller who holds 
an advantage is likely to try to make the most of it. For if he can convince 
buyers that his product is better than that of other sellers (regardless of 
whether, in reality, it is or is not better), he may be able, by reason of 
this differentiation in product, either (1) to sell at a somewhat higher 
price than is asked by the others, or (2) to sell at the price charged by 
others a far larger quantity than he could dispose of, were the buying 
public not persuaded of the superiority of his product. 

Differentiation: The Distinguishing Mark of Imperfect Competition. 
The earmarks of imperfect competition are (1) differentiation, and (2) the 
existence of many sellers. Since there are also many sellers under perfect 
competition, we may seize upon differentiation as the outstanding char- 
acteristic of imperfect competition.^ But it is a differentiation that operates 
only within fairly narrow limits, for if the differences between the products 
offered by sellers are so great that each product is not a "‘close substitute’" 

s We are not overlooking the fact that complete monopoly constitutes differentiation 
in its most extreme form, and that partial monopoly, though we have considered it 
as relating to a imiform product, may consist of a few sellers offering differentiated 
products for sale. However, it seems fair to say that the distinguishing feature of com- 
plete and partial monopoly Is a limitation m the number of sellers, whereas in imperfect 
competition it is differentiation in the product itself or the special conditions surround- 
ing its sale, ■ 
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for the others, the products should be treated individually and not as 
“the same product/’ 

Genuine Differences in Competing Products. There are relatively few 
markets in which commodities are so completely standardized as to 
warrant the statement that they are entirely uniform. Of course, it is 
possible, in the various commodity exchanges, to buy wheat, cotton, 
sugar, coffee, and certain other goods on the basis of standard classifica- 
tions, with every assurance that the article quoted by one seller is iden- 
tical with that quoted by another. It is also feasible for big concerns to 
order large quantities of machinery, raw materials, and other essentials, 
according to written specifications, and thus avoid differentiation of 
product by the sellers from whom they ask bids. 

But the average consumer, buying at retail in small quantities, is fre- 
quently required to choose between many varieties of a given type of 
good. A housewife, let us say, finds that the grocers in her community 
handle bread baked by a half-dozen different concerns. Four of these 
brands are “ordinary” bread and sell at 10 cents, the other two at 11 
cents, for loaves of equal weight. But of the 11 -cent brands, one contains 
a slight amount of butter and the other a small quantity of milk. Here, 
then, is a case in which, though there is a high degree of competition, 
since all six brands of bread are tasty and wholesome, there is also dif- 
ferentiation, for both bakers of 11 -cent loaves may claim special merit 
for their products as compared with the cheaper bread. Moreover, each 
of these two bakers might in all sincerity insist that his bread is superior 
to that of the other, because of its content of butter or milk, as the case 
happens to be. 

The Intermingling of Competition and Monopoly. It is evident that 
the market just described has in it elements of both competition and 
monopoly. No one will deny that these six brands of bread have points 
of similarity, and might fairly easily be substituted for one another. 
On the other hand, it is equally clear that the two 11-cent brands differ 
one from the other, and that they differ still more widely from the other 
four. In so far as these “different” brands are similar (as they unquestion- 
ably are, in their ability to meet the demand for bread), the market leans 
toward competition; to the extent to which they differ (as they do in 
certain minor respects), the situation smacks of monopoly. But since it 
seems to be more largely competitive than monopolistic, we do not hesi- 
tate to call it a condition of imperfect competition. 

Though we have assumed that only six brands of bread are offered 
for sale in this hypothetical market, it is reasonable to suppose that there 
are a number—perhaps a score or more— of grocers. Not only the six 
brands, but also the twenty grocers, compete with one another, and the 
result is a very considerable amount of competition, but admittedly not 
perfect competition, in the sale of bread. The availability of the “milk” 
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bread may keep die price of “butter’’ bread from going above 11 cents, 
and the presence of the “butter” bread may in turn hold down the price 
of “milk” bread to that figure. In like manner, the possibility of substitut- 
ing the lower-priced brands may exercise a restraining influence upon the 
price of both of these better brands. Finally, the recognized superiority 
of these 11 -cent loaves may deter sellers from asking more than 10 cents 
for the other brands, since an advance to li cents for the “ordinary” 
bread would almost certainly lead buyers to shift to the “milk” or “butter” 
brands. 

The net effect of this intermingling of competition and monopoly is 
to permit some variation in the price of bread, because of the genuine 
differences in the several brands, but to confine this price variation within 
very close limits because the differences in product, while real, are after 
all relatively slight. Under conditions of perfect competition, with a 
completely uniform product, we should expect a single price to prevail, 
in conformity with the Law of One Price. But under imperfect comped-' 
tion, with a differentiation in product, price must be expected to vary 
somewhat. In our illustration, we have suggested that the price of bread 
might range from 10 to 11 cents a loaf. 

Pseudo-Differences in Competing Products. Differentiation in product 
may be built upon pseudo-differences quite as well as on those which are 
genuine. The prime essential of effective differentiation is that the buying 
public shall believe that differences exist. So long as buyers are convinced 
that one brand is better than another, it matters not at all whether the 
superiority is real or imaginary. Since this is true, it is small wonder that 
many a seller finds it more profitable to make fictitious claims for his 
product than actually to endow it with superior qualities. 

Let us imagine a market in which cigarettes of identical quality, but 
different brands, are offered for sale. Anxious to gain an advantage in 
the matter of price or hoping to attract an exceedingly large nuniber 
of buyers, one of these producers may undertake to differentiate between 
his cigarettes and those of other manufacturers through the use of a 
clever slogan, paid testimonials of socially prominent persons, or some 
such device as the once flaunted “cigarette blindfold test.” 

If these measures are successful in persuading the public that this 
particular brand is better than other cigarettes which are actually equally 
good, this purely imaginary difference is likely to result in price varia- 
tions within a limited range, just as in the case of tht genuine differences 
in quality which led to small variations in the price of bread. Of course, 
it is probable that this one producer’s attempt to differentiate between 
his brand and other brands would cause the other manufacturers to 
adopt defensive or retaliatory measures, with the net result that none 
would long hold an appreciable advantage. 

The Prevalence of Differentiation in Product. Differentiation in prod- 
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uct that is based upon fact or fancy is discernible on every hand. Cold 
cream, gasoline, cornflakes, soap, milk, cigars, hosiery, and a host of 
other commodities are often sold under conditions of imperfect com- 
petition. The situation prevails largely because some sellers make spe- 
cial claims for particular brands, and some buyers, unable to check 
adequately on the truth or falsity of these claims, are willing to pay 
slightly more for a highly extolled brand of a given good than is charged 
for other, less highly advertised brands, which may be quite as good— 
and may, indeed, be even better, for price is a very uncertain index of 
quality. One need but compare the wild claims made for certain brands of 
toothpaste, with the medical profession’s dictum that “the dentifrice has 
in itself no chemical or magical power to clean,”® to see the lengths to 
which baseless dffferentiation of product in a given field may go. 

DIFFERENTIATION IN CONDITIONS OF SALE 

There may be differentiation in the conditions surrounding the sale 
of a product quite as well as in the product itself; and, of course, both 
kinds of differentiation may occur at the same time. However, in order 
to simplify our discussion of differentiation in the conditions of sale, we 
shall assume, in the present section, that there are no differences, real 
or imaginary, in the product. This leaves us free to center our attention 
upon any special conditions connected with the merchandising of a good, 
that may place one or more sellers in a preferred position, and thus make 
the market situation one of imperfect competition— for it must be remem- 
bered that competition is not perfect unless buyers are as willing to buy 
from any one seller as from any other, and ai'e able to shift readily from 
seller to seller. 

In most cases, the special marketing advantages that we shall note relate 
to all or at least many of the commodities the “preferred” seller is of- 
fering, and not merely to an isolated item. If, for example, people are 
willing to pay a great department store a little more than is charged 
elsewhere for a given good, for reasons other than a differentiation in 
product j it seems likely that they would also pay the favored store some- 
what more than the customary market price for any of many kinds of 
goods. We shall examine several differences in the conditions of sale that 
might give rise to imperfect competition. 

Differences in Locations. A fairly obvious marketing advantage is the 
possession of a specially good location, which means a location that 
shields the seller, to some extent, from competition. The suburban drug- 
gist often enjoys an advantage of this kind. If he has the only drug busi- 
ness in town, he is able to charge more than a strictly competitive price, 
just so long as his “mark up” is not so great as to invite competition from 
October, 1926. 
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the outside, to induce his customers to shift to another druggist in an 
adjacent town, or commuters to patronize a cut-rate chain drugstore in 
the nearby city. Within reasonable limits, then, the local druggist, grocer, 
plumber, or hairdresser may charge prices that have in them some ele- 
ment of monopoly attributable to his sheltered business location. 

In like manner, every seller whose location is so convenient that the 
buying public is anxious to patronize him, may use this advantage either 
to raise prices above those charged by less admirably located merchants, 
or (by keeping prices down to the customary figures) to attract an un- 
usual volume of business. In a great city, the heart of the theatrical sec- 
tion, or the block nearest the suburban railway station, might, for pur- 
poses of differentiation, be an especially desirable location for the sale 
of specific commodities. Even if the slogan, “Ed walk a mile for a Camel,'' 
is to be taken literally, it seems more than likely that at least some of the 
fastidious smokers of “Camels" would pay an extra penny, or even a 
nickel, to be spared making the trip. Whenever differentiation in location 
leads to an extra payment for cigarettes, or for any commodity or service, 
we have an instance of imperfect competition. 

Differences in Sales Policies. When, a good many years ago, a few 
progressive American merchants adopted the novel policy of charging estab- 
lished prices for goods (instead of “higgling" about price with every 
customer) and guaranteeing “satisfaction or money back," they placed 
themselves in a preferred position in the field of marketing. The acceptance 
of mail and telephone orders, the provision of free, prompt delivery, and 
the extension of liberal credit to retail buyers, were further steps in dif- 
ferentiation as between sellers. 

The principle that “the customer is always right" has gone far, and is 
now widespread in this country. However, it is more earnestly observed 
by some sellers than by others, and herein lies a differentiation worth 
noting, and one that is not overlooked by the buying public. For cus- 
tomers who value their time and seek to avoid fruitless controversy, it is 
distinctly advantageous to deal with merchants who insist that the sale 
is not concluded until the buyer is completely satisfied. Good will, which 
often brings a fancy price when a business changes hands, is very largely 
a matter of commanding a “following" which has been built upon an 
enlightened sales policy. 

Differentiation Through Special “Services.” Another means of differ- 
entiation is the provision of special “services," which make one place of 
business more attractive than others of the same general type. A depart- 
ment store that offers its customers comfortable restrooms of ample size, 
writing rooms with free stationery, restaurants and lunchrooms with meals 
at markedly low prices, free organ concerts, free lectures on diet, poetry, 
and interior deGorating, free instruction in cooking and dressmaking, spa- 
cious aisles, prompt elevator service, and unusually well-informed and 
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courteous salesmanship, is likely to be able, because o£ these exceptional 
services, to ask and receive prices somewhat higher than those charged in 
lesser establishments. Indeed, in the case of a great department store, the 
mere fact that one may do a whole day’s shopping under a single roof 
is in itself a tremendous drawing card for many buyers. 

What we have just said is, after all, little more than a variation on the 
old theme that when one buys a commodity he also buys service. Some- 
times— as, for example, when buying a lunch or a dinner— the service is 
of paramount importance. But in the case of most purchases, the exten- 
sion of some unusual courtesy or privilege, perhaps small and seemingly 
insignificant in itself, may make a steady customer of a casual buyer. 
In general, people like to buy in stores that are conveniently located, from 
concerns they feel they can trust, in physical surroundings that are pleasant, 
and with the help of salespeople who reject the famous Vanderbilt pro- 
nouncement, “The public be damned.’"^ 

Differentiation Through Advertising. We have already noted that dif- 
ferentiation may result from advertising that plays up imaginary dif- 
ferences in equally good brands of a given commodity, and succeeds in 
convincing the public that one brand is superior to the rest. But advertis- 
ing, without going so far as to state or even imply that a particular brand 
is better, may yet bring about differentiation merely by keeping the brand 
in question ever in the public eye. 

For many years, a toilet soap of English make enjoyed an unusual 
popularity, which was gained largely through bombarding the public with 
the line, “Use Pears’ Soap!” Here was no attempt to argue the special 
merits of the product, but a simple injunction that attacked the possible 
purchaser from every magazine, newspaper, and billboard. That Pears’ 
Soap long occupied a sheltered position, freed from the operation of 
perfect competition, was perfectly apparent. That the differentiation was 
related to advertising is evident from the fact that the sale of this soap 
began to decline alarmingly just as soon as the volume of advertising was 
reduced, and picked up again when extensive advertising was resumed. 

It is not too much to say that the purpose oi most advertising is to 
differentiate between the advertised article and other very similar products, 
and that in any event the effect of extensive advertising is to interfere with 
the perfect functioning of competition, and thus to bring into existence 
a condition of imperfect competition. 

Price DeteYmiriation Under Irnperfect Cornpetitiori 

Thus far, we have looked into the nature of differentiation, and empha- 
sized the fact that it is the stuff that imperfect competition is made of. 
We have seen that imperfect Gompetition gives rise to variations in price 
which would not occur in a perfectly competitive market. 

^'John Bartlett, Familiar Boston, Little, Brown & Company, 1938, p. 946. 
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Short-Run Price Under Imperfect Competition. These variations are 
not, in the short run, caused by differences in the costs of production, for 
such costs do not determine short-run price under imperfect competition 
any more than they do under perfect competition. These price differen- 
tials are wholly the result of differentiation in product or in the condi- 
tions of sale; and they tend to be held within narrow limits by the pos- 
sibility of substitution, which is always a source of worry to the sellers 
of differentiated products. Even the most favored seller may, under im- 
perfect competition, hesitate to charge as much as he might like to ask, 
fearing that to do so would cause some of his customers to turn to a 
slightly less desired product offered by others at somewhat lower prices. 
A variation in the price charged by different dealers for a substantially 
uniform product is a sign of imperfect competition, but a variation that 
is slight suggests that there is in the situation a good deal of potential 
competition, and that the preferred sellers dare not tempt the fates too far. 

Long-Run Price Under Imperfect Competition. Upon long-run as 
well as short-run price determination, imperfect competition casts its 
shadow of indefiniteness. For in so far as differentiation of a product or of 
conditions surrounding its sale continues over long periods of time, to 
this extent will long-run price tend to fall within a limited price range 
rather than to equal an exact figure which measures the average unit 
costs of production. 

Time has ever been a great leveler, and economists, in using the con- 
cept of long run, have depended upon the passage of years to wipe out 
any “abnormaF' conditions which might temporarily have permitted price 
to be higher than the costs of production. However, they have looked to 
perfect competition to bring about the necessary readjustments; and if 
imperfect competition, through the agency of differentiation, is a con- 
tinuing phenomenon, it would seem that the limited price range, rather 
than one price only, might be applicable to a good many price situations. 
Some kinds of differentiation are, indeed, short-lived, but others (such, 
for example, as differentiation based on good will or a well-advertised 
brand) may be potent for some decades or even generations. 

Price in the Period of Current Production Under Imperfect Competition 

In discussing short-run and long-run price under conditions of imperfect 
competition, we did not employ supply and demand curves, because we 
w^ere then dealing with a product w^hich was not completely uniform. 
In analyzing the period of current production under imperfect competi- 
tion, we shall assume that we have isolated the supply and demand condi- 
tions relating to a given differentiated brand, and are able to picture these 
conditions in the form of curves. For the sake of ready comparison with 
situations already described, w^e shall employ the ATG and MG curves 



292 ECONOMICS: PRINCIPLES AND PROBLEMS 

that we used in our earlier treatment of the individual firm in Figs. 21 

and 27. 

Fig. 31, then, shows the cost conditions for a particular make of brief 
case, which, though not differing widely from brands offered by other 
manufacturers, is nevertheless preferred by some buyers who are willing 
to pay a slight premium for this differentiated brand. The demand for 
this brand is shown in the AR (demand) curve. The bargaining position 
of this firm is, within its own small field of differentiation, virtually that 
of a complete monopolist. Hence, this firm will base current production 
upon an examination of the intersection of the MR and MC curves. In 
our figure, this quantity is seven units, on which, by reason of differentia- 
tion, this manufacturer would make a monopoly profit of approximately 
121 . 00 . 



Fig. 31. Cost and Revenue Curves of a Manufacturer of Brief Cases, Under 
Conditions of Imperfect Competition 

However, the producer of a differentiated brand does not occupy a 
very secure position. Whatever advantage he enjoys consists of but a 
slight superiority, real or imaginary, of his product as compared with 
the products of other producers in the same field. He must keep buyers 
convinced of the superiority of his brand, or they will change to a similar 
but slightly cheaper brand. Failure to maintain the differentiation be- 
tween his brand and other brands would result in a shift of the demand 
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curve to the left. For example, our individual firm might find itself, in a 
given period of current production, facing a demand curve such as the 
broken line A'R', which is tangent to the ATG curve. The producer’s 
guide to most advantageous pi'oduction would then be the intersection 
of the M'R' and MG curves. The broken line which passes through this 
point of intersection, and is perpendicular to the base line, meets the 
ATG curve at its point of tangency with the A'R' cur\^e. At this point, 
average revenue and average total costs are equal, so that there is now no 
monopoly profit. 

In the period of current production, the individual hrm will produce 
the quantity indicated on his marginal cost curve for any price, so long as 
the price is higher than the average variable costs of production. Ordi- 
narily, the producer of a differentiated brand will, in the period of current 
production, be able to command a somewhat higher price than would be 
available if the situation were perfectly competitive, but a price somewhat 
lower than would be his under complete monopoly. 

What we have said in the present chapter does not destroy, or seriously 
weaken, the price theory that we have been expounding in the past four 
chapters. It is, after all, little more than an amplification of our repeated 
warning that perfect competition and complete monopoly are extremely 
rare. It is true that in three of these four chapters we have assumed the 
existence of perfect competition or complete monopoly. These assump- 
tions were essential to the development of our analysis, just as certain 
hypotheses are necessary in the study of the physical sciences. But we have 
been free always to admit that competition and monopoly in unmodified 
form are probably non-existent. “Though monopoly and free competi- 
tion are ideally wide apart,” says Professor Marshall, “yet in practice they 
shade into one another by imperceptible degrees; . . . there is an element 
of monopoly in nearly all competitive business; and . . . nearly all the 
monopolies, that are of any practical importance in the present age, hold 
much of their power by an uncertain tenure; so that they would lose 
it ere long, if they ignored the possibilities of competition, direct or 
indirect.”® 


1. What is the meaning of “partial monopoly”? 

2. In what respect does short-run price under partial monopoly differ from 
short-run price under complete monopoly? 

3. It is suggested in the text that partial monopolists usually find it desirable to 
“practice forbearance.” Explain. 

4. Describe “the quandary in which the partial monopolist [in contrast to the 
complete monopolist] finds himself in the period of current production.” 

® Alfred Mzishdlh Industry and Trade. New York, The Macmillan Company, 1923, 
p. 397. 
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5. The term “strictly competitive price” assumes that the good under considera- 
tion is uniform throughout the market. Why is this assumption essential? 

6. In what respects might a merchant gain through a “differentiation” in the 
product he sells? 

7. “The outstanding characteristic of imperfect competition is differentiation.” 
Explain. 

8. Give an example of genuine differences in competing products. 

9. Differentiation in product may be the result of pseudo-differences. Explain, 
with an example, 

10. In every instance of imperfect competition, there is an element of monopoly. 
Why is this necessarily the case? 

11. Under imperfect competition, prices must be expected to vary somewhat. 
What is to keep them from varying widely} 

12. What connection, if any, is there between (a) differentiation in product and 
(b) lack of knowledge of maiTet conditions on the part of the buyers? 

13. Explain how a progressive sales policy might lead to differentiation, and 
therefore to imperfect competition. 

14. Give an example of differentiation brought about by advertising. 

15. Contrast the price range under imperfect competition, with one price only 
under perfect competition, 

16. Why should the quantity sold, as well as price, be somewhat indefinite under 
imperfect competition? 

17. Would you expect differentiation to be wiped out in the long run? Why, or 
why not? 

18. In the period of current production “the producer of a differentiated brand 
does not occupy a very secure position.” What is the nature of the advantage 
he enjoys because of differentiation, and why is his hold on this advantage 
not very secure? 

19. What is the gist of Professor Marshall’s observation on the nature of competi- 
tion and monopoly? 

REFERENCES FOR FURTHER READING 

See list of references at the end of Chapter 12. 



CHAPTER 1 7 



IN OUR DISCUSSION OF INDIVIDUAL PRICES, WE HAVE CONSIDERED USUALLY A 

single economic good, or a single grade of an economic good, at a time. 
Our purpose has been simplicity of treatment. But in actual practice it 
cannot be said that the demand for and supply of a given economic good 
are independent of the demand for and supply of other economic goods, 
or that the price of a given good is unrelated to the prices of other goods. 
On the contrary, the demand and supply conditions of different economic 
goods, and the prices of these goods, are highly interrelated and interde- 
pendent; and the interaction of the many individual prices in the price 
system has consequences, at least in a capitalistic economic system, which 
are of great interest and importance to the student of economics. 

Every economic system is faced with the basic problem of satisfying 
great and growing human wants by utilizing certain scarce means of 
production which have alternative uses. In this situation, some way must 
be found to determine (1) the apportionment of existing limited quantities 
of consumable goods among the members of society; (2) the kinds and 
quantities of economic goods to be produced; (3) the allocation of the 
limited quantities of the productive agents among the various industries 
and fields of production; and (4) the total quantities of reproducible 
agents of production to be made available in the long run. While these 
decisions may be made in other ways in other types of economic systems, 
under capitalism they are usually made by enterprisers on the basis of 
price relationships. The part played by the price system in reaching these 
fundamental decisions is so important that many economists consider the 
money and price system the most significant single institution of a capital- 
istic economic order. 

- THE, FUNCTIONS OF THE PRICE SYSTEM ■ 

The Apportionment of Existing Economic Goods. We shall now 
examine in some detail the functions performed in our economic order 
on the basis of the price system and price relationships. In the first place, 
prices determine who shall have access to existing stocks of economic 
goods, and how these goods shall be apportioned. Sometimes the prohlem 
is one of restricting purchases of a good to a quantity which can be satis- 

■ 295 '' 
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fied by the existing limited stock. In other cases, the difficulty is to find 
enough purchasers to take the large existing stock of a good from the 
market. If, for example, the available quantity of butter is unusually 
small, a rising price induces some people to give up this commodity 
altogether, and others to restrict their purchases to smaller quantities than 
usual. In this way the market demand for butter is kept from outrunning 
the market supply. And if an unusually large quantity of (say) strawberries 
is available on the market, a falling price attracts new customers and 
induces others to buy larger amounts than usual, so that market supply 
does not outrun market demand. 

This need for a device to apportion existing stocks of economic goods 
among consumers is a characteristic of our modern complicated economic 
system. When each individual or family was economically self-sufficient, 
producing a considerable variety of goods on a small scale by fairly direct 
methods, the same persons were both producers and consumers and the 
problem of apportionment did not exist or was relatively unimportant. 
Under modern conditions, however, one set of individuals specializes in 
producing a certain article, turning it out in large quantities by indirect 
methods, and a second set of individuals— largely or entirely separate from 
the first— consumes the article. Under such conditions, the problem of 
adjusting consumers’ demands to the existing quantities of goods becomes 
one of the utmost significance. 

The leading alternative to the apportionment of consumable economic 
goods through price adjustments is apportionment by means of quantity 
adjustments. That is, in a given economic system, the government or an 
agency of the government may keep the price of a good stable and low, 
regardless of whether the quantity available is large or small, and may 
increase or decrease the quantity each individual or family is allowed to 
purchase in a week or some other period of time. Rationing of this kind 
has the advantage of insuring that each individual or family shall get at 
least a small amount of a given good, and it is most likely to be used in 
wartime or in other emergency situations when the available quantities 
of certain finished economic goods are unusually limited.^ 

The Control of Production. In a capitalistic system which depends 
upon specialized, indirect, and large-scale production, another problem 
is to get producers to provide the commodities and services desired by 
consumers, and in the proper relative quantities. In a non-specialized 
system, in which each individual or family was practically self-sufficient 
from an economic point of view, this problem would not be very trouble- 
some. For the same individuals would function as both producers and 
consumers, and should be able, before engaging in production, to decide 
what they wanted to consume. In our type of economy, the adaptation of 

^ Some of the experiences of the United States with rationing by physical quantities 
during World War II are described in chap. 30. 
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production to the needs and desires of consumers is accomplished by means 
of the price system. 

In our economic system, consumers indicate the relative intensity of 
their desires for various kinds of economic goods by their willingness to 
pay high or low prices. If the quantity of a commodity is small, as com- 
pared with the demand for it, the price of the good is likely to be higher 
than the cost of production. Business enterprisers are interested in making 
profits, and are consequently always on the lookout for opportunities to 
turn out goods which will sell at a profit. Hence, they are attracted to 
industries which produce such goods. Large profits cause new enterprisers 
to enter the field, and old enterprisers to expand output and eventually 
their productive capacity. A favorable price for a product makes it possible 
for the enterprisers in that field to bid effectively for the necessary agents 
of production, and attract large quantities of these agents to the industry. 
The final result is that production expands, and the demands of consumers 
for the product in question are satisfied more fully than formerly. 

The opposite is true when a commodity is being produced in relatively 
large quantities, so that the price is lower than the costs of production. 
Enterprisers who are looking for profitable businesses are repelled by the 
unfavorable price. Some enterprisers who are already in the industry are 
likely to be driven out, and those who continue are likely to cut down 
their rate of production and eventually decrease their capacity for pro- 
duction. The industry is unlikely to attract new agents of production, 
and on the contrary probably loses some of the agents formerly employed. 
The final result is that output decreases until the quantity produced finds 
buyers at a price that is reasonably satisfactory to the producers. Thus the 
prices of finished goods, and the prices of productive agents used in making 
them, aid enterprisers in deciding what kinds and quantities of economic 
goods to produce. 

Production Control in Wartime. Theoretically, the expansion and 
contraction of various industries, and the conversion and reconversion of 
productive facilities, could be allowed to depend upon cost-price relation- 
ships even in wartime. For example, the government might undertake to 
pay such high and profitable prices for airplanes that existing airplane 
factories would run at full capacity, automobile producers would volun- 
tarily curtail or stop the production of automobiles and convert their 
facilities to the production of airplanes, and new firms would be induced 
to enter the field of airplane production. Similarly, the industries engaged 
in war production might attract the necessary workers by paying wages 
much higher than the workers could obtain in industries producing 
civilian goods, and so on. 

However, in practice the government is likely in wartime to resort to 
direct control over production, and over the extension and conversion of 
productive facilities. The reason is not that wartime problems are unusual 



298 


ECONOMICS: PRINCIPLES AND PROBLEMS 


in nature, but rather that they are unusual in scope and urgency. In peace- 
time, the conversion and extension of productive facilities occur gradually, 
and only a small number of industries may be seriously affected at any 
one time. In wartime, the conversion and extension of productive facilities 
are needed immediately, and most, if not all, industries are affected to 
some extent. 

Moreover, if the banks are creating a considerable part of the funds 
necessary to finance the government’s war expenditures (by buying gov- 
ernment bonds and paying for them by creating demand deposits for the 
government), reliance on price relationships to induce the extension and 
conversion of productive facilities may be ineffective and costly. That is, if 
the government spends much more for war than it takes out of the current 
incomes of the people through taxes and direct sales of bonds, the willing- 
ness and ability of the government to pay high prices for airplanes or 
other war goods may be offset to a considerable extent by the willingness 
and ability of private individuals to pay high prices for automobiles or 
other civilian goods. In such a situation, the extension and conversion 
of productive facilities may not go forward as desired, and the money cost 
of the war may be greatly increased as prices rise because of the competitive 
bidding of government and people for war goods and civilian goods, 
t'espectively. When agents of production are fully employed, competitive 
bidding for their services may result in serious inflation. Hence, in wartime 
a government is likely to control prices directly and to regulate production 
through official boards or other agencies. 

Soon after the United States entered World War II, the task of speeding 
and guiding the output of necessary goods was assigned to the War Pro- 
duction Board, which was created by two Executive Orders issued by the 
President of the United States. The War Production Board was authorized 
(1) to exercise general direction over the war procurement and production 
pi-ogram, and (2) to determine the policies, plans, procedures, and methods 
of the several federal departments, establishments, and agencies with 
respect to war procurement and production, including purchasing, speci- 
fications, and construction, and including conversion, requisitioning, plant 
expansion, and the financing thereof; and to issue such directions with 
respect thereto as might be deemed necessary or appropriate. The Board 
established a number of regional offices, located in large cities from coast 
to coast, to facilitate the handling of local and regional problems. 

The powers of the Board were, of course, very great. It could order 
industries producing civilian goods to curtail production or even stop 
operating altogether, and it could permit them to resume operation when 
needs for war production moderated to some extent. It could take almost 
any necessary steps to insure the adequate production of essential war 
goods. Conversion and extension of plant facilities could be undertaken 
only with the approval of the Board, and the Board controlled the alloca- 
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tion of vital materials and capital goods among firms and industries. With 
the coming of peace, its regulations and controls were rapidly relaxed, for 
the existence and functioning of such an agency in peacetime would be 
quite foreign to the nature of a capitalistic economic system.- 

The Apportionment of Productive Agents. As the explanation of the 
control of production by means of cost-price relationships suggests, the 
price system does more than control the output of finished goods. The 
prices which producers are willing to pay for the agents of production 
furnish the basis for distributing existing quantities of the scarce agents 
among various industries under capitalism. Consider land, for example. 
Owners of land are likely to consider carefully the several uses to wdiich 
their land might be put and the rents that would be paid by the various 
enterprisers who are willing to lease it. When landowners entrust their 
land to the enterprisers who offer the most favorable terms, they are 
apportioning the existing quantity of this scarce agent of production 
among the various industries, and thus are encouraging the production 
of certain economic goods rather than others. 

The available quantity of capital is distributed in a similar fashion. 
Capital results from saving, and savings are dependent upon the existence 
of incomes larger than are required for current consumption. Savings are 
sometimes invested directly by the savers themselves, but more often that 
responsibility is transferred to other persons or institutions. In any case, 
those who have savings usually seek investments which will bring the high- 
est rates of return, after making allowance for variations in risk as between 
industries. By the act of turning savings over to certain industries, the 
investors make it possible for these, rather than others, to acquire needed 
supplies of capital goods. In this way, the quantity of capital available for 
production is apportioned among the various industries, and certain types 
of production are encouraged while others are discouraged. 

Even labor, the human agent in production, is distributed among the 
various industries of our economy largely on the basis of the relative prices 
offered for it. While a high or low wage is not the only influence that leads 
workers to prefer one occupation to another, differential earnings remain 
the most important single factor in bringing about these decisions. Other 
things being equal, workers are attracted by high and repelled by low 
wages. The volume of labor in a declining industry falls off as the workers 
are asked to accept lower wages than formerly, or as it becomes evident 
that the children of these workers will be poorly paid if they follow their 
fathersV occupation. But a new and expanding industry can attract a con- 
siderable part of the existing labor supply because it is able to pay higher 
wages than workers could command in industries that are less favorably 
situated. ^ 

2 Ttie governmental price control which accompanied the control of production during 
World War 11 is discussed in chap. 36 (voL 2). 
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The competitive bids of enterprisers for the agents of production tend 
to set high prices on the relatively scarce agents and low prices on the more 
plentiful agents, encouraging a smaller use of the former and the fuller 
employment of the latter. A low price for a relatively scarce agent would 
lead to its waste in trivial uses, but a high price reserves it for more impor- 
tant employments. A high price for a relatively plentiful agent would 
cause enterprisers to economize in its use, and many units of the agent 
would remain idle; but a sufficiently low price tends to put all units of 
the agent to work, in the long run. 

The Apportionment of Productive Agents in Wartime. In wartime, 
the government is likely to resort to direct control over the apportionment 
of productive agents among industries and businesses, in order to achieve 
the exact allocation deemed most appropriate for the effective prosecution 
of the war and to prevent an undue bidding up of the prices of the agents 
after full employment has been reached. For example, the allocation of 
vital materials among firms and industries in the United States during 
World War II was made on the basis of the so-called Controlled Materials 
Plan. Prime contractors all over the country were required to assemble 
bills of materials needed, specifying kinds, quantities, and the times at 
which needed. These bills of materials were submitted to seven claimant 
agencies: Army, Navy, Maritime Commission, Aircraft Scheduling Unit, 
Board of Economic Warfare, Lend-Lease Administration, and Office of 
Civilian Supply. 

The claimant agencies combined the bills of materials sent in by their 
contractors and submitted them to the War Production Board, which 
matched total requirements of the claimant agencies with available sup- 
plies of materials, making allowances to these various agencies according 
to their importance. The claimant agencies followed their own preferences 
in distributing their allotments to the prime contractors, who in turn 
rationed the materials to subcontractors. The allotments to contractors 
amounted to “certified checks” for specific quantities of materials in spe- 
cific periods of time. Finally, the War Production Board had to inform 
the producers of the materials what kinds and amounts of materials to 
produce in order to meet the allocated demand in each period. Such a 
method of apportioning scarce productive agents among industries and 
businesses differs sharply from the usual process, which depends upon 
prices and competitive bidding.^ 

Controlling Total Quantities of Productive Agents. Finally, it is true 
that price relationships control, where possible, the total amounts of the 
agents of production which will be in existence in the long run. That is 
to say, a high rate of remuneration for an agent of production encourages 

3 Governmental controls over the allocation of labor among industries and businesses 
in wartime, as well as other governmental controls affecting labor, are discussed in 
chaps. 21, 24, 25, and 26. 
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an increase in its quantity, whereas a low payment leads to a decrease. 
However, it is not always possible to create more of an agent of production. 
In the case of land, for example, it is clear that rents and land prices may 
go up indefinitely without bringing about any increase in the quantity 
of this natural wealth. 

In the case of labor, a theory held by classical economists, such as 
Mai thus and Ricardo, suggested that the total quantity of labor was 
directly related to changes in wage rates. According to this theory, unusu- 
ally high wages for labor would cause workers to have more children and 
enable them to rear large families to maturity, until these increases in the 
quantity of labor eventually caused usages to fall to, or perhaps even below, 
the subsistence level. If wages fell below the subsistence level, workers 
would have fewer children, or the disease and malnutrition that often 
accompany low standards of living would prevent the children from 
reaching maturity; the final effect would be a decrease in the total quantity 
of labor and a rise in wages to at least the subsistence level. The long-run 
result of these two tendencies would be to keep the wages of workers 
hovering around a level at which workers could only just maintain and 
replace themselves. 

In modern times, this theory has been quite largely discredited. Indeed, 
some people hold to a theory which is almost the opposite, insisting that, 
if wages are raised, and workers become accustomed to higher standards 
of living, they will fight to retain these higher standards, even to the point 
of delaying marriage and practicing family limitation. Also, the necessity 
of getting along on the low standard of living that accompanies low wages 
is said to make workers imprudent, improvident, and careless of the mor- 
row, so that they increase unduly the size of their families, and the future 
labor supply. In general, however, it seems that wage rates are less effective 
in controlling the total quantity of labor in the long run than in distribut- 
ing the existing labor supply throughout our economy. 

Capital goods result from saving and investment, and both of these 
processes are fairly responsive to changes in the rate of return which is 
obtainable. Saving, of course, is done by many different kinds of people 
and in response to a variety of motives. Many people would save against 
a possible rainy day, even if there were no such thing as interest. Some 
have such large incomes that they can save easily since they feel no urge 
to spend all that they receive year by year. Some savings are apparently 
made from force of habit, but others result wholly from the desire to 
provide for consumption at a future time, and thus are not greatly influ- 
enced by the prevailing rate of interest. 

Despite considerations such as these, the fact remains that much of the 
saving which takes place is made only because of the financial incentive 
in the form of interest. Ail saving requires the postponernent of consump- 
tion. Some families have such small incomes that it would involve con- 
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siderable sacrifice to save even a very small amount. And those persons who 
would save something even if no interest were obtainable can be induced 
to save more only by offering them interest; for the greater the amount 
saved out of a given income the greater is the pressure on the individual 
to spend the rest of his income for present consumption. It follows that a 
high rate of interest will sooner or later tend to call forth a larger total 
volume of savings than a lower rate, and that a reduction in the interest 
rate will tend eventually to cut down the total volume of savings. How- 
ever, the effects of changes in interest rates upon the volume of savings 
are somewhat slow and uncertain. For in times of business depression and 
low interest rates, savings often continue to be made in considerable 
volume, while in prosperous times the total volume of investment in old 
and new enterprises often outruns the total volume of savings. 

Investment is controlled more directly than saving by the rates of return 
that are obtainable. By investment we mean the use of savings for the 
purchase of capital for developing new industries or expanding old ones. 
The investments may be made directly by the savers themselves or by those 
who make a business of providing business men with funds. When business 
is good and old investments command high rates of return, new commit- 
ments are made with alacrity and enthusiasm, even though the necessary 
postponement of consumption will mean considerable sacrifice, or the 
funds must be secured from others at considerable expense. Indeed, our 
commercial banks themselves often create purchasing power at such times 
so that additional investment may take place at a faster rate than would 
be possible if only new savings were used. When business is poor and old 
investments are paying unsatisfactory returns, people hesitate to make 
additional investments even though savings are available at low rates, and 
much of the existing volume of savings may be forced to lie idle until 
business conditions improve. 

It appears, then, that the price system, by controlling the processes of 
saving and investment, provides a means of handling a problem which 
must be handled in some way in every economic order. The problem is 
that of deciding how our national income shall be divided as between the 
satisfaction of present wants through consumption, and the provision of 
facilities for obtaining a greater variety and abundance of economic goods 
in the future. 

Theoretical Outcome of a Perfectly Functioning Price System. The 
results which we should expect to be attained if our economic system 
operated perfectly on the basis of price relationships may be summarized 
briefly. The members of society, as producers, would turn out precisely 
those goods which the members of society as consumers desired, and the 
relative quantities of the various items produced would be perfectly 
adjusted to the demands of consumers for themv The production of each 
economic good would be carried to the point where the last unit produced 
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would command a price sufficient, and only just sufficient, to cover the 
cost and effort of producing it; at the same time, the consumption of each 
economic good would be carried to the point where the last unit purchased 
could be expected to produce a degree of satisfaction sufficient, and only 
just sufficient, to justify the payment of the price exacted for it. 

Since, at this margin of production and consumption, both the antici- 
pated satisfaction on the one hand and the cost or effort on the other 
would be equal to the same thing—that is, to the price of the good— they 
would presumably be equal to each other. However, since the units of 
the good which were produced up to this point of equilibrium could 
reasonably be expected to give more satisfaction than the marginal unit 
and to cost less than this unit, ideally the industry which produced the 
good in question— and, in like manner, all industries— would control pro- 
duction so as to furnish society with the greatest possible surplus of utility 
over disutility (as represented by efforts or costs). 

If the agents of production were allocated among firms and industries 
strictly on the basis of prices, their employment, under ideal conditions, 
would be perfectly coordinated with the desires of consumers as expressed 
on the market. No unit of any productive agent would be used for the 
production of a particular economic good if its use in producing some 
other economic good would result in a greater value-product or a higher 
rate of remuneration for the owner of the agent. Because of the appor- 
tionment of usable commodities and services among consumers on the 
basis of prices, no unit of any economic good would be purchased and 
consumed by any one individual if a greater marginal utility would result 
from its purchase and consumption by someone else, so far as marginal 
utilities are accurately measured by the willingness of individuals to pay 
prices on the market. Finally, the productive resources of the economy 
would be divided between providing for the present (through the produc- 
tion of finished commodities and services) and providing for the future 
(through capital formation) in perfect accordance with the time preference 
and desires of the people. In summary, the operation of the economy on 
the basis of the price system should make our scarce resources of produc- 
tion go as far as they could possibly be made to go toward the complete 
satisfaction of human wants. 

CRITICISMS, OF THE PRICE SYSTEM 

Criticisms of the actual operation of our economic system on the basis 
of price relationships usually embody two points of view. First, our actual 
economic system operates, on the basis of prices, with much less efficiency 
than does a theoretical model of capitalism. Second, even if the economy 
operated with perfect efficiency on a price basis, the result would not be 
the maximum satisfaction of human wants. The basis of this second 
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criticism is the fact that money prices are imperfect instruments for meas 
uring and expressing the relative strength of various human needs and 
desires and the costs of satisfying them. We shall turn first to criticisms 
of the efficiency of the price system. 

The Apportionment of Finished Goods. Finished commodities and 
services must be apportioned among consumers by some method or other, 
and it is fair to say that apportionment by means of price movements has 
proved a reasonably efficient method. The price of a good can always be 
made so high that the existing quantity, however small, will find— and 
only just find—takers. Similarly, a price can be made so low that enough 
buyers will be found to take off the market any conceivable quantity of 
a good. The amount by which price must change, to bring market demand 
and market supply into equilibrium, varies greatly from one good to 
another. If the demand is inelastic, the price has to rise greatly if it is to 
reduce the purchases of the good even slightly, and a great drop in price 
is necessary to induce buyers to take much more of the good than usual. 
If, on the other hand, the demand for an article is elastic, and the quantity 
available is much smaller than usual, a slight increase in price has the 
effect of discouraging many buyers; and if the quantity to be sold is larger 
than usual, a slight decline in price may be counted upon to increase sales 
greatly. 

In actual practice, the apportionment of economic goods among con- 
sumers through price changes seems to work better in one direction than 
in the other. Rising prices are very effective in holding purchases down 
to a total which can be satisfied from existing stocks of economic goods, 
for sellers are glad to make this type of price adjustment whenever pos- 
sible. But sometimes large stocks of goods pile up in the hands of pro- 
ducers and sellers, apparently unable to find a market. The reason, and 
the only reason, is that sellers are unwilling to lower their prices suffi- 
ciently to induce purchasers to take the goods off the market— because the 
sellers are unwilling to take a loss on the sale of their goods, are afraid 
of spoiling the market later on by selling at unusually low prices at present, 
or prefer to take their loss in some other form. Difficulties of this kind 
occur, then, not because apportionment by means of price changes is 
incapable of working effectively, but because producers and sellers are at 
times unwilling to let it work. 

The Control of Production. Though there can be no doubt that the 
activities of business enterprisers in production are influenced by cost-price 
relationships, we must not expect to find production perfectly adapted to 
these relationships in practice. For one thing, the relative immobility of 
the agents of production obviously has an important effect upon the 
success with which production can be controlled on the basis of price 
relationships. Favorable or unfavorable cost-price relationships do afford 
a stimulus to the expansion or contraction of the production of specific 
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types of economic goods; but adjustments o£ production to changes in 
demand cannot be brought about quickly and smoothly, because of the 
inability of the productive agents to move readily from one place or 
occupation to another. And, ail too often, before an adjustment of produc- 
tion to one change in demand can be completed, another change in 
demand may occur which will render the attempted adjustment of produc- 
tion inappropriate. 

The market conditions which prevail on the supply side of price deter- 
mination are also important. It is only under competition that the 
enterprisers in any given industry, in reacting to increased demand and 
favorable prices, may be expected to expand production so extensively 
that the price of the product will necessarily fall back to the cost of pro- 
duction level. In controlling the affairs of their enterprises, monopolists 
and monopolistic competitors must pay attention to the demand for their 
products; but under any given condition of demand they have no incentive 
to carry production to the point at which they can obtain prices which 
will merely cover the average cost of production per unit of their goods. 
Instead, they tend to limit output to the volume at which the marginal 
cost of producing the good is equal to the marginal revenue derived from 
its sale. Since such an output is ordinarily well short of that at which the 
price would be equal to the average cost of production, it follows that the 
productive results of operation under conditions of monopoly or monopo- 
listic competition are quite different from those assumed in the general 
description of the control of production on the basis of price relationships. 

Moreover, under conditions of monopolistic competition, products are 
differentiated and the individual enterpriser is in a position to control the 
market for his product to some extent. In such a situation, the enterpriser 
may decide that it will be better for him to try to “educate” the consumers 
to want and pay for the kind and amount of the good he considers it desir- 
able to produce than to try to adjust his production to the supposed wants 
of consumers. The simple theoretical discussion of the control of produc- 
tion on the basis of price relationships tends to overlook the whole range 
of advertising and other economic activities which have as their purpose, 
at least in part, a change in tire pattern of human wants rather than the 
satisfaction of wants which already exist. 

The Apportionment of Productive Agents. Not only is production 
itself never perfectly adjusted to price relationships, but the same thing 
is true of the apportionment of productive agents among industries and 
businesses. Once land has been committed to a particular enterprise or 
industry, it is ordinarily tied up for a considerable period of time and 
cannot be shifted promptly to other enterprises or industries, even though 
more profitable opportunities for its employment should arise. In similar 
fashion, when capital funds have acmally been invested in fixed plant and 
equipment in some industry or other, and these capital goods will last for 
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years, a change in price relationships which would make it possible for 
these funds to earn a greater return in some other type of investment will 
not cause them to move at once to another industry. Hence, for relatively 
short periods of time, a large part of the economy’s capital funds is likely 
to be immobile, and, as a consequence, the distribution of funds among 
industries is unlikely to be perfectly suited to the price relationships which 
exist at a given time. 

However, it remains true that, in the long run, all capital funds are 
mobile and none are permanently tied up in fixed capital goods. If savings 
will command more net interest in some uses than in others, or in some 
places than in others, after variations in risk and costs of administration 
are allowed for, it is to be expected that, in general, savings will move in 
the long run from occupations or places where net interest is low to occu- 
pations or places where it is high. That is to say, as capital goods wear out 
and make available liquid funds which might be used for their replace- 
ment, these funds will, if better investments are available, be transferred 
to other uses or places instead of being reinvested in new capital goods of 
the original type. 

Differences and changes in wages are, even in the long run, sharply 
limited in their power to distribute labor among the many industries and 
occupations of a country. In some instances, workers may continue to 
accept a given wage, even though a higher one is being paid in another 
industry or area, because they are not aware of these better opportunities 
or because their acceptance of them is prevented by powerful unions. In 
other cases, they may know of the higher wage rates to be obtained in other 
occupations and be qualified for these jobs, but be unable or unwilling 
to take them because the better-paying jobs are beyond a reasonable com- 
muting distance. The workers may be unable to pay the cost of moving 
themselves and their families to another place, they may have formed an 
attachment for their present location, they may have children in school 
whose opportunities for education would suffer in the new community, 
or they may have homes which they could not sell except at considerable 
loss. 

Still more important is the fact that the labor supply of a country does not 
consist of a single great mass of homogeneous units, all of which can com- 
pete freely with one another for employment in various occupations. 
Instead, the labor supply is divided into groups or classes, and the members 
of one group do not ordinarily compete with the members of another 
group. The high earnings enjoyed by investment bankers or corporation 
lawyers cause few, if any, hod-carriers to throw down their hods and study 
banking or law. They might easily lack the native ability to enter these 
pursuits, as well as the helpful factors of capital and social connections, 
and the necessary training might be difficult, if not impossible, for them 
to obtain. In short, a combination of hereditary and environmental factors 
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tends to prevent free competition among different classes of labor, except 
in the occupations which are open to the members of a given group or 
grade of labor. This matter is discussed in detail in Chapter 21. 

Controlling Total Quantities of Productive Agents. The method of 
controlling total quantities of productive agents by means of prices applies 
with real force only to capital, and even here the results produced are far 
from perfect. The total quantity of savings and capital often adjusts itself 
very slowly to changes in the interest rate. In times of inactive business, 
saving may take place to a considerable extent, even though the rate of 
interest has been declining steadily and the demand for funds to invest in 
industry is light. On the other hand, in highly prosperous times the 
demand for savings for use in financing new productive facilities may 
outrun the total quantity of savings, even though the rate of interest rises 
considerably. 

The Influence of Business Depressions. In general, we must conclude 
that our economic system never operates with complete efficiency on the 
basis of price relationships. However, it operates with much greater effi- 
ciency at some times than at others, and is subject to periods of prosperity 
and depression. At times we are faced with the tragic spectacle of countless 
human wants going unsatisfied while many units of the scarce productive 
agents lie idle and wholly unproductive. Such periodic failures to use sub- 
stantial portions of our agents of production while human beings are 
clamoring for goods represent, of course, a great economic waste. 

The subject of business cycles is discussed at length in Chapter 37 (VoL 2), 
but we may suggest here that business cycles are an almost inevitable 
characteristic of our type of economic system—that is, a system which 
depends upon specialized, large-scale, and roundabout production, self- 
interest, freedom of enterprise, private property in the agents of produc- 
tion, and the operation of the competitive price system. Specialization 
makes the different parts of our economic system highly interdependent, 
so that the maladjustment or breakdown of one important industry will 
affect adversely most, if not all, of the others. Large-scale production 
emphasizes whatever mistakes are made in adjusting production to de- 
mand; and indirect production, involving as it does a tremendous invest- 
ment in fixed capital goods, tends to make such mistakes relatively perma- 
nent in character. 

In an economic system which maintains freedom of enterprise and gives 
the individual an opportunity to follow his own economic self-interest, 
the decisions as to what to produce, when to produce, and how much to 
produce are made by a large number of independent individuals. Each, 
within rather broad limits, is left free to produce anything he pleases, at 
any time, and in any quantity that seems to him desirable, without regard 
to the demand for his and other products or the activities of other pro- 
ducers. The fact that most of these decisions which relate to production 
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will become efEective only in the fairly distant future introduces into the 
situation another opportunity for error. Under these conditions it would 
be little short of a miracle if an appropriate amount of each economic 
good were produced year after year; and under these conditions it is easy 
for industries to overdevelop and get out of adjustment with one another. 

The Influence of Differences in Income. We turn now from the dis- 
cussion of the imperfect functioning of our economic system on the basis 
of price relationships, to the contention that the system would prodilte 
imperfect results even if it operated with complete efficiency so far as 
price relationships are concerned. This argument rests upon the theory 
that money prices are not wholly satisfactory instruments for measuring 
and expressing human desires and the costs of satisfying them. We have 
said that, under the price system, the tendency is to produce each economic 
good dowm to the point where marginal efforts and satisfactions balance. 
This balancing of efforts and satisfactions does not mean much when the 
parties to the transactions are from very different income levels. Con- 
sider, for example, the case of a well-to-do person who hires a domestic 
servant for thirty dollars a week. The employer desires the services of a 
domestic and considers the satisfaction to be derived from these services 
to be worth the price he must pay to get them. The prospective servant 
is capable of producing the required services and considers it worth while 
to expend the necessary effort in order to obtain the wages. 

In spite of these considerations, there may be no real balancing of 
efforts and satisfactions in this case. The value of money per unit to the 
well-to-do person is so small that he may spend thirty dollars a week for 
a very moderate amount of satisfaction. On the other hand the value of 
money per unit to the servant is so great that she will expend, for thirty 
dollars a week, an amount of effort which the rich man would not exert 
for a weekly stipend many times as large. Money prices cannot serve 
effectively as instruments for measuring efforts and satisfactions as between 
persons to whom the value per unit of money itself is quite different. It 
follows that, in our economic system, many agents of production are used 
for purposes for which they would not be used in an economic system in 
which money incomes were relatively equal. 

The implications of such cases are obvious. Many efforts which now 
go into producing small satisfactions for the rich at high prices, instead 
of large satisfactions for the poor at low prices, would be transferred to 
the latter more important uses in an economy of equal incomes, with 
an increase in the surplus of total satisfactions over total efforts. This dis- 
cussion, then, casts doubt upon the results obtained from the process 
by which consumers guide producers through the agency of prices. Ac- 
cording to our previous analysis of this process, consumers express the 
high desirability or importance (to them) o certain economic goods by 
their willingness to pay high prices, while unimportant and non-essential 
goods can command only low prices. The high prices for certain goods 
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attract enterprisers to these lines of production, and they in turn attract 
the other agents of production. In this way, it is assumed that our pro- 
ductive agents will be concentrated in the making of the economic goods 
which are most desired by consumers. 

However, our discussion has shown that, w^hen individual incomes are 
highly unequal, a high price for a given economic good may mean either 
that the good is greatly desired by its consumers or that the consumers have 
such large incomes that they are willing to pay a high price even for a 
good which furnishes only a trivial satisfaction. On the other hand, a low 
price for a good may mean either that it is unimportant to its consumers 
or that the consumers have little money to spend for it or anything else, 
however badly the good may be needed. Business enterprisers are interested 
primarily in the existence of high and low prices, and not in the causes of 
such prices. Consequently, they are more likely to produce unimportant 
articles for the rich than important articles for the poor, if the production 
of the first is more likely to bring gains than the production of the second. 
On the basis of price relationships under capitalism, the production of 
economic goods is adjusted only to the effective demands of consumers 
in the market, and not to fundamental human needs or desires; for the 
demands of consumers, as expressed in terms of money, will not reflect 
human needs and desires accurately if individual incomes in the economy 
are highly unequal. 

Underestimated, Complex, and Negative Wants. Even if all consumers 
had equal incomes, money prices would still not provide satisfactory ex- 
pressions of all human wants and needs. In some cases, the difficulty is 
that consumers are likely to underestimate their real needs. It would be 
quite possible, we may suppose, for private enterprisers to furnish us with 
such services as fire protection and education on the basis of price rela- 
tionships. But because of the great importance of such services from the 
social point of view, and because of the probable inadequacy of their 
production by private enterprisers on the basis of the prices which people 
would voluntarily pay, we take the provision of these services out of the 
realm of the free market and have them handled by public authority. 

Some of our more complex wants seem incapable of being satisfied 
through the medium of the market and price mechanism. T ake, for 
example, the matter of national defense, or the protection of our citizens 
from attack by external enemies. As one wTiter has said, “No device 
readily suggests itself by ’which such of the inhabitants of a given territory 
as were unwilling to subscribe to the cost of maintaining an army could 
be prevented from enjoying its protection in time of war; or which would 
adjust the amount of protection enjoyed by each citizen accurately to the 
amount that he chose to spend for this service.’"^ Or consider the desire 
for economic security, which is undoubtedly a matter of great importance 

^ Barbara WoottoB, Lament for Economics, New York, Farrar k Rinehart, Inc., 1938, 
p. 177. 
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to many persons. Clearly, “there . is no way in which we can go into the 
market and, as it were, bid up the value of security, so as to stimulate the 
economic system to deliver more of this admirable product.”^ 

Again, the price mechanism, as such, gives consumers no chance to 
express their negative preferences by bidding against the production and 
sale of certain commodities and services which they regard as undesirable. 
There may be many whose sum total of satisfactions would be much 
increased if they could prevent the publication and sale of a particular 
book or the production and sale of alcoholic beverages, noxious patent 
medicines, or other products, and who would be glad to pay prices to 
obtain such satisfaction of their negative preferences if an opportunity 
could be given them to do so. But there seems to be no way in which the 
price mechanism can take these negative preferences into account, and 
so we exercise these preferences, if at all, only through public (that is, 
governmental) action. 

Unmeasured Costs. Finally, there is the problem of unmeasured costs. 
We have seen that, under competition at least, an enterpriser will ordi- 
narily undertake to produce a good if the price he expects to obtain is 
sufficiently great to cover the necessary efforts of producing it, as these 
efforts are measured in terms of money costs. However, some of the 
actual costs to society of producing an economic good may escape measure- 
ment in terms of money. Suppose, for example, that a concern wants a 
tunnel excavated through a mountainside and signs an agreement with a 
contractor at a specified price. The contractor would not agree to this 
price unless he thought it sufficient to cover wages to workers, the cost 
of materials and supplies, depreciation of equipment, and the like; and 
the company would not agree to the price unless the service to be obtained 
appeared likely to warrant the expenditure. Thus, the undertaking would 
seem to be economically justifiable. 

But the tunnel may have to be dug through solid silica, so that the 
workers are compelled to breathe the equivalent of finely ground glass, as 
in the once notorious Gauley Tunnel case. As a consequence, many workers 
may contract silicosis, a disease of the lungs which causes great suffering 
and often death to the victims. Someone has to pay for their care while 
they are incapacitated, and for the support of the dependents left by the 
early death of these workers. It is likely that society will have to bear 
the major part of these costs, which did not enter into the calculations of 
the company and the contractor when they were dickering over a price 
for the construction of the tunnel. 

Manufacturers have sometimes decided to go into business and locate 
in given Gommunities without reckoning as part of their costs, which 
the selling prices of their products would have to cover, the destruc- 
tion of fish and pollution of the water supply which would result from 


p. 202. 
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pouring their industrial wastes into nearby streams. Similarly, the money 
costs of business enterprisers may take no account of the effects which 
the soot, grime, and smoke emitted by their factories may have on the 
health of the community’s citizens, or on their laundry and house-paint- 
ing expenses. In ail such cases it appears that goods are actually produced 
in our economic system which might not be produced at all if their prices 
had had to be sufficiently high to cover all the costs incurred by society in 
producing them. In other words, certain goods which are being made may 
not yield enough satisfaction to justify their real costs, some of which 
usually escape measurement in terms of money. For these and other reasons, 
we should not be able to say that our economy had succeeded in making the 
scarce means of production go as far as possible in the satisfaction of 
human wants, even if the economy operated with complete efficiency on 
the basis of money prices in the market. 

THE PRICE SYSTEM AND ECONOMIC PROBLEMS 

Our analysis and evaluation of the price system have suggested some 
of the problems which are to be considered in later chapters. Some workers, 
because of immobility, ignorance, or inertia, may work for wages which 
are below the marginal productivity of their services. Others, who may 
include millions of workers, although they are paid all their services are 
worth in the market, may yet have such low incomes that they cannot 
buy a decent scale of living and must endure insecurity with respect to the 
risks of accidents, illness, old age, and unemployment. Workers and 
employers, in quarreling over the proceeds of production, may bring hard- 
ship and economic loss to each other and to the general public. 

Since our economic system operates with much greater efficiency at some 
times than at others, we must face the problem of business cycles and the 
closely related problem of changing price levels. Our commercial and 
financial relations with other countries may either be allowed to rest on a 
market-and-price basis or be subjected to much governmental inter- 
ference. Since some human needs and desires can be satisfied only imper- 
fectly, or not at all, on the basis of the price system, we are likely to try 
to satisfy them through collective action. This, however, raises the problems 
of what the functions of government should be, how much money should be 
spent on them, and how the money should be raised. Great inequality in 
the distribution of income among individuals and families is a natural 
result of operating our economy on the basis of the price system, and this 
inequality brings with it a number of problems. 

Some industries, such as railroads and public utilities, tend nat- 
urally toward monopoly, and their unregulated operation may have 
serious consequences for the general public. Monopolies may also be formed 
in other industries and businesses, with similar implications for the general 
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ivelfare. The agents of production in some industries (as in agriculture, for 
example) may be singularly immobile and unresponsive to changes in 
price relationships, and unduly great productive capacity may remain in 
existence long after a decline in the demand for the products has occurred. 
Finally, after many individual economic problems have been considered, 
there remains the super-problem of whether we should retain our capi- 
talistic economic system despite its shortcomings or replace it with 
a system of socialism, communism, or fascism, which might present even 
more baffling problems of its own. 


1. Explain the function performed by price changes in apportioning existing 
quantities of economic goods among consumers. 

2. Would the problem of apportionment be important in a non-specialized 
economic system? Why? 

3. “Existing amounts of economic goods may be apportioned among consumers 
either on the basis of prices or on the basis of physical quantities.” Explain. 

4. How is production controlled by the operation of the price system? 

5. Why is the government likely to assume direct control over production in 
wartime? Explain. 

6. How was production in the United States controlled by the government during 
World War II? 

7. How are land and capital distributed among our various industries? 

8. Does the operation of the price system distribute the existing labor supply 
among the various industries of the country? Explain. 

9. Why and how did the government control the allocation of vital materials 
among industries during World War II? 

10. Is the total amount of the labor supply subject to control by means of prices? 
Explain. 

11. Is the total volume of savings controlled by price considerations? Explain. 

12. “Investment is controlled more directly than saving by the rates of return 
that are obtainable.” Explain. 

13. Summarize the results that would be attained if our economic system operated 
perfectly on the basis of price relationships. 

14. What is your estimate of the efficiency of the price system in apportioning 
finished economic goods among consumers? 

15. What is the significance of monopoly and monopolistic competition in con- 
nection with the control of production by cost-price relationships? Explain. 

16. “The apportionment of productive agents among industries and businesses is 
never perfectly adjusted to existing price relationships.” Why? 

17. What are the obstacles to the distribution of workers among places and occu- 
pations on the basis of differential wage rates? Explain. 

18. How are business depressions connected with the operation of our economy 
on the basis of the price system and other capitalistic institutions? Explain. 

19. Explain fully how differences in incomes help to prevent the perfect adapta- 
tion of production to basic human needs and desires under the price system. 
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20. “Even if all consumers had equal money incomes, money prices would not 
give us satisfactory expressions of all human ivants and needs.” Explain. 

21. What is the importance of unmeasured costs in connection with the objective 
of obtaining maximum satisfaction at minimum cost? Explain. 
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CHAPTER 18 



WE NOW ENTER UPON THE STUDY OF ANOTHER MAJOR DIVISION OF THE SCIENCE 

of economics. We have examined at considerable length the production of 
economic goods and the process by which the prices of these goods are de- 
termined. Our next step is to inquire into the distribution (cr apportion- 
ment or division) of these economic goods among the members of society. 
In the present section (covering five chapters), we examine the payments 
that are made to owners of land, labor, and capital who allow these 
agents of production to be used in the economic process. This is usually 
called functional distribution. Later (in Chapters 27 and 28), we shall 
look into differences in the size of the individual incomes of members of 
society. This aspect of the subject is personal distribution. 


THE NATURE OF DISTRIBUTION 

Many writers on economics have described distribution by imagining 
a central point to which all members of an economic group come from 
time to time and deposit in a “goods heap’’ the commodities and services 
which they have produced and for which they desire credit. As evidence 
of his contribution, each producer may be supposed to receive a certificate 
which will enable him, at his convenience, to draw from the goods heap 
commodities and services up to the amount of his deposit. In a great 
economic area, such as the United States, there might be piled up in a 
single year of prosperity a goods heap amounting in value to some $150,- 
000,000,000, and presumably there would be withdrawn from this heap an 
equal amount of economic goods. 

The Participants in Distribution. Who is it that takes part in the 
process of distribution? Obviously those who contribute, directly or in- 
directly, to the accumulation of commodities and services will expect 
to participate in the distribution of these economic goods. And to what 
extent does each producer share in the distribution of these goods, which 
in a given country may quite properly be called the national income? In 
general, to the extent of his importance in the task of producing the 
national income. For each depositor will insist on having as his share 
of the goods an amount no smaller than would be lost if he withheld his 
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productive efforts; and if competition exists, there is no reason to sup- 
pose that he need take less. 

To be sure, the producer will not get in return the exact items that 
have formed his contribution. For as producer and depositor he is a 
specialist, placing upon the heap, in all probability, but one kind of 
economic goods; but as a claimant, cashing in on his certificates of deposit, 
he sees the situation from the consumer’s point of view and demands a 
great variety of goods. Nevertheless, he will hope in ail cases to receive 
as great value in commodities and services as he has contributed to the 
national goods heap. 

The Size of the “Goods Heap.” Our study of production has shown 
that there are four factors, or agents of production, though each of the 
four is capable of being divided into some hundreds or thousands of grades. 
The size of the goods heap, then, depends upon the productive efficiency 
of land, labor, capital, and business enterprise. If these factors of pro- 
duction are abundant and of high quality, and if they are properly com- 
bined and set to work, we expect to see, and do see, a large accumulation 
of economic goods over a period of time, say a year. The United States 
is an outstanding example. If one or more of the productive agents are 
scarce or of inferior grade, or if they are not used in the proper pro- 
portions, the national heap will be smaller. Italy, with extremely meager 
natural resources and a disproportionate quantity of labor, is a case in 
point. 

But in all capitalistic societies the four factors are found at work, 
each contributing something to production; and in all such countries 
landlords, laborers, capitalists, and business enterprisers demand their 
respective shares of the national income in the form of rent, wages, 
interest, and profits. It is the division of income into shares for the 
owners of the various productive agents that constitutes distribution, 
as the term is ordinarily employed by economists. 

The Relation of Distribution to Price. In our examination of price de- 
termination we saw that the competitive price of an economic good, in 
the long run, tends to equal the costs involved in producing it; and that 
these costs of production, in turn, consist of the sum total of the prices 
that must be paid for the use of the various factors employed in the pro- 
duction of the good. These productive factors, though of many types and 
grades, may be resolved into land, labor, capital and business enterprise. 
If we take as a starting point the four agents of production, we arrive 
at price by simply totaling these payments; and if we begin with price, 
distribution consists of dividing price into the parts of which it is com- 
posed—that is, into the payments demanded by owners of the several 
factors of production. 

We see, then, the close relationship between price and distribution. 
Indeed, they are (as has often been suggested by economists) but different 
aspects of the same thing. Price, or the payment that is made for an 
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economic good, is merely the sum of the prices paid for the use of the 
several productive agents that were employed in producing it, the price 
of the good and the prices of the agents being determined simultaneously. 
It is upon the prices paid for the productive agents that we center our 
attention in making a study of distribution. 

We have seen that the price of a good is determined by the conditions 
of supply and demand, price being set at that figure at which buyers are 
willing to buy exactly the quantity that sellers stand ready to sell. The 
payment for a productive agent (that is, the price that is paid for its use) 
is determined in precisely the same way. Hence, the share that the owner 
of a productive agent has in the distribution of income depends upon 
the relation between the supply of and the demand for this agent. The 
price at which the owners of a given agent are willing to give up the 
same quantity that enterprisers are willing to buy is the price which will 
be paid. It is clear, therefore, that the study of distribution is simply a 
continuation of the study of price determination, and it is pursued (as was 
true also of price) through an examination of the factors affecting the 
conditions of supply and demand. 

MARGINAL PRODUCTIVITY AND DISTRIBUTION 

The Concept of Marginal Productivity. In the analysis of distribution 
an attempt is made to find an answer to the question, How are rent, 
wages, interest, and profits determined; that is, on what basis is income 
distributed among the owners of the productive agents? We have already 
answered this question in a general way by suggesting that each contributor 
to the national heap of goods withdraws from the goods heap an amount 
of economic goods that is proportional to his importance as a producer. 
This is the central idea of a popular theory, the Marginal Productivity 
Theory of Distribution, which states that the share of each of the pro- 
ductive agents is determined by the marginal productivity of that agent. 
In the present analysis we shall not hold to this theory; that is, we do 
not suggest that the amount paid for the use of a unit of productive 
Rgtnt is determined by the marginal productivity of the agent. Indeed, 
we have already said that is always determined by the conditions of supply 
and demand. It will be seen, however, that marginal productivity plays 
a vital part in affecting distribution on the side of demand, and that there 
is a tendency for competitive price to cijwal marginal productivity. But 
this is only one side of the story. The theory of distribution is not com- 
plete until due recognition has been given to the supply of the productive 
agent, as well as to demand. 

In speaking of marginal productivity, we shall have reference to the 
value of the marginal product. The marginal product is that amount of 
product which is dependent upon the use of a single unit of a given amount 
of productive agent. This single unit of any quantity of a productive 
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agent is called the marginal unit, as will be made clear in the next 
paragraph. 

Let us refer again to a table which we used in Chapter 6, and which, 
for convenience, is reproduced on this page as Table 22. According to 
this table, the use of 6 units of bone meal in connection with the other 
factors of production would bring a total product of 20.2 bushels of wheat, 


Table 22. Effects of Bone Meal upon the Yield of Wheat in Southeastern Kansas 
(Source: United States Department of Agriculture) 


Varying Quantities of Bone 
Meal (capital) 

Total 

Product 

(bushels) 

Marginal 

Product 

(bushels) 

i 

Value of Marginal 
Product at 

$1.00 

$1.20 

$1.40 

No bone meal used 

10.6 





1 unit (total 30 lbs.) used 

14.9 

*4.3 , 

$4.30 

$5.16 

$6.02 

2 units (total 60 lbs.) used i 

17.3 

2.4 

2.40 

2.88 

3.36 

3 units (total 90 lbs.) used 

18.7 

1.4 

1.40 

1.68 

1.96 

4 units (total 120 lbs.) used 

19.5 

.8 

.80 

.96 

1.12 

5 units (total 150 lbs.) used 

19.9 

.4 : 

.40 

.48 

.56 

6 units (total 180 lbs.) used 

20.2 

.3 

.30 

.36 

.42 


the marginal product being .3 bushel. This marginal product is the dif- 
ference between the total product when 5 units of bone meal are used 
and the total product when 6 units are used. The value of this marginal 
product, or its marginal productivity, would depend upon the price at 
which wheat could be sold. Hence, the value of this particular marginal 
product would be 30 cents, 36 cents, or 42 cents, depending upon whether 
the selling price of wheat was |1.00, |1.20, or |1.40 per bushel, respectively. 
The sixth unit of bone meal in our illustration is said to be the marginal 
unit of bone meal, and the marginal unit is sometimes defined as the last 
unit to be employed. But the word “last” defers here to quantity and not to 
time. All units of bone meal must be thought of as being employed at the 
same time. The expression “the last unit” (or “the marginal unit”) has 
to do only with the quantity of the productive factor in question— in the 
part of Table 22 that we are now examining, with the difference between 
5 and 6 units of bone meal. This, as we shall see shortly, is not the same 
thing as the difference between 2 and 3 units, for it matters greatly, in 
applying the concept of marginal productivity, whether the marginal 
unit is one of many units of the factor, or one of few. Since all units of 
bone meal are (by hypothesis) precisely alike, the marginal unit is a7iy 
one of the 6 units. The marginal product of this agent, bone meal, is 
the quantity of product that is added to the total product through the 
use of the marginal unit of bone meal, it being assumed that the quantities 
of the other productive agents remain unchanged. 
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Marginal Productivity and the Law of Variable Proportions. It is im- 
portant to emphasize the fact that the marginal unit is one unit of a total 
quantity of a given productive agent, for the productivity of the marginal 
unit of any factor depends upon the number of units that are being used. 
The productivity of the marginal unit of bone meal when 6 units are 
employed is quite a different thing from the productivity of the marginal 
unit when only 3 units are used, if we assume that labor, capital, and 
business enterprise are the same in both instances. Reference to Table 22 
shows that the marginal product is 1.4 bushels of wheat when 3 units 
of bone meal are employed, as against .3 bushel when 6 units are em- 
ployed. From the Law of Variable Proportions^ we learned that ail of 
the factors of production are subject to the principle of diminishing re- 
turns; that if progressively larger quantities of any factor (whether of 
land, labor, capital, or business ability) should be combined with a fixed 
quantity of the other factors, diminishing returns would eventually re- 
sult. Though the total product would increase with each addition of the 
variable factor, the product dependent upon the use of the added unit of 
the variable factor would be smaller than the product dependent upon 
the use of the preceding unit of the variable factor, once the point of 
diminishing returns had been reached. 

In our earlier treatment of this principle, we remarked that it is often 
referred to as the Law of Diminishing Productivity. This name is especially 
appropriate in the present connection for it suggests, and quite properly, 
that if we assume more and more units of one factor to be used, without 
an increase in the quantities of the other factors, the marginal product 
of the variable factor would diminish progressively. Thus, if 3 units only 
of bone meal should be used in conjunction with a given quantity of other 
factors, the marginal product of bone meal (that is, the amount of product 
added to total product through the use of the third, or “last,"’ unit of bone 
meal) would be greater than it would have been if 6 units of bone meal 
had been used, in which case the marginal product would have been the 
amount of product added to the total through the use of the sixth unit 
of bone meal. We see here the importance of the supply side of our 
theory of distribution, for the marginal product is smaller when the agent 
in question is employed freely than when it is sparingly used. Whether 
many or few units of the agent in question are employed, it is the 
marginal productivity (that is, the value of the marginal product of the 
agent) rather than the product itself with which we are concerned in 
our discussion of distribution. 

Marginal Productivity Under Competitive Conditions 

The Demand lor and Supply of the Productive Agents. Since the pror 
duction of economic goods is dependent upon the use of land, labor, 


1 See chap. 6. 
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capital, and business enterprise, and since these agents of production 
exist in limited quantities, it is possible for those in possession of the 
agents to obtain payment for their use, under a regime of private prop- 
erty. The amount of payment will depend in each case upon the im- 
portance of the agent when employed in a productive capacity. 

The degree of economic importance, or marginal productivity, of an 
agent is related to its scarcity, as we have already seen. If it is available 
in large quantities and the demand is small, it will be poorly paid be- 
cause it is but slightly useful in production. If it is extremely limited in 
quantity and is essential in the making of a good for which the demand 
is great, it will command a high price. But the price, whether high or 
low, will under competition bear a direct relationship to the marginal 
productivity of the agent, and the marginal productivity will depend 
upon the conditions of both supply and demand. The marginal pro- 
ductivity of a productive agent is great or small, depending upon whether 
the quantity available is relatively scarce or plentiful. 

Demand and supply schedules and demand and supply curves may 
be drawn up and used quite as readily and satisfactorily in ascertaining 
the price of a productive agent as in determining the price of a finished 
good. Whether the agent in question is a particular type and grade of 
land, or labor, or capital, its price is determined by the relationship be- 
tween the demand for and supply of the agent, that is, by an equilibrium 
between the supply of and demand for the agent. It is the general con- 
ditions of supply and demand that determine which unit is to be the 
marginal unit, and it is the value of the product of this unit that tends to 
equal (but does not itself determine) the price paid for the use of every 
unit of the agent. The principle of marginal productivity explains why 
enterprisers will pay as much as they do for a productive agent— that is, 
it explains the demand side of the equilibrium. 

The extent to which a business man will employ a given productive 
agent depends upon the price that he must pay for it, in relation to the 
price he can obtain for the additional product which results from the 
use of the agent. Clearly, the careful enterpriser will not continue to 
employ any factor of production beyond the point of most profitable 
use.2 But, equally clearly, he will not under competition cease to add 
units of a productive factor so long as he can secure for the additional 
product which results from their use a price that is more than enough to 
pay for the extra units. 

The Price of the Marginal Unit. Table 22 shows the extent to which, 
in the illustration there given, the enterpriser would employ a particular 
kind of capital, bone meal, in the production of wheat. With wheat sell- 
ing at fl.OO a bushel, and bone meal at 75 cents a unit, he would use up 
to, but not beyond, 4 units; for the fourth unit would increase the tbtal 


2 See chap. 6. 
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product sufficiently to bring in 80 cents of additional return, whereas the 
outlay for this unit of capital would be 75 cents. 

Theoretically, at least, it would be possible to make the units of an 
agent so small that there could and would be virtual equality between 
the value added to total product through the use of the marginal unit 
and the price paid for that unit. For there is no reason to suppose that 
enterprisers would cease to add units so long as the necessary payment 
for these units was even slightly less than the price received for the extra 
product. Flence, units would be added until the equality that we have 
spoken of had been attained. It is customary, therefore, to say that the 
price paid for a productive agent tends to equal the full value of its 
marginal product; that is, every unit of the agent wall command as much 
as every other unit, and this amount tends to be the value of the product 
of the marginal unit. But whether this amount is high or low will depend 
upon the general conditions of supply and demand as they relate to this 
particular productive agent. 

The Price of an Agent in Its Alternative Uses. Not only will all units 
of a productive factor receive the same price in a given establishment 
and in the same type of industry, but the total quantity of the factor, if 
it can be used in many branches of economic activity, must be paid for 
at a uniform rate, no matter by whom or in what manner it happens to 
be employed. The principle of opportunity costs brings about this equal- 
ization in the unit price of every productive agent that has alternative 
uses. We saw in our examination of individual prices that a given grade of 
agricultural labor, which could be used in either cotton or corn pro- 
duction, would not be available for cotton growers at a lower price 
than that offered by corn growers, and vice versa. Therefore, no enter- 
priser (whatever his line of production may be) can secure the use of 
a productive agent at a lower figure than any other enterpriser will pay. 
But since all enterprisers who use the agent tend to use more and more 
units up to the point at which the cost of the final unit is just equal to 
the value of the additional product, we see that not only is there, in a 
competitive market, a uniform price for a productive agent throughout 
industry, but this price is uniform because there is a uniform marginal 
productivity for a productive agent throughout industry as a whole. 

The Interdependence of the Productive Agents. If by any mischance 
we have given the impression that the various agents are productive 
separately and individually, it is high time to correct the misunderstand- 
ing, for it is but seldom true that a given agent, alone and unaided, is 
productive. In our illustration of wheat-growing, we saw that the addi- 
tion of a fourth unit of bone meal brought an additional product of eight- 
tenths of a bushel of grain. But it would be wrong to say that the extra 
unit of fertilizer “producM*’ the additional wheat. It had a share in the 
production, to be sure, but so also had the other kinds of capital and 
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the land, labor, and business enterprise that were employed in this 
agricultural project. Just as it is impossible in the case of joint supply to 
determine the separate costs of the goods jointly produced, so in produc- 
tion of any kind it is impossible to separate the total product into shares 
and assign to each of the agents those units of product which each has 
produced. For the process is, after all, one of joint production, and each 
agent has had a part in producing each unit of the total product. 

What can be done, however, is to ascertain the usefulness of the mar- 
ginal unit of an agent by withdrawing a single unit temporarily and 
noting the loss in total product that results. When we have learned the 
amount of loss that is caused through the withdrawal of the marginal 
unit of a productive factor we know how much can be paid for each unit 
of the factor, and, moreover, how much will be paid for it, under con- 
ditions of perfect competition. This amount, it may be repeated, is deter- 
mined by general conditions of supply and demand. Adding together all 
payments of this kind made to all factors used in producing a good, we 
get the total costs of production, which, under competition and in the 
long run, tend to equal the price of the good. 

The Individual Enterpriser and Marginal Productivity. It must not be 
supposed that the average enterpriser makes a practice of calculating 
the marginal productivity of land, labor, and capital in the detailed man- 
ner we have just described, and thus determining the rates of rent, wages, 
and interest he will pay. It is the consensus of enterprisers in general, 
rather than the opinion of any individual enterpriser, that decides, in a 
given market at a given time, how much will be paid for a given grade 
of a productive agent~say, for the labor of a skilled mechanic. 

The business man who needs such workers pays the market wage for 
this labor, purchasing the quantity he feels he can use advantageously at 
the prevailing wage. That quantity is, under competition, the amount 
which will have a marginal productivity equal to the wage that this type 
of labor is currently commanding. By hiring or refusing to hire workers, 
or by hiring few or many, the individual business man registers his 
judgment that the wage is or is not too high, but has himself no ap- 
preciable effect upon the situation. However, the actions of hundreds or 
thousands of enterprisers using a given type of productive agent do have 
an appreciable effect, and result in the distribution of the agent through- 
out the field on the basis of opportunity costs, as was described in 
Chapter 13. 

Marginal Productivity Under Non-Competitive Conditions 

Thus far in our discussion of marginal productivity, we have assumed 
that enterprisers who sell their products under competitive conditions 
have been dealing with competitive sellers of productive agents; and we 
reached the conclusion that, under these conditions, the price paid for 
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the use of a given productive agent tends to equal the marginal produc- 
tivity of that agent. 

This conclusion holds good, however, only for strictly competitive situa- 
tions. Our study of price determination showed us that enterprisers who 
sell their products under conditions of monopoly, partial monopoly, or 
imperfect competition are able to secure a gain which -would not be avail- 
able under competition. This gain arises from the fact that these non- 
competitors sell goods at prices which are higher than their costs of 
production— that is, at prices higher than the sum of the amounts they pay 
to owners of the land, labor, and capital they have employed in making 
these goods. This is just another way of saying that these producers (be- 
cause they have limited their output, and thus hampered to some extent 
the operation of the principle of diminishing productivity) have not had 
to pay the owners of the productive agents as much as the full marginal 
productivity of these agents. 

It is evident, then, that the price and the marginal productivity of an 
agent of production do not tend to be equal when the agent goes into 
the production of goods sold under conditions of monopoly, partial mo- 
nopoly, or imperfect competition. Nor do price and marginal produc- 
tivity tend to be equal when the productive agent itself is sold under any 
of these three non-competitive conditions.^ Indeed, the usefulness of 
marginal productivity as a strict measure of rent, wages, and interest is 
limited to the field of competition. But as an approxhnate measure it has 
a much wider field of usefulness, as we shall hope to make clear in the 
following five chapters. 


Distribution is the apportionment or division, among the owners of the 
agents of production, of the economic goods produced by society. 

Marginal product is that amount of product which is dependent upon 
the use of a single unit of a given productive agent employed in connec- 
tion with quantities of other factors that remain unchanged. 

Marginal productivity is the value of the marginal product. 


1. Define “distribution.'’ 

2. Give a synonym for “distribution.” 

3. Who are the sharers in distribution? 

4. Why does the United States have a large national income per capita and 
Italy a small one? 

3 This phase of the subject is particularly well treated in J. E, Meade and G. J. 
Hitch, Introduction to Economic Analysis and Policy , New York, Oxford University 
Press, 1938, pp. 151-158. 
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5. What is the relationship between price and distribution? 

6. We frequently use the term “marginal productivity.” What is the significance 
of the word “marginar' in this connection? 

7. Is the amount paid for the use of a productive agent determined by the 
marginal productivity of the agent, or is it not? Explain. 

8. Distinguish between marginal product and marginal productivity. 

9. The marginal unit of a productive factor is said to be the last unit of that 
factor to be employed. Show that the word “last” refers to quantity and not 
to time. 

10. Of what significance is the Law of Diminishing Productivity in connection 
with the consideration of marginal productivity? 

11. Up to what point wall it pay an enterpriser to keep adding to his business 
further units of a given productive agent? 

12. What is the “marginal unit” of a factor of production? 

13. It is customary to say that the price paid for a productive agent tends to 
equal the full value of its marginal product. Why should this be true? 

14. What is it that determines whether the amount paid for the marginal unit 
is high or low? 

15. It is said that the productive agents used in the making of a commodity are 
interdependent and not independent. What is the significance of this state- 
ment? 

16. Discuss marginal productivity as a measure of rent, wages, and interest, under 
both competitive and non-competitive conditions. 
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CHAPTER 19 




WE SHALL NOW CONSIDER, IN TURN, THE FOUR AGENTS OF PRODUCTION, AND 

examine the manner in which the amount paid for the use of each agent 
is determined. We take up, first, the share known as rent, which is a pay- 
ment made for the use of land. Since the supply of land is practically 
fixed, we shall deal chiefly with the demand side of rent determination. 

THE NATURE OF RENT 

The Use of Land in Production. In general, the demand for land is 
based upon its usefulness in production. Land may be useful in any 
of several ways. It may possess the characteristics essential to the pro- 
duction of agricultural crops; it may be rich in mineral deposits, such 
as coal, iron, or petroleum; or, by reason of a favorable location, it may 
be suitable for use as a building site. We shall deal first and chiefly with 
the rent of agricultural land, which does not differ in nature from rent on 
building sites; and shall later discuss briefly the rent, or royalty, paid for 
the use of land that is desired for the extraction of minerals. 

Let us begin with several assumptions that are contrary to fact, and, 
having discovered the causes and nature of rent, proceed to examine 
such conditions as may readily be observed in evei7day life. Our first 
assumption is that there are no differences in the quality of land (all 
acres being precisely the same grade) and that it is available in unlimited 
quantities. Land under these conditions cannot command a rent, for our 
hypothesis places it in the category of free goods. Certainly no one will 
pay a price for a good that can be had for nothing, as is the case with 
land that exists in unlimited quantities. 

Rent on Land of Uniform Quality. But, narrowing our assumption 
slightly, we may suppose that the land is of uniform quality; that it is so 
restricted in area that every acre has come under private ownership; and, 
furthermore, that it is being cultivated up to, but not beyond, the point of 
diminishing returns. Under circumstances such as these, rent need not be 
paid. But if any part of this land, say an acre, should be withheld from 
use, or if there should appear in the market an additional unit of capital 
and labor seeking profitable employment, the situation would be materially 
changed...';, 
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Let us suppose that an acre of land is withdrawn from use, though an 
increase in capital and labor would bring about a similar result. Land 
will now be scarce in relation to capital and labor, it will be cultivated 
beyond the point of diminishing returns, and the owners of land will be 
in a position to demand and receive rent. This statement is based upon 
the principle of diminishing productivity. In explaining the situation, let 
us make the further assumptions that the land is being used for the grow- 
ing of wheat; that each of the identical acres, when cultivated with one 
unit of capital and labor, yields 25 bushels of grain; and that (owing to 
the workings of diminishing returns) a second unit of these agents added 
to a single acre would raise the total yield of that acre to 45 bushels, 
increasing its output by 20 bushels. 

Rent must now be paid for the use of this land, since the withdrawal of 
an acre from production would reduce the effectiveness of the capital and 
labor that have been employed on this acre. For, in order to find profitable 
employment, this capital and labor would now have to be applied to an 
acre or acres already being cultivated up to the point of diminishing re- 
turns. Thus employed, the agents that have been transferred would suf- 
fer a loss in productivity. Whereas they had produced 25 bushels of wheat 
with the aid of the acre of land on which they were originally used, their 
present productivity, as is indicated by the increased yield of the acre on 
which they are now used, would be but 20 bushels. The withdrawal of 
an acre would involve, therefore, a loss of five bushels. A tenant farmer 
using an acre of this land could afford to pay a rental up to the amount 
of five bushels, and would probably make the payment rather than give 
up the acre. Strictly speaking, it is a matter of indifference to the tenant 
whether, on the one hand, he retains this acre, paying five bushels for 
its use and having left 20 bushels for his labor and capital; or, on the 
other hand, he uses this labor and capital on another acre that he is al- 
ready cultivating, and gets for their use the amount which they add to 
the total product of that acre (namely, 20 bushels). 

The acre about which we have been talking is the marginal acre of 
land, ivhich may be any one acre of the entire given quantity; and the 
five bushels that would be lost through the withdrawal of the acre con- 
stitute the marginal product, since they measure the productivity of the 
marginal acre. But we must remember that it is the equilibrium of supply 
and demand that decides which acre is to be the marginal acre, and which 
consequently decides whether the marginal productivity of land is to be 
gi'eat or small. Because this is true, it follows (perfect competition being 
assumed) that the rent of land will tend to equal its marginal productivity. 
Hence, by ascertaining the marginal productivity of a given type of land, 
we may learn also the amount of rent it will command. However, the 
forces back of the determination of rent are, as we have observed, the 
demand for the land (based upon its marginal productivity) and the sup- 
ply of land (which is practically fixed). 
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Rent for Land of Diiferent Grades. But we must give up the assump- 
tion of land of uniform quality, and consider the phenomenon of rent 
as it manifests itself in the world of reality. Land varies greatly in fertility 
and location. In discussing agricultural land we are interested mainly in 
the fertility of the soil and its suitability in producing crops; consequently 
we omit from our present discussion whatever advantage this agricultural 
land may have in the way of favorable location. In the growung of wheat 
or other grain, it is found that some acres are extremely productive, some 
are good, some fair, some poor, and still others must be accounted very 
poor. Fig. 32 pictures the situation graphically, with the solid lines in- 
dicating the number of bushels of wheat that could be produced on land 



Grade Grade Grade Grade Grade 

Fig. 32. The Cultivation of Land of Different Grades 
The diagram shows the principle of diminishing returns at work on each grade 
of land; “intensive” and “extensive” margins; and the equalization of “marginal 
products” of identical units of capital and labor when applied to land of different 
qualities. 

of different qualities with the use of identical quantities of capital and 
labor. The broken lines show the effects of additional applications of 
these factors. In each case the quantity of land is a single acre, and we 
are trying to see what the effects would be if capital and labor were added 
(one unit at a time) in units of uniform size which include unvarying 
proportions of these two agents of production. 

When land of different qualities is available for Gultivation, as in a 
newly settled region, it may be expected that the best land will be utilized 
first and that of inferior quality later. The situation arises from the ex- 
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ercise of common sense on the part of the settlers; for the acres of best 
grade will produce, with a given expenditure of capital and labor, a larger 
product than can be had from less fertile acres. Moreover, the best land 
will be cultivated intensively up to the point of diminishing returns be- 
fore there is any temptation to produce on even slightly inferior land. 
For up to this point, a unit of capital and labor can be used more pro- 
ductively on first-gi~ade land than on land of other grades. 

The Effects of Diminishing Returns. In Fig. 32, we assume that di- 
minishing returns set in immediately after the application of the first 
unit of capital and labor to each of the several acres of land of different 
grades. The workings of diminishing returns are shown graphically through 
the use of areas marked off with broken lines; the progressively smaller 
additions to total product which result from the use of additional units 
of capital and labor on a single acre of land are indicated by progressively 
smaller areas enclosed by broken lines. If one unit of capital and labor 
were used on an acre of first-grade land, the product would be 25 bushels, 
and further units of capital and labor would increase the total product 
as follows: The second unit would add 20 bushels; the third unit, 15 
bushels; the fourth unit, 10 bushels; and the fifth unit, 5 bushels. 

But long before a fifth unit of capital and labor was applied to the 
best land, it would doubtless occur to farmers that it might be more 
advantageous to call into use some of the less fertile land, instead of depend- 
ing wholly upon the cultivation of a limited quantity of first-grade land. 
We may reasonably assume that, through experimentation, it has been 
ascertained that if only two units of capital and labor were available they 
could be used with equally good results in two ways. For, as is shown in 
Fig. 32, both units could be applied to an acre of first-grade land, or one 
unit could be used on first-grade land and the other on second-grade 
land; and in each instance the result would be 45 bushels of product. 
This is true because we have assumed in our illustration that a first unit 
of capital and labor applied to second-grade land would be exactly as 
productive as a second unit applied to first-grade land. (In actual prac- 
tice, it might ot course be equally productive, more productive, or less 
productive. If it were productive, the farmer would naturally employ 
this unit of capital and labor as a second unit on first-grade land rather 
than as d. first unit on second-grade land.) 

Holding, for the moment, to the assumption that there are but two 
units of capital and labor to be had, we see, by reference to Fig. 32, that 
only one of the two could be utilized in such manner as to bring a product 
of 25 bushels. The second unit, if added to the first and applied to the 
one acre of first-grade land, would bring only 20 bushels of additional 
product because this acre would then be cultivated beyond the point of 
diminishing returns. And if this second unit were used on the acre of 
second-grade land, it would again bring in a product of only 20 bushels. 
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owing to the fact that second-grade land is less fertile than land of first 
quality. If three units of capital and labor, instead of two, were available, 
it would be most advantageous to use two units on the best acre and the 
third on the acre of second-grade land. If there were six units of capital 
and labor, they would presumably be disposed of (as shown in Fig. 32) 
by using three units on first-gnade, two units on second-grade, and one 
unit on third-grade land. 

Equalization of Marginal Products of Capital and Labor. Fig. 32 in- 
dicates the way in which we might expect fifteen units of capital and 
labor to be utilized on five acres of land of different kinds. It will be 
noted that capital and labor would be applied in such manner that 
the final application on each grade of land would bring a return exactly 
equal to the return from the final application on all other grades of land. 
This is necessarily the case, for if a unit of capital and labor were less 
productive in one place than in another, it would be shifted promptly 
to the more favorable position. The result is an equalization of marginal 
products, as was explained in the preceding chapter. The last unit of 
capital and labor to be applied to each grade of land may be thought of 
as a marginal unit, and the extra product that is forthcoming because 
of its use, as the marginal product. In the illustration it is shown that the 
marginal product of a unit of capital and labor is five bushels, and that 
this marginal product is the same on all grades of land. 

THE CALCULATION OF RENT 

The Marginal Product of Land. But for the present we are seeking the 
marginal product of land, and not of capital and labor. Our method is 
to withdraw one unit (say, an acre) of land from use, and note the extent 
to which production declines. This amount is the marginal product of 
this kind of land, and the value of this product is the share of income 
which may be secured for its use. We shall now undertake to determine 
the marginal product of third-grade land, the productivity of w^hich is 
indicated in the third column of the diagram. To accomplish this result, 
we must drop the fiction that there is but one acre of this kind of land 
in use, and grant the existence and utilization of many such acres. Let us 
suppose that there are 1000 acres of third-grade land in use. Every one 
of these acres is being cultivated, of course, just as intensively as every 
other acre. This means that each acre yields 30 bushels of product when 
three units of capital and labor are applied to it. The removal of one 
acre from production might be expected, therefore, to lessen the total 
product by 30 bushels (see the third column of Fig. 32) and so it would, 
if the capital and labor previously used on this acre were allowed to lie 
idle. But they wbuid naturally be employed somewhere if they could 
in this way be made to bring in a return. It is reasonable to suppose 
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that they would be applied to those acres of third-grade land which 

were still under cultivation, though they might instead be applied to 

other grades of land without affecting our argument. 

How productive would they be in this new capacity? The question 
cannot be answered with absolute exactness, but we can arrive at a 
figure that is substantially correct. If 1000 acres of third-grade land 
have been cultivated in the past, with a yield of 30 bushels per acre, 
the total product has been 30,000 bushels. If one acre is withdrawn, 

the total drops to 29,970 bushels. But the three units of capital and 

labor formerly used on the acre now withdrawn from use can be ap- 
plied to the remaining 999 acres. The marginal product per unit of capital 
and labor, when applied on 1000 acres of third-grade land, was five 
bushels. With the same number of units applied to 999 acres, the cultiva- 
tion is slightly—but only very slightly—more intensive. The marginal prod- 
uct would remain, therefore, approximately five bushels per unit of 
capital and labor. Thus the three units that have been released would add 
about 15 bushels to the total product, bringing the production for the 
999 acres up to 29,985 bushels. 

Hence, the withdrawal of an acre of third-grade land would be ac- 
companied by a net loss of 15 bushels. Fifteen bushels, therefore, con- 
stitute the marginal product of third-grade land, and the value of these 
15 bushels is the amount that owners of such land could exact from 
tenants in the form of rent. By going through a similar process of cal- 
culation, it would be possible to discover the marginal productivity, and 
consequently the rent, of land of any kind. 

Intensive and Extensive Margins of Cultivation. The diagram illus- 
trates very well the intensive and extensive cultivation of land. More 
and more units of capital and labor are used on the superior gi^ades of 
land, but eventually a point is reached at which the cost of the unit of 
capital and labor is just equal to the value of the extra product that re- 
sults from its use. This point is the ‘‘intensive margin” of cultivation; and 
it will be observed that there is an intensive margin for every grade of 
land. There is also an “extensive margin” of cultivation, but it is to be 
found on only one grade of land— the poorest grade that it pays to bring 
under cultivation, which is that grade on which it is possible to produce 
just sufficient goods to cover the payments that must be made for labor 
and capital, but no more. 

'‘Marginal” or “No-Rent” Land. The poorest land in use is commonly 
called “marginarMand. It is also known as “no-rent” land because it yields 
so slight a product that it would not be cultivated if it could not be ob- 
tained rent-free. The product to be had from marginal land reimburses 
the farmer for his expenditure of capital and labor, but that is all. Fifth- 
grade land in Fig. 32 is marginal, or no-rent, land, and its total product 
per acre is five bushels. The diagram shows that a unit of capital and 
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labor, such as is being used on fifth-grade land, cannot be obtained £oi 
less than the value of five bushels. Consequently, an attempt to exact a 
rental for the use of fifth-grade land would be doomed to failure, since it 
would result merely in the withdrawal of capital and labor from such 
land, and its application elsewhere. 

Shifts in the Margins of Cultivation. It should be noted, however, that 
the margins of cultivation, both intensive and extensive, may shift as 
a result of changes in the cost of one or more of the productive agents 
that are being applied to the land, or in the selling price of the product. 
If, for example, capital and labor became exceedingly plentiful and 
therefore very cheap, it might pay farmers to use these agents in vastly 
larger quantities, thus increasing both the intensiveness and the extensive- 
ness of cultivation. More units of capital and labor w^ould then be em- 
ployed on each of the better grades of land, and land formerly regarded 
as too poor for cultivation would be brought under the plow. 

An increase in the selling price of the product would have a similar 
effect. The high prices obtainable for coal and w^heat in war times almost 
invariably result in reopening abandoned mines and gi'owing wheat on 
land which was previously thought too unproductive for any good use. 
An increase in the costs of capital and labor, or a decrease in the selling 
price of the product, would have an opposite effect. Either of these changes 
would lessen the intensity of cultivation on the better grades of land, 
and would cause the abandonment of marginal land which, under the 
new conditions, could not be used profitably and would therefore become 
submarginal—that is, too poor for current utilization. 

Rent as a Surplus. Another method of determining rent is by calculat- 
ing the productivity of capital and labor on the superior grades of land, 
and comparing the results with the productivity of the same capital 
and labor when used on marginal land. Turning again to Fig. 32, we 
see that five units of capital and, labor employed on an acre of first-grade 
land bring a total product of 75 bushels. The same amount of capital and 
labor used on fifth-grade, or marginal, land would produce only 25 bushels. 
The difference, 50 bushels, indicates the superior productivity of first-grade 
land as compared with no-rent land. It is a surplus resulting from the use 
of superior land, and represents the amount that can be charged by the 
owner of first-grade land, in the form of rent, for the use of one of his 
acres. Since the landlord can charge as much as this, he assuredly will 
not charge less; nor can he charge more, for an attempt to do so would 
result in driving tenants from first-grade to marginal land where each 
unit of capital and labor would have a return of five bushels. 

The thi"ee units of capital and labor which, in our illustration, are 
used on third-grade land would produce 15 bushels on marginal, or no- 
rent, land. They now produce BO bushels. The difference, 15 bushels, 
is the rental of an acre of third-grade land, when figured as a differential 
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surplus which is attributable to its productive superiority over marginal 
land But 15 bushels were also the amount of rent that we arrived at when 
we computed the marginal product of third-grade land. The result, then, 
is the same, whichever method of calculation is employed. 

Agricultural Land, Building Sites, Mineral Land. In dealing with agri- 
cultural land, we have naturally emphasized the fertility of the soil as 
being chiefly responsible for the productivity of the land, and conse- 
quently for the rent that can be had for its use. But the location of land is 
not without significance even in the case of agricultural areas, and location 
is of prime importance in rendering urban land “productive.” The part 
played by location in affecting the rent of farming land may be seen by 
comparing the rental of a truck farm near a great city, such as New York 
or Philadelphia, with that of a similar piece of land in a region remote 
from dense population. The ability to get the “truck” to the consumer 
promptly and cheaply may sometimes be quite as important as an unusual 
yield per acre. 

But in the case of urban land, fertility counts for little or nothing, and 
location is all-important. Of course, if the land is to be used for residences, 
certain qualities of the land (such as elevation, slope, and natural beauty) 
may be considered. These items, indeed, will be charged for by the land- 
lord. But they are less vital, in determining the rent of residential sites, 
than the social and economic standing of the neighbors; the proximity 
to schools, churches, theaters, and other social centers; and adequate 
transportation facilities. These matters, it will be observed, relate to loca- 
tion and not to the quality of the land itself. 

Location is of even greater significance when land is to be used for 
business purposes. A theatrical manager wants his playhouse to be in a 
dieatrical district; a manufacturer ofttimes selects a building site because 
it is near raw materials and labor supply; and a merchant builds his store, 
if possible, on a plot of land that is passed by thousands of persons daily. 
The Wanamaker store in Philadelphia, for example, stands on a piece of 
land that is said to be valued at some $25,000,000. This high valuation, 
and the high rent that must be paid for the use of this lot, are not attribut- 
able to any natural qualities of the land, but are due to the excellence of 
its location for purposes of merchandising, and to the scarcity of land so 
admirably situated. 

Rent paid for the use of mining land is usually called “royalty,” and is 
in reality a payment made for the natural product that is extracted and 
will never be returned to the land. This is quite a different thing from 
the use of land for farming and building purposes, for the tenant farmer 
is expected to maintain the fertility of the soil year after year, and the use 
of a plot of ground as a building site does not wear out the land. The 
mine operator, however, is eontinually removing from the land a valuable 
commodity, with the result that its usefulness as mineral land will eventu- 
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ally be wholly destroyed. The farmer and manufacturer pay a rent of so 
much per acre or front foot, but the mining enterpriser pays a royalty of 
so much per ton of coal or barrel of petroleum taken from the ground. 
Indeed, he may be said to be actually buying the coal mine or oil field 
by slow degrees, since it will cease to have value as mineral land once he 
has brought to the surface the coal or oil for which he is paying a rent, 
or royalty. 

Productivity, the Source of all Land Income. In one very important 
particular, the payments made for these three kinds of land are identical. 
That is, these payments represent, in each instance, the marginal produc- 
tivity of the land for the use of which they are made; and they are high 
or low, depending upon whether the marginal productivity of the partic- 
ular kind of land being considered is great or small. Farms that are 
unusually fertile command a high rent; building sites that are well located 
are paid for at fancy prices; and mines that contain high-grade ores bring 
in to their owners large royalties from those who are anxious to exploit 
these mineral resources. 

We insisted in the preceding chapter that the price paid for the use of 
a productive agent, like that paid for an economic good of any kind, is 
determined by the general conditions of supply and demand. In our dis- 
cussion of rent we have had little to say about supply, but have dealt 
chiefly with demand, as it is affected by marginal productivity. There has 
been slight need to emphasize supply in analyzing the rent of land, since, 
in a practical sense, the quantity of any given kind of land is fixed. Though 
rent is paid only because of the productivity of land and though (if we 
assume perfect competition) the rent of a particular type of land cannot 
be higher or lower than its marginal productivity, it is not quite correct 
to say that marginal productivity determines the rent that will be paid. 
For marginal productivity itself depends upon the quantity of land that 
is available, being high if land is scarce and low if it is plentiful. The 
truth is that the supply of and demand for land of this kind determine 
its rent, with marginal productivity exerting a powerful influence on the 
demand side of the problem. Supply, being fixed, does not here play so 
active a part as it does in the determination of wages and interest. 

RENT AS AN EXAMPLE OF PRICE DETERMINATION 

Let us now examine rent as a problem in price determination. Consider- 
ing first the determinatibn of rent in the short run, ive note that the 
condition is that special type of short-run supply which is known as fixed 
supply. For not only is the quantity of land incapable of increase, but 
it cannot be decreased, except in the sense that it may be rented— either 
to oneself or to another, yielding in the first case “implicit” and in the 
second '“explicit” "rent, - as ■ we ■ shall observe presently. The' point'' to^ be 
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emphasized here is that, as always in the case of fixed supply, the total 
stock will be disposed of— at a high price if possible, but at a low price 
if necessary. The stock of land is supposed, of course, to be in the hands 
of many owners, so that the condition is one of competition. 

If we assume that there are 5 million acres of a particular kind of land, 
we may draw a supply curve, as in Fig. 33, showing that it will be rented 
at whatever price is obtainable. SS is such a supply curve. DD is the 
demand curve for land of this kind, and, like all demand curves, it pictures 
a series of quantities which would be taken at a corresponding series of 
prices. Land may be wanted for purposes of consumption (as when it is 
to be used for residences, private grounds, and so on) or for purposes of 
production (as in agriculture, manufacturing, and merchandising). In the 
present chapter we have studied the significance of the marginal produc- 


Annual rent 
per acre 



X 


Fig. 33. The Determination of Rent for a Particular Kind of Land Under 

Competitive Conditions 

The stock constitutes a fixed supply (SS), and the rent is determined by the rela- 
tionship between supply and demand (DD). 


tivity of land as measuring the maximum amount which a productive 
renter would pay for its use. In any event, the demand curve includes all 
bids of all persons who are interested in gaining possession of the land, 
whether for use in production or in consumption. The equilibrium of 
supply and demand at the point P indicates the price, or the rent, of this 
kind of land under the assumed conditions. As is shown in Fig. 33, the 
rent would be |15 per acre for the grade of land used in our illustration. 

If the condition were one of monopoly instead of coinpetition, it is 
conceivable that the owner of the land would gain more by renting a part 
only of his total holdings, allowing the remainder to go idle. This situation 
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would be comparable, of course, to a monopolist destroying a part of his 
stock of a commodity in order to secure a larger total return than could 
be had from the sale of the entire stock. In our illustration it appears that 
the monopolist would lose rather than gain by this action, so that he 
would presumably rent all of the land; but his course of action in this 
respect would be dictated by the demand schedule for land of this kind. 
If, for example, the demand schedule showed that renters would be willing 
to take 4 million acres at |20 per acre, the monopolistic owner would 
doubtless withhold 1 million acres from use, and thus reap a monopoly 
profit of five million dollars. 

There is nothing resembling costs of production in our determination 
of rent, since land, by definition, consists of natural resources created 
without the aid of labor. Since the quantity of land will remain fixed, 
the supply curve will not change with the passage of years, and in the 
case of the land which we are considering will always be the curve that 
is shown in Fig. 33. Indeed, the most that we can say about rent in the 
long run is that it may be expected to vary directly with changes in 
demand for land. An expanding population is likely to bring about an 
increase in the demand for land as the years roll by. Consequently, the 
price of our hypothetical grade of land would probably experience an 
increase decade by decade, and possibly even year by year. This increase, 
which would be dependent upon an increase in demand, may be indicated 
by drawing a new demand curv^e, D'D'. There is also a possibility, of 
course, that demand will decrease, as shown by the curve D"D", in which 
case the price paid for the use of this land would likewise decrease. 

ATTITUDES TOWARD RENT 

Two Concepts of Rent. We have defined rent as a payment made for 
the use of the land, and have had in mind constantly the fact that land, 
from the economist’s point of view, consists of natural resources that have 
been created without the aid of labor. 

It is difficult, however, to find any land in use on which man has not 
made some improvements. Building sites have obviously been improved, 
in the economic sense, when houses, stores, or factories have been erected. 
A piece of agricultural land iikewdse is almost always ‘‘improved” in a 
way which makes it hard to distinguish land from capital For agricultural 
land is usually fenced, it is sometimes drained or irrigated, and its useful- 
ness is frequently dependent in part upon the construction of a house and 
barn. When a farm of this kind is leased to a tenant, just how much of 
the return that goes to the landlord can properly be termed rent? The 
answer depends upon whether one is viewing the situation as a business 
man or an economist 

From the business man’s point of view, the whole return would be 
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regarded as rent, since he thinks of the entire farm as an investment 
bringing him an annual income. But the economist finds it desirable, 
though sometimes difficult, to separate the return that is attributable to 
the improvements from that which results from the productivity of land 
in the narrower economic sense. The latter he calls rent; the former is 
interest, since it is a payment made for the use of capital. It is not always 
feasible to draw a sharp line of demarcation between land and capital, 
but it is usually possible to estimate approximately how much of the total 
income from improved land should be credited to the capital investment; 
and once this is known it is an easy matter, of course, to figure the amount 
that should go to the owner of land, since this amount is the difference 
between the total income and the portion that must be paid in the form 
of interest. 

Differences Between Land and Capital. There is no need, in a book 
of this kind, to dwell at length upon the differences between land and 
capital. But it will be worth our while to note two important points of 
difference. In the first place, land is, for all practical purposes, fixed in 
c|uantity, whereas the amount of capital may be greatly increased. The 
area of usable land is, it is true, added to slightly from .time to time by 
drainage, irrigation, the building of dikes, and similar projects. The 
increase, however, is quantitatively of relatively little importance; more- 
over, this “made land” does not conform strictly to our definition of land. 
But the capital of the world increases by leaps and bounds. The growth 
of population creates new and larger demands for land, and, since the 
quantity available remains fixed, the price (or rent) mounts rapidly. The 
demand for capital also increases with the expansion of population, but 
the supply of capital may keep pace with the demand, and as a conse- 
quence the price paid for its use (interest) changes only little. 

The second distinction between these two productive agents has to do 
with the fact that, if society so decreed, the payment of rent to individual 
landlords could be abolished without affecting in the slightest the amount 
of land available for production; the abolition of interest, however, would 
reduce the accumulation of capital and thus interfere with the making 
of goods. If, for example, the people of a country should decide to appro- 
priate all land rent through a system of taxation, there is no reason to 
suppose that the land would not continue to be used as in the past. But 
if interest were not paid to owners of capital, consumption would increase 
and savings would fall off, and as a result the industrial machine would 
presently be inadequately equipped. We shall discuss in a later chapter 
the usefulness of interest in encouraging the building up of a large quan- 
tity of capital. 

Explicit and Implicit Rent, Nothing has been said thus far; ini our 
discussion of rent, about the landowner who does not lease his land to 
another but uses it himself. It is correct, in a case of this km 
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the land yields a rent, but this is known as implicit rent, whereas we have 
been talking chiefly about explicit rent. Explicit rent is the rent paid by 
a tenant to a landlord. It is paid because of the productivity of land 
which the owner permits the tenant to use. The amount of rent paid for 
the use of a piece of land is a measure of the usefulness, or productivity, 
of the land. But this land, if used by the owner himself, would still be 
useful. If it is agricultural land, then the productivity which the owner, 
as a farmer, enjoys through use of the land, he as a farmer should pay 
to himself as landlord. The actual payment may not take place, and yet 
in a situation of this kind rent exists just as truly as under a landlord- 
tenant arrangement. Therefore, the owner of land who uses his land 
himself receives rent— in this case implicit rent; the landlord who leases 
his land to a tenant receives rent, which is called explicit rent. 

The Value of Land. It is often desirable, for purposes of sale or taxa- 
tion, to know the value of a piece of land. Land is wanted, of course, for 
the income which it brings to the owner. This income is readily deter- 
mined if it takes the form of explicit rent, for then it consists of the 
money payment made by the tenant to the landlord. And if the owmer is 
using his land himself, the rent may be ascertained by comparing his land 
with similar land on which explicit rent is being collected. When the 
amount of rent is known, the value, or price, of the land may easily be 
calculated by “capitalizing” the rent at the prevailing rate of interest. 

If, for example, the interest rate is five per cent and a piece of land is 
renting for $1000 a year, its value must be twenty times $1000, or $20,000. 
If $20,000 were lent out at five per cent interest, the return would be 
$1000 a year. Hence, any commodity, such as a piece of land, that brings 
in a yearly income of $1000 is worth $20,000 w^hen the interest rate is five 
per cent. If the rate were only four per cent, the value of a piece of land 
yielding $1000 a year would be $25,000; and if the interest rate were ten 
per cent, its value would be only $10,000, The value of land, then, depends 
upon the income which it wdll bring to its owner, instead of determining, 
as some persons think, the amount of rent that the owner is able to exact 
from a person using the land. 


Rent is a payment made for the use of land. 

Marginal land, ox no-rent land, is land upon which can be produced 
goods which have a value just sufficient to cover the necessary payments 
for labor and capital used in their production. 
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1. Define “rent.” 

2. Distinguish between the intensive and extensive margins of cultivation in the 
use of land. 

3. How do you account for the equalization of “marginal products” of identical 
units of capital and labor when applied to land of different qualities, as illus- 
trated in Fig. 32? 

4. What are the qualities that make agricultural land particularly productive, 
and what qualities are especially important in the case of building sites? 

5. How does the royalty paid for the use of mineral land differ from rent paid 
for the use of agricultural land? 

6. Distinguish between the business man’s and the economist’s concepts of rent. 

7. In w4iat important respects, so far as distribution is concerned, does land 
differ from capital? 

8. Distinguish between implicit and explicit rent. 

9. How may one calculate the value of land if he known's the amount which can 
be secured for its use? 

REFERENCES FOR FURTHER READING 

See list of references at the end of Chapter 18. 



CHAPTER 20 



WAGES ARE A PAYMENT MADE FOR THE USE OF LABOR. WE HAVE DEFINED LABOR 

as human energy expended for the purpose of acquiring income. Wliether 
the labor is of high or low quality, whether it is very scarce or fairly plenti- 
ful, and whether it brings in a large or small income, it is still labor if it 
meets the requirements of this definition. 

Money Wages and Real Wages. We have already discussed the differ- 
ence between money income and real income, noting the fact that money 
income consists of the number of dollars, or other monetary units, that 
one receives over a period of time, while real income is made up of the 
commodities and services one is enabled to enjoy through the expenditure 
of money income. The distinction between money wages and real wages 
is very similar. Money wages are a form of money income, and are a money 
payment made for the use of labor; real wages are the economic goods 
that the workers secure when they spend their money wages. 

Real wages, of course, are vastly more important to the worker than 
money wages. The latter are sometimes very deceptive. For money wages 
may seem to be high until translated into real wages through the purchase 
of commodities and services, when it may be discovered that in reality 
they are very low, because the purchasing power of money has been 
greatly reduced by a rise in the price level. On the other hand, real wages 
may be higher than is suggested by the size of the money wage, because 
prices in general are unusually low. 

It is important, in considering wage data, to give attention to actual 
earnings and not merely to wage rates. Moreover, the earnings should 
relate to more than a few weeks, or even months, if one is to get an 
accurate idea of the adequacy of wages in seasonal occupations, such as 
mining, in which there are sometimes weeks or months of enforced idle- 
ness every year. The rates per hour, per day, or per unit of product do 
not in such instances tell the whole story. But if money wages actually 
earned over a fairly long period (say, a year) are known, and an index 
number of purchasing power is available, it is possible to interpret wages 
in terms of commodities and services, and in this way to ascertain whether 
the wage earner's standard of living is rising or falling. The use of actual 
earnings makes it possible, moreover, to compare the economic status of 
workers in one occupation with that of workers in other occupations. 

.341 ■ 
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When, therefore, we speak of wages, we shall have in mind the average 
yearly real wages of labor. 

THE DETERMINATION OF WAGES 

Wages Under Simple Conditions of Production. Labor is used at times 
in combination with very small quantities of land and capital; and, again, 
it is employed with large quantities of these productive agents. The impor- 
tance of labor as a factor of production is most apparent when it is seen 
at work on free land, operating with little or no capital. Let us consider 
the productivity and the wages of laborers engaged in gathering wild 
berries, catching fish, trapping small game, or making crude pottery. These 
activities might easily be conducted on free land, some few miles distant 
from a settled community or railway junction, at which point purchasers 
for the goods could be found. Under these conditions, the workers would 
have no rent to pay. Moreover, the expense for fishing tackle, traps, and 
similar equipment would be so slight that it would cut a small figure, and 
it may therefore safely be disregarded in the present discussion. 

In circumstances such as these, whatever the producer of these goods 
could secure for his commodities in the way of price would go to him 
alone; and this amount, whether large or small, would consist only of 
wages, for there would be no payment to be made for the use of land, and 
the cost of the capital used, per unit of salable commodity, would be 
infinitesimal. In the economic sense, commodities produced in so simple 
a manner would be the product of labor alone, and the amount that the 
commodities commanded when sold would measure the productive impor- 
tance of that labor. This amount (and this is true of the price paid for any 
kind of consumers’ goods) would measure also the utility or desiredness 
of the marginal unit of the good to the marginal purchaser. 

Under these conditions, it would be difficult to disprove the statement 
that the laborer receives for his efforts the full value of the economic 
importance of his labor. But the size of his reward for this labor would not 
necessarily bear any relation to the amount of energy exerted. Payment 
would be made not on the basis of effort expended, but on the basis of 
the supply of and demand for the product. With no need to pay any 
productive agent except labor, the quantity of the commodity would be 
limited only by the unpleasantness or disutility of expending effort in 
productiom The demand for the commodity would depend upon its 
utility. The price of the good would be determined by an equilibrium 
between (1) the supply of the good, as limited by the disutility of the 
labor required in its production, and (2) the demand for the good, as 
affected by the utility (or desiredness) of the good and by purchasing 
power. This amount, under the conditions outlined above, would go to 
/labor.; 
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It is worth while in this connection to emphasize the fact that if the 
withdrawal of a unit of labor results in the loss of economic goods which 
are much desired, the importance of that labor will be reckoned at a high 
rate, and a large payment will be made to avoid its withdrawal from pro- 
duction. Contrariwise, only a small payment will be made for the use of 
a unit of labor, the withdrawal of which means the loss of goods that are 
not highly valued. When, then, berries and fish are offered in such large 
quantities that the price is low, the economic importance of the laborers 
producing them will be small. Since the total payments received for these 
simply produced commodities go to labor in the form of wages, it can 
easily be seen that the worker receives high wages when his labor results 
in goods that are very scarce and much wanted, whereas he can command 
only low wages when the goods he is producing are quite plentiful in 
relation to the demand. 


Table 23. Total Crop and Marginal Product of Labor 
(Varying quantities of labor are used on one-acre plots of land of three different grades) 


! 

Units of 
Labor 
(in days 
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First-Grade Land 

Second-Grade Land 

Third-Grade Land 
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15 
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10 

3 

60 

15 

45 

10 

30 

5 

4 

70 

10 

50 

5 



5 

75 

5 






Wages Under More Usual Conditions of Production. Conditions of 
production are usually much more complicated than has been suggested 
in the illustration that we have just used. Actual examples of production 
in which the total product goes to laborers in the form of wages are to be 
found ordinarily only in sparsely settled areas where primitive methods 
of production are still current. For a dense population means almost 
certainly a charge for the use of land; and production, unless it is of a 
primitive, direct type, requires the use of capital, and this in turn is not 
to be had without payment 

Table 23 gives some hypothetical figures which serve to show how wages 
are measured in an economic society in which rent is charged for the use 
of land. The problem of interest will be reserved for discussion in the 
following chapter. 

In this table we assume that the amount of capital used is small, and 
that the little which is needed is supplied by the laborer himself. A farm 
laborer, for example, might be expected to provide himself with a hoe 
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with which to do a part of his work, though some units of labor would 
probably be employed without the use of any capital whatsoever. If pota- 
toes are being grown, one unit of labor (a day’s work of a given grade) 
with a hoe might suffice, so far as capital is concerned. If a second unit of 
labor is used, it could consist of unaided hand work, such as weed-pulling. 
A third unit might be expended in picking stones, a fourth in killing 
potato bugs, and a fifth in a second hand-weeding later in the season. 
Capital therefore plays so small a part in the present example that we 
shall not consider it at all, but shall take it for granted that the only 
payments to be made are for the use of land and labor. All of our labor 
units, of course, are exactly alike, each consisting of a day’s work of a 
given grade. 

Because of the workings of diminishing returns, the productive impor- 
tance of labor is less when many units of labor are used with a given 
quantity of land (or capital) than when few units are used. The productive 
importance of a unit may be determined at any time by removing one 
unit temporarily, noting the loss in total product that results, and ascer- 
taining the value of the amount lost. The illustration in Table 23 suggests 
that land is so scarce that it is cultivated intensively, with considerable 
labor being used on each acre. The greater the number of labor units used 
(if die other productive agents remain unchanged in quantity), the smaller 
will be the marginal product of labor. Under competition, labor will con- 
tinue to be applied up to the point at which its cost is equal to the value 
of its marginal product. 

Quality and Productivity. The table shows clearly that a small mar- 
ginal product does not necessarily result from inferiority of the labor unit. 
In many cases, it is attributable rather to the inferiority or scarcity of the 
other factors of production. A third unit of labor expended on first-grade 
land would have, according to our table, a marginal product of 15 bushels; 
but if a third unit were used on second-grade land its marginal product 
would be only 10 bushels; and if applied to third-grade land it would 
have a marginal product of but 5 bushels. In each of these three instances 
the labor units are identical, but in the case of second-grade and third- 
grade land they would have inferior productive agents to work with, and 
consequently their marginal product would be small. The effect would 
be similar if, in a manufacturing enterprise, the capital used (machinery 
and tools) differed in quality; for those labor units that were compelled 
to work with poor capital would be less productive than the labor Units 
that were coupled with high-grade modern capital. 

Scarcity and Productivity. Moreover, if land and capital were uniform 
in quality and of very high grade, but were so limited in quantity that 
they had to be used sparingly, while at the same time labor was available 
in large quantities, the marginal product of labor would be smaller when 
many units of labor were used than when few were used. We see, then, 
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that when the quantity of labor of a given kind is large in relation to 
the quantities of the other factors, labor has but a small marginal product. 
In Table 23 the marginal product of labor is only 5 bushels because labor 
is so plentiful, there being twelve units available for use on these three 
acres of land. If there were only nine units of labor to be had, the mar- 
ginal product of labor would be 10 bushels, though the labor would not 
be of any better quality than when it had a marginal product of 5 bushels. 
It is evident, then, that the quantity of labor affects greatly the wage that 
each unit can command, since labor's marginal product depends largely 
upon the quantity of labor that is available for use if the quantities of 
the other agents of production remain unchanged. 

Uniformity and Differences in Wages. The productivity of the last unit 
of labor to be employed measures its remuneration, and all labor units of 
this type and grade will receive the same wage, in accordance with the 
Law of One Price. The equalization of the marginal product of a given 
grade of labor throughout the entire market is shown in the “Marginal 
Product” columns of Table 23, and also in Fig. 32 (though the marginal 
product in this diagram is not that of labor alone, but of labor and capital 
combined). 

There are many types and grades of labor, as there are many kinds of 
land, and it is often possible to find numerous types of labor at work at 
one time on the making of a single commodity. In a modern manufac- 
turing plant, such as a clothing factory, there are dozens of kinds of 
workers, and probably almost as many different wage rates. In a later 
section of the present chapter we shall discuss differences in wages from 
the point of view of the supply of the various types and grades of labor. 
For the present, we may repeat the observation that the wage paid for a 
unit of labor, of whatever type or grade, tends under competition to 
approximate the full value of the marginal product of that unit of labor 
in the long run; and that the marginal product of labor may be ascertained 
by withdrawing from production a single unit of the labor in question 
and finding out how much of the total product is lost through its removal. 

The ®‘Curreiit Rate” of Wages. It would not be correct to assume that 
the individual business man determines in this way the w^ages of his 
workers. He does not. Instead, as we have already suggested, he pays the 
current rates of wages for labor of various kinds— rates that are determined 
by conditions of supply and demand as they relate to each of the many 
kinds of labor used in industry. But these current rates represent also the 
estimates of business men in general as to the marginal productivity (or 
“worth in production”) of labor. We saw in Chapter 18 that it pays the 
enterpriser to employ a productive agent up to the point at which the 
'Value of the additional product resulting from the use of a unit of the 
agent is just sufficient to cover the cost of the unit. Consequently, business 
men are continually experimenting and estimating, trying out various 
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combiiiatioiis of various agents. Thus they learn a great deal about the 
marginal productivity of the several agents, and by their competitive bid- 
ding they establish rates of wages which may be said to approximate the 
estimated value of labor’s marginal product. 

Competition in Wage Determination. We are not arguing that an 
enterpriser would be unwilling to pay less for a unit of labor than the 
full value of its marginal product. But free competition among employers 
tends to make it impossible for him to do so. If the value of the marginal 
product of a unit of labor is |1.00, an employer would doubtless be 
delighted to pay only 80 cents in wages and reap 20 cents in additional 
gain. But in a situation such as this, some other employer, noting the large 
margin of gain and considering that 15 cents of gain is better than none 
at all, will almost certainly offer a higher wage, say, 85 cents, and still 
another will bid 90 cents, and so on until this margin of gain is wholly, 
or at least virtually, wiped out. So long as an enterpriser can gain anything 
at all by taking on additional workers, it is reasonable to suppose that 
he will do so. This is particularly true in an industrial era in which small 
unit profits and a large volume of business are the watchword of many 
enterprisers. 

Supply and Demand in Wage Determination. We have surely said 
enough to indicate that the demand for labor is closely related to the 
marginal productivity of labor. Labor is wanted by enterprisers because 
it is productive, and under competition wages cannot be far above or far 
below the value of the marginal product. But the marginal productivity 
of labor, like that of land, depends upon the equilibrium of supply and, 
demand, for the marginal productivity, and the wage, of a certain kind of 
labor will be low if that kind of labor is very plentiful; and the marginal 
productivity and wage will be high if the labor is very scaixe. 

The quantity of labor of a given type is not fixed, as the quantity of 
land is fixed. That is to say, the quantity of land is permanently fixed 
(except for quite unimportant changes), but the quantity of labor may 
be increased or decreased over a considerable period of time. It does take 
considerable time, however, to effect an appreciable change in the labor 
supply. The quantity of labor in general depends upon the size of the 
population. The quantity of labor of a particular kind depends upon the 
number of persons who are able and willing to perform the required 
work. This number, in turn, is affected by native ability, the cost of train- 
ing, the mobility of labor, and several other factors that we shall examine 
later in the present chapter. 

A Summary of Wage Determination. In the next chapter we shall show 
that established standards of living do a great deal to affect wages in the 
long run, through their influence upon population and hence upon the 
quantity of labor. This fact does not in any way invalidate our statement 
that the demand for labor is based upon marginal productivity. The truth 
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is, of course, that both the supply of and the demand for labor are respon- 
sible for determining the wages in a particular occupation. 

The standard of living is simply one of several factors which affect the 
supply of labor and consequently affect wages. Insistence upon a certain 
standard of living limits the size of the population, and this and other 
factors affect the quantity of a given kind of labor. On the side of demand, 
marginal productivity is of the utmost importance, since the value of the 
marginal product limits the amount enterprisers can pay for labor. Thus, 
the economic importance of a unit of labor is measured by the marginal 
productivity of that type of labor; and marginal productivity, as we have 
seen, is high or low, depending upon the quantity of labor. While it is 
true that enterprisers cannot afford to pay more for labor than the value 
of the marginal product, it is equally true that competition among enter- 
prisers for the services of workers tends to keep the wage up to approxi- 
mately this amount. In the absence of strict competition, marginal pro- 
ductivity will still measure the maximum that enterprisers will pay, while 
the minimum that workers can accept (and might conceivably be forced 
to accept) will be a bare subsistence wage. It is evident, then, that wages 
might be much lower than marginal productivity under non-competitive 
conditions. 

WAGES AS AN EXAMPLE OF PRICE DETERMINATION 

Wages, like rent, may be treated as a problem in price determination. 
In Fig. 34 we have a demand curve, DD, indicating the quantities of labor 
which employers would hire at various prices; and a supply curve, SS, 
showing the quantities of labor that workers would provide at the several 
prices. Of the demand curve, we need say nothing further than that it is 
based upon the marginal productivity of labor of the particular type that 
is being considered. The supply curve is one which indicates that the 
condition is almost, but not quite, one of fixed supply. Labor is a perish- 
able good, in the sense that it must be used day by day or be wasted; that 
is to say, it cannot, like material goods, be stored up over a period of time 
and then sold in large quantity. Since most w^orkers are anxious to make 
the most of the one thing they have for sale— labor—and since, moreover, 
but few can afford to be idle for any appreciable period of time wdien 
work is available, we are not far from the truth in suggesting that most 
labor will sell at whatever price can be had for it, provided only the price 
is not ridiculously low. If, however, the figure is substantiaily lower than 
the wage which has recently been paid, and to which the workers have 
become accustomed, some of the workers may decide to hold out for the 
customary wage and refuse to work unless it is forthcoming. 

In Fig. 34 we have suggested that 24,000 workers would, if necessary, 
sell their services for as little as 50 cents a day per worker, and that the 
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total number of workers of this kind, 26,000, would go to work if the wage 
went as high as $5 a day. The figures are hypothetical, of course, but it is 
certainly accurate to say that a large percentage of the workers of a given 
kind would work even at very low wages, that the number would increase 
if the wage were somewhat higher, and would be still further enlarged if 
an unusually high wage w^ere offered. For while there are many workers 
who must accept jobs at whatever wages they can get, there are others 
who consider themselves “semi-retired” but cannot resist the lure of what 
seem to them to be exceptional wages, and still others who might be 
drawn from other walks of life by wages that were phenomenally high, 
as was the case in some occupations during World War II. 

Daily wage 

per worker 



Fig. 34. The Determination of Wages for a Particular Kind of Labor Under 
Short-Run Competitive Conditions 

We have been dealing, of course, with wages in the short run. Of wages 
in the long run, there is not much of a definite nature to be said. It is 
probably true that some families would be larger, and consequently the 
total quantity of labor would be larger, if wages over a long period of 
time were high than if they were low. But it would be incorrect to say 
that there is a direct relationship between wages and the size of families, 
in the sense that the prospect of high wages leads parents to have many 
children in order to secure these high wages. On the other hand, as we 
have already said, the size of families is sometimes limited to the number 
which parents feel they can rear properly with the income that is available, 
and to the number, moreover, that can probably find sufficiently remuner- 
ative employment when the time comes for them to earn their own living. 

What we have in mind, of course, is that the ''production” of human 
beings (from whom we get our stock of labor) is so far from being strictly 
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a money-making matter that we have no assurance that, in the long run, 
the payment of high wages throughout our economic society will have 
the effect of increasing the birth rate and consequently the number of 
workers. And if this is true of wages in general, it is equally true of wages 
in a given occupation. Indeed, the factors which influence the quantity 
of labor in the long run are so many, and are so largely incalculable, that 
economists have not been able to work out a satisfactory theory of long-run 
labor supply. 


DIFFERENCES IN WAGES 

We may now note some variations in wages between workers of the 
same type in different countries, and between those engaging in different 
occupations in the same geographical area. 

Wages in Different Countries. There does not appear to be any tend- 
ency toward a general level of wages, in the sense of an equalization in 
the wages paid to those engaged in different occupations. For reasons 
which we shall discuss presently, wages in some occupations are low and 
those in others are high; and there is some evidence that these wage dif- 
ferences are increasing rather than diminishing. However, there is such a 
thing as a wage level in one region being higher than the wage level of 
another region. For example, real wages are considerably higher in the 
United States than in England. This does not mean that the worst-paid 
workers in this country have larger incomes than the best-paid in England, 
but it does mean that, trade for trade, American labor enjoys higher real 
wages than British labor. 

In both instances the wages tend to approximate the marginal produc- 
tivity of labor. But the greater marginal productivity of American labor, it 
must be remembered, is not necessarily an indication of greater ability or 
a larger expenditure of energy on the part of the workers of this country. 
It merely means that, conditions being w^hat they are, the withdrawal of 
an American laborer from production brings a greater economic loss than 
the withdrawal of a British laborer engaged in a similar line of work.^ 
In general, when there is a great abundance of land and capital that can 
be combined with each available unit of labor, w^ages will be high; when 
labor is plentiful, and land and capital are relatively scarce, wages will 
be low. This statement provides the chief explanation of America’s superi- 
ority in wages. 

Competition Among Laborers in Different Regions. .. Since w.ages in 
general are higher in the United States than in other countries, we might 
expect to find a continuous stream of workers leaving those countries and 
migrating to America to take advantage of the greater economic oppor- 

^ Some specific reasons for wage differences of this kind are mentioned in the following 
chapter. ' ' ' ■ . . 
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tunities that this newer region has to offer. Our statistics of immigration 
show that this sort of movement has been very common. In each of a 
number of years, more than a million immigrants have come annually to 
this country, and this influx has doubtless done something in the way of 
equalizing wages between this and other countries. 

But there are obstacles to mobility of labor, and therefore to competition 
among workers of different countries. One barrier to immigration into the 
United States is the stringent legislation that has been adopted in recent 
years, by reason of which the total number of immigrants admitted 
annually by quota to this country from the eastern hemisphere is now 
limited to 150,000. This is a way of lessening competition and thus estab- 
lishing a relatively permanent difference between wages in this country 
and other countries. But in addition to this form of interference with 
world competition among wage earners, there are other forces which tend 
to keep human beings in those parts of the wmrld in which they have been 
born and reared. Among the deterrents to mobility of labor are the love 
of native land, the disinclination to leave relatives and friends, the cost 
involved in moving oneself and family to a distant country, and the ele- 
ment of uncertainty that “makes us rather bear those ills we have than 
fly to others that we know not of." 

Even within a single country, such as the United States, there is much 
less movement on the part of labor than one might expect to see; and as 
a consequence there are sometimes very considerable differences between 
wages in the same trades in two or more states. For example, the wage 
rate for carpenters, in Atlanta, some years ago, was 80 cents an hour; in 
Boston, |1.25; and in New York City, $1.50.^ But it must always be remem- 
bered, in comparing money wages, that the cost of living also varies as 
between cities; and, moreover, that terms designating trades (such as 
“carpenter," “machinist," and so on) may be interpreted differently in 
different parts of the country. 

Wages in Different Groups and Occupations. Differences such as those 
just noted should make us wary of attempting to speak with exactness 
about differences in real wages. However, we have sufficient data of a 
reliable nature to enable us to make certain observations without running 
any great risk of inaccuracy. We know, for example, that some types of 
workers are paid handsomely, while others receive a relatively small wage. 
We know, also, that there is little or no competition between the members 
of some wage groups and those of others. And there is, moreover, a tend- 
ency for certain kinds of wage differences to become stratified, and to be 
perpetuated not only over years but over generations as well. To problems 
of this kind we shall give a good deal of attention in Cffia^ 

2 The abnormal conditions of demand for labor during and immediately following 
World War II increased these pre-war wages greatly, but did not destroy the wage differ- 
entials as between different sections of the country. 
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Seasonal Occupations and Cost of Training. Some occupational wage 
differences are more apparent than real. For example, they may represent 
differences in wage rates rather than in yearly earnings., The wages of 
miners, clothing workers, and actors may appear to be high on the basis 
of hourly or weekly earnings, but are not so attractive when it is remem- 
bered that these occupations are seasonal in character, sometimes providing 
only thirty or forty weeks of work out of the fifty-two. It may seem that 
a plumber receives unduly large wages; but he is forced, in order to 
qualify for his task, to serve a long apprenticeship at extremely low wages, 
and the high income ultimately received is, in part at least, a payment for 
those years of apprenticeship. 

Indeed, whenever considerable expense is incurred in connection with 
the development of skill in a given trade, workers will demand reimburse- 
ment for these outlays, or compensation for loss of wages during appren- 
ticeship, in the form of incomes higher than those received in occupations 
which one may enter without making a sacrifice for training. If it were 
found that extra large wages were not forthcoming in the trades involving 
extensive training, fewer and yet fewer workers would enter those trades, 
the number of workers available for such work would decline, and wages 
would rise. Hence, we see the significance of the quantity of labor as a 
factor in determining wages. 

Psychic Income in Attractive Callings. It is frequently said of teachers 
and members of certain other professions that, in view of the time and 
money that they expend for professional training, they are very poorly 
paid. A teacher of economics can scarcely be expected to discourage the 
spread of ideas of this kind; and yet it should be stated in all fairness 
that teachers’ salaries are not so low as at first sight they appear to be, for 
teachers receive a considerable income, wholly apart from financial remu- 
neration. 

The college teacher may not receive a large money wage, but he enjoys 
what is, to many teachers, even more important than a high monetary 
return. His hours of actual teaching are few; his vacations are long, and, 
if necessity presses too hard upon him, they can be converted into cold 
cash. He has leisure for self-development, the stimulus provided by asso- 
ciation with fellow teachers in various fields of learning, and. the satisfac- 
tion of contributing something to the intellectual life of his students. 
Advantages such as these, which make a particular occupation attractive, 
are often called psychic income. 

Psychic income, though not measurable in terms of money, is often 
quite as acceptable as money income. Military leaders are paid largely in 
fame and titles; actors in applause; public officials in prestige; and sci- 
entists in the satisfaction of having increased the sum total of human 
knowledge. Ordinarily, of course, one’s material needs must be reasonably 
well prowded for before one is in a fit position to enjoy psychic income. 
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Hazardous and Disagreeable Occupations. Some occupations, then, 
bring rather small money payments because they present features so at- 
tractive that high wage payments are unnecessary. Other jobs, because 
they involve working at dangerous tasks, command wages that sometimes 
appear to be disproportionate to the skill demanded. Structural steel 
workers, steeple jacks, and others who engage in hazardous and spec- 
tacular work are not uncommonly paid higher wages than those equally 
skilled whose occupations are less dangerous. The spectacular element 
is worth emphasizing, for there are many occupations that collect a heavy 
toll in accidents and industrial disease and yet offer to workers no extra 
pay by way of compensation for the risks that they take. A worker who 
runs a risk of sudden death in following his occupation stands more 
chance of being paid for the extra risk than does the worker whose job 
results in slow, but almost certain, death through industrial poisoning. 

It is said by some writers that workers will refuse to take jobs that 
are hazardous or especially disagreeable, without the incentive of un- 
usually high wages. This statement, if true at all, is true only to a very 
limited extent. Certainly, it has yet to be proved that industrial accidents 
and industrial disease are more common among the well-paid than among 
those of smaller incomes. It appears, rather, that the reverse is true; that 
most of the dangerous and disagreeable tasks in our modern economic 
society are performed by persons who lack bargaining power, and who, 
rather than be without work, accept whatever wages and working con- 
ditions are offered them. It is certainly correct to say that low wages and 
dangerous or disagreeable work often go together. 


Wages are a payment made for the use of labor. 

Money wages axe wages expressed in terms of money. 

Real wages are wages expressed in terms of economic goods. 


1. Define "wages.*' 

2. What is the difference between "money wages" and "real wages"? 

3. Money wages "are sometimes very deceptive." Explain. 

4. Why is it desirable, in dealing with the distribution of income, to think cf 
wages as referring to the average yearly real wages of labor? 

5. "The size of the wage paid to labor does not necessarily bear any relation 
to the amount of energy the worker has exerted." Explain. 

6. "Because of the workings of diminishing returns, the productive importance 
of labor declines as more and more units of labor are used with a given 
quantity of land (or capital)." What effect does this decline have on wages? 
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7. “Labor will continue to be applied in any economic enterprise up to the 
point at w^hich the cost of the labor is equal to the value of its marginal 
product.” Why? 

8. Labor of a given quality sometimes has small marginal productivity and at 
other times large marginal productivity. Explain. 

9. What, if anything, has scarcity of labor to do with its marginal productivity? 

10. Is it certain that, under perfect competition, every unit of a given kind of 
labor will be paid for at the same rate as the marginal unit? If so, why is this 
true? 

11. “The wage paid for a unit of labor, of whatever type or grade, tends to ap- 
proximate the full value of the marginal product of that unit of labor.” 
Why may this wage not be higher or lower than the value of the marginal 
product? 

12. How may one determine the marginal product of a given type of labor? 

13. “Marginal productivity does not determine wages, although wages and 
marginal productivity are equal.” What, then, does determine wages? 

14. How do you account for the fact that wages in general are higher in the 
United States than in England? 

15. Why does not the movement of labor from place to place wipe out differ- 
ences in wages? 

16. It is entirely possible for carpenters to receive 80 cents an hour in Atlanta, 
1 1.25 in Boston, and $1.50 in New York City, and yet be equally well off 
in these three cities. Explain. 

17. What is the relationship between wages, on the one hand, and the seasonal 
nature of some occupations and the cost of training, on the other? 

18. Explain the manner in which psychic income may have an effect upon 
money wages. 

19. Would you expect persons engaged in hazardous and disagreeable occu- 
pations to receive unusually high w^ages because their tasks are hazardous 
and disagreeable? Is it a fact that they do receive unusually high wages? 

REFERENCES FOR FURTHER READING 

See list of references at the end of Chapter 18. 



CHAPTER 21 



IN A SOCIETY IN WHICH PRACTICALLY ALL COMMODITIES AND SERVICES ARE 

economic and not free goods, the question of purchasing power is of 
paramount importance. Between riches and poverty there is a great gulf 
fixed— the rich have much purchasing power, the poor virtually none. 
Those who have much may, like Dives, fare sumptuously every day, but 
those who have none get only the crumbs that fall from the rich man’s 
table. The purchasing power received by industrial workers comes almost 
wholly in the form of wages. It is largely on this account that labor seeks 
always to raise wages, and clings tenaciously to wage levels already attained 
whenever reductions are threatened. For the laborer is no less anxious 
than the business enterpriser to have what he considers the good things 
of life. 

The Relation of Population to Wages. One of the most serious prob- 
lems of labor is the prevalence of low wages among many classes of 
workers. Wages are paid for the use of labor, as a price is paid for any 
commodity, on the basis of scarcity. If, then, wages are low, the supply 
of labor must be relatively plentiful. This fact suggests the possibility of 
regulating wages by affecting the supply of labor through the control 
of population growth. It is this relationship between population and 
wages that leads to the problem of low wages, which we shall examine in 
the present chapter. 

Per Capita Income. It is highly desirable for a country to have a 
large national income, since it is from this that the owners of the pro- 
ductive agents must receive their payments. By a large income we mean, 
of course, one which, when divided among those who share in its distribu- 
tion, provides a large per capita income. The national income of the 
United States in the “good times” which prevailed in 1929^ was roughly 
$90,000,000,000, or about $750 per capita. If, with this national income, 
our population had been only 90 millions instead of 120 millions, we 
should obviously have been better off economically because we should 
then have had a per capita income of $1000, If, on the other hand, our 

^We cite figures for 1929 because that year brought the people of the United States 
the largest national income they had ever enjoyed, prior to World War II, in time of 
peace. Whether we shall be able to maintain the enormous Gutput of 1946 (totaling 
approximately $165,000,000,000) cannot be predicted with confidence as these lines are 
.■'Wflttefc 
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population had been 180 millions, the same total national income would 
have resulted in a per capita income of only |500. It is scarcely necessary 
to explain that a per capita income of (say) |750 does not mean that 
every man, woman, and child in the country actually receives this amount 
annually. Owing to the concentration of wealth and our method of dis 
tributing income, a relatively small number of Americans receive extremely 
large incomes (which, however, have been quite heavily taxed in recent 
years); the vast majority have only enough to buy a satisfactory standard 
of living, and many are definitely poverty-stricken. 

No country, then, can provide prosperity for its people if the population 
is so great or its national income so meager that its per capita income is 
small. Even a very large per capita income, as we have just noted, is no 
guaranty of general economic welfare, since per capita income is merely 
an average, in vdiich may be concealed dizzy heights of individual pros- 
perity and abysmal depths of individual poverty. In every capitalistic 
country we find wide differences in individual wages for personal services; 
in the United States, for example, wages range all the way from the fifteen- 
hundred-dollar average annual wage paid in American manufacturing^ 
to the half-million dollars or so paid to motion-picture stars or banking 
experts. These wage differences are, again, related to numbers. The number 
of persons available for work in manufacturing plants is large in relation 
to the demand for their services, and as a consequence their wage is low; 
the number of capable actors and expert bankers is small in compar- 
ison with demand, and they are able on that account to command high 
wages. 

General and Individual Wages. A statement to the effect that the 
general level of prices is high or low tells us nothing about a specific 
individual price that enters into the calculation of the price index number. 
In like manner, the existence of a high or low level of real wages within 
a country does not indicate how persons engaged in particular lines of 
work are faring. And just as we are more often interested in the price of 
a specified grade of bread, calico, or coab than in general commodity 
prices, so when it comes to wages we pay more attention to the earning 
capacity of bakers, weavers, or miners than to per capita incomes. It B 
on his own w^ages, and not on per capita income, that the worker and his 
family must live. It is individual real wages, therefore— the wages that 
they themselves receive— about which the workers are concerned; and these 
are the wages they have in mind when they insist on wage increases or 
resist wage cuts. 

^The figure was lower than this in 1927 and 1937, according to the National Industrial 
Conference Board, but substantially higher (perhaps as much as S2500) in the mflation 
year of 1947. In 1945, a wartime year of enormous economic activity, 47 per cent of 
the 46 million families in the United States bad a total family income of $2000 or less 
{Report for the Business Executive, July p. 4). 
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POPULATION, THE SUPPLY OF LABOR, AND WAGES 

The ''Optimum Population.” Labor is definitely tied up with human 
beings, and the quantity of labor is dependent chiefly upon the size of 
the population. The labor supply is affected, also, by the proportion of 
the population that is gainfully employed, the amount of time the workers 
give to productive effort, and the intensity with which they work; but 
these are matters which, for considerable periods of time, are fixed by 
custom or even by union regulation. The amount of time expended in 
work and the intensity of effort being what they are, w^e may generalize 
to the extent of saying that a large population means a large quantity of 
labor available for use in productive enterprise. Whether the population 
is of a desirable size economically depends upon whether the land and 
capital with which the “gainfully employed’’ carry on work are adequate 
in both quantity and quality. From the economic point of view, the best 
or optimum population is that which results in the production of the 
greatest per capita output. It is large output per unit of population, and 
not per unit of land or capital, that makes for economic welfare. Some 
of the most productive land in the world is that which is cultivated very 
intensively by the people of China and India. But so much labor is lav- 
ished upon its cultivation that the product, though large per unit of land, 
is so small per unit of labor that those who farm it are seldom free from 
the threat of starvation. Since the goal of production is to provide human 
beings with commodities and services, production is (from the social point 
of view) most successfully carried on when per capita income is at its 
maximum, if only this income is distributed in a socially desirable way. 

Labor of Specific Kinds. But we must consider specific kinds of labor, 
and not labor in general, if we are to understand the relationship between 
population and the supply of labor. It is obvious that wages in a given 
trade, say in plumbing, are affected not by the quantity of labor in general, 
but only, on the side of supply, by the number of plumbers in the market. 
Common laborers do not compete with plumbers, plumbers with archi- 
tects, or architects with lawyers, in seeking remunerative employment. It 
is the number of plumbers available, in relation to the demand for their 
services, that fixes wages in the plumbing trade. If plumbers are relatively 
plentiful, their eagerness to get jobs will lead them to bid against one 
another, and wages will be pulled down; if, on the other hand, plumbers 
are relatively scarce, the competitive bids for their services will have the 
effect of raising their wages. 

Since labor is a perishable commodity which goes to waste unless it is 
used day by day, and since in most wage groups the workers cannot 
afford to indulge in the luxury of voluntary idleness, the amount of labor 
of a given kind that is offered for sale at any given time is ordinarily the 
total quantity in existence in the market in question. There are occasional 
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exceptions, of course, as in the case of strikes, but it is safe to say that 
there is seldom much labor withheld from the market. This being true, 
the owner of labor (who is the worker himself) is frequently in the un- 
comfortable position of the owner of a perishable material commodity, 
such as strawberries or fresh fish—that is, he is obliged to take whatever he 
can get for his wares, for if in the absence of high bids he refuses to sell at 
a low price, his commodity perishes and he gets nothing at all for it. 

Shifting Labor from Market to Market. If, over a considerable length 
of time, workers in a certain trade find it impossible to command a satis- 
factory w^age, we might suppose that they would realize that their line of 
work was overcrowded and move off promptly to more lucrative fields. But 
this is more easily said than done. In “normal” times our bituminous coal 
mines are notoriously overmanned. If some of these laborers should give 
up mining and go into less crowded industries, this action not only would 
bring higher wages to those who moved but would relieve the situation 
for those who remained, and thus be beneficial to both. But where shall 
these mine laborers go in search of larger opportunities— where are the 
less crowded industries to which they could move? Here, indeed, is the 
crux of the problem, for it is difficult, if not impossible, to shift them about 
so that their lot will be improved. They might conceivably, with some 
slight training, become farm laborers, but there is normally an abundance 
of such workers, as is indicated by their low wages. The same is true of 
common labor in the steel industry, in construction work, and so on. 

The truth of the matter is that common labor is ordinarily so plen- 
tiful throughout industry in general that there is little to be gained 
by moving workers of this kind from place to place. The most that 
could be accomplished by this procedure would be to bring about 
an equalization of wages among common laborers throughout industry 
as a whole, and this process of equalization has been going on for so many 
years that it can probably be carried but little further. Moreover, any 
gain that some of the laborers made would be at the expense of others; a 
movement of laborers from mines to farms, for example, would pull down 
the wages of farm hands by increasing their numbers and thus changing the 
proportions of land, labor, and capital to the disadvantage of labor. What- 
ever might be done in the way of shifting common labor would result, 
therefore, in equalizing wages among the workers of this group; and any 
wage changes that might be made in this way would doubtless be very 
slight. It should be noted that changes that did occur would be the 
result of changing the supply of labor of this kind in the several markets 
affected, reducing it slightly at one point only to increase it at another. 

Non-Gompeting Groups. But why should not workers, if they are 
dissatisfied with their present wages, change over to new occupations 
which are better paid? The answer is that a limited number of the more 
ambitious or more fortunate do manage to work their way from poorly 
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paid jobs into positions that command high wages, but to the great majority 
the obstacles to such progress appear to be insuperable. The day laborer at 
$5 a day would like to be a carpenter at $12, but cannot afford to serve the 
long apprenticeship without which one is not permitted to follow carpenter- 
ing. The chorus girl at $50 envies the prima donna her two thousand a 
week, but has neither the voice nor the personality demanded of a musi- 
cal comedy star. The grade-school teacher at two thousand a year would 
like to be a high-school principal at five thousand, but lacks the education 
and executive ability essential for holding this position. As a consequence 
of lack of ability or lack of opportunity— and quite often the latter— there 
is surprisingly little competition for well-paid jobs on the part of those 
who are poorly paid. 

Because of the tendency for workers to “stay put,” once they get into a 
particular wage class, economists sometimes distinguish among certain 
broad divisions of wage earners, to which the name “non-competing groups” 
has been given. Though the classifications made by writers differ con- 
siderably, the following list will serve as well as any to show that there 
is not a free movement of labor from grade to grade: 

1. Common Manual Laborers. These are our hewers of wood, 
drawers of water, diggers of ditches, and other workers whose 
contribution to production lies chiefly in the expenditure of 
physical strength. They need no special training, and assume no 
responsibility in their daily work other than doing what they are 
told to do. Their annual wages, though always low, are highest in 
early life when they are strongest and most vigorous, and fall off 
rapidly after middle life is passed. 

2. Semi-Skilled Workers. Here are found factory workers whose 
duties consist of tending semi-automatic machines, and also clerical 
workers filling routine jobs. In this group, moreover, belong such 
workers as taxicab drivers, whose duties demand an alert mind 
and the assumption of some responsibility. Sales people of ordinary 
ability may be included among the semi-skilled. The pay in this 
group of workers may be slightly higher than that of common labor, 
or it may at times be lower. But in either case, since the worker 
does not depend primarily upon physical strength for the perform- 
ance of his task, he is able to carry on his work at a more advanced 
age than those in Group 1. 

3. Skilled Workers. Both native ability and training play a part in 
this field of activity. Here we find machinists, plumbers, elec- 
tricians, carpenters, and other skilled craftsmen; expert stenog- 
raphers, bookkeepers, and other high-grade clerical workers; teach- 
ers in the elementary schools; and other types of workers whose 
tasks require some training and the assumption of considerable 
responsibility. The corner grocer, the barber, the owner of a shoe 
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repair shop, and others who conduct small independent businesses 
may be included. Workers in this class ordinarily command com- 
fortable, but not high, incomes. 

4. Professional Men and Business Managers. Members of this group, 
in general, have incomes sufficiently large to buy high standards 
of living. Here are found physicians, lawyers, accountants, and tech- 
nical experts of many kinds whose success hinges usually upon 
the possession of considerable native ability, and professional train- 
ing covering a period of years. High-grade salesmen, such as those 
who deal in insurance and securities, may well be included. Here, 
also, belong many of our business executives. 

5. ''Captains of Ijidustry.” This term is used in this connection to 
designate those who are outstanding figures in the economic 
world, and who, by reason of their unique abilities— that is, because 
of the absence of much competition— are able to command phenom- 
enally high wages. In this class are the organizers and directors 
of “big business,” our “wizards of finance,” and business managers 
who are more than ordinarily successful. Here, moreover, because 
of their extraordinary scarcity, belong some of our famous stars 
of the stage and screen, champion pugilists, and an occasional 
lawyer, playwright, and novelist. 



Fig. 35. Non-Competing Wage Groups 

It is important to note that not only do the incomes in these several 
groups range from very low wages in Group 1 to astoundingly high wages 
in Group 5, but the incomes vary inversely 'with, the numbers of workers 
in the groups. That is to say, the members of Group 1, the largest of the 
live classes, receive the smallest individual w^ages, while those in Group 
5, the smallest group in the list, enjoy by far the largest individual wages. 
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The situation is frequently illustrated by use of a pyramid, as in Fig. 35, 
the size of the section given to each group indicating roughly the abundance 
or scarcity of workers in the group, and its height from the base line the 
position which its members occupy in the wage scale. This inverse relation- 
ship is not to be thought of as a mere coincidence. All that we know of 
wage determination leads to the conclusion that it is distinctly a cause- 
aiid-effect relationship. Wages are low in Group 1 because there are so 
many workers in relation to the number of jobs available for them; wages 
are high in Group 5 because its members are few in comparison with the 
demand for their services. 

The existence of non-competing groups is believed to explain many of 
the differences in wages that may be observed on every hand. If all workers 
were alike, these differences in wages would promptly be wiped out by the 
force of competition. If any differences remained, and wages in some occu- 
pations were higher than in others, the extra pay would be merely com- 
pensation for the unpleasantness or riskiness of certain lines of work, and 
not the result of scarcity. But workers are not alike. They differ in native 
ability and training, as we have already said, and their differences prevent 
any considerable amount of competition between groups. It requires no 
argument to show that common manual laborers do not compete with 
great financiers. It is less clear, perhaps, that members of Group 1 are 
unlikely to bid for jobs wanted by those in Group 2; but in the main 
there is little competition between any two of the five groups. Occasionally, 
manual laborers may wander from Group 1, and, getting into Group 2 
and being capable of doing semi-skilled work, bid against members of the 
second group, and thus bring down wages slightly; and semi-skilled workers 
from Group 2, having pursued a course of training, may elevate them- 
selves into Group 3 and offer some competition to skilled workers there. 
But though this sort of thing may take place occasionally, it is safe to say 
that there is relatively little movement of workers from group to group. The 
difficulties to be overcome in climbing into a higher class are too great for 
any save the exceptional man. 

Permanent Stratification of Groups. Moreover, there is a tendency for 
non-competing groups to be self-perpetuating. It would seem that parents, 
knowing from experience the inconvenience that goes with small incomes, 
would seek to get their children into the higher wage groups; or that the 
children themselves, trained in the stern school of poverty, would strike out 
for occupations more gainful than those in which their parents served. But 
the odds, alas, are heavily against any such advancement, so far as most 
workers are Goncerned. It is possible, indeed, but not probable, that a boy 
will rise from his father’s wage class into one paying a larger income. The 
difficulties may be those of heredity or environment, or both. We cannot 
be sure that the son will start life with greater native endowments than 
his father. But even if he does, there is the troublesome problem of secur- 
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ing training for the higher grade of work. He may, it is true, enjoy greater 
educational advantages than his father has had; but then, again, lie may 
not. 

What one does in the way of securing an education depends, probably 
more often than not, upon the environment in which one is placed. 
Environmental influences are scarcely calculated, in the low-wage groups, 
to spur one on to great deeds. The son of a manual laborer, even though 
he has in him the making of a skilled electrician, a great lawyer, or a 
merchant prince, is unlikely to receive encouragement from his immediate 
family and associates to set forth upon one of these careers. Indeed, it is 
probable that he will never learn of his inborn capacity for greater eco^ 
nomic achievement; that he will, on the contrary, promptly get used to the 
standard of living of his father’s wage class, and that, when he reaches man’s 
estate, he will accept a job at “good wages” and continue to hold this job^ 
or a similar one, throughout his working life. There is no way of knowing 
how much human talent goes to waste from lack of discovery or develop- 
ment, but there can be little doubt that the losses of this kind are enormous. 

These are some of the hindrances to a free movement between the 
various wage groups which provide economic society with the productive 
agent that we call labor. Because there is no competition worth mention- 
ing between these groups (though there may be a good deal of rivalry for 
jobs within a given group), wages may be high in one group and low in 
another, as we have already suggested. Whether they are high or low will 
depend upon the supply of and demand for labor of the various kinds. High 
wages are based on the scarcity of labor, and low wages on its abundance. 
For example, the success of members of Groups 4 and 5 in securing high 
incomes is due primarily to the limitation of numbers in these fortunate 
groups. If captains of industry were plentiful instead of scarce, they would 
receive much lower wages than at present; but, as we have explained, they 
are free from the competition of workers outside their own group. So long 
as these various groups are separated one from another, with little oppor- 
tunity for workers to move from group to group, we shall continue to have 
wage classes. 

The Significance of “Proportionality.” We see, therefore, that the quan- 
tity of labor is vastly important in the determination of wages. Low wages 
are the result of what is, for the workers, an unfortunate relationship in the 
quantities of land, labor, and capital. If labor should be reduced in 
quantity, land and capital remaining unchanged, or if land and capital 
should be made more plentiful without a corresponding increase in the 
quantity of labor, labor would become relatively more important and could 
claim and secure for itself a larger share of the product—that is, a larger 
wage. Practically all that has been said up to this point has been intended 
to emphasize the fact that wages are governed by the relationship between 
the quantity of labor/ on the one hand, and the quantity of land and 
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capital, on the other. If, then, low wages are to be raised, the remedy lies in 
making labor scarce or land and capital more plentiful. Since the workers 
can do but little in the way of bringing more land and capital into 
productive use, they might do well to concentrate upon the control of 
labor, with the thought of reducing the quantity available for productive 
enterprise, thus increasing the marginal productivity of labor and the 
price that is paid for its use. The quantity of labor may be controlled by 
regulating the birth rate or immigration, or both; and to a consideration 
of these methods of control we now turn our attention. 

WAGES AND THE BIRTH RATE 

Population and Subsistence. “Populations tend to increase as aggregate 
wealth increases and tend to decline in numbers as standards of living rise,'’ 
says the author of an important work on the theory of population.^ The 
first half of this statement has long been understood, but the second is a 
development of modern times. Adam Smith, and even earlier English 
writers on economics, regarded a large population as the sign of a 
nation’s material greatness, since they believed that the population of a 
nation was bound to expand with every growth in productive capacity. 
“The most decisive mark of the prosperity of any country is the increase 
in the number of inhabitants,” wrote Adam Smith in his Wealth of 
Nations in 1776; and further, “Every species of animals naturally multiplies 
in proportion to the means of their subsistence and no species can ever 
multiply beyond it.” 

We have here the central idea of the Subsistence Theory of W ages, which 
for a time enjoyed wide popularity among economists. This theory recog- 
nized the fact that labor could be had only if provision were made for 
the maintenance of the laborers. This meant that the workers must receive, 
in exchange for their labor, a certain minimum of food, clothing, and 
shelter, in order to keep them alive and in condition to work. It was 
held, then, that wages tended to be fixed at that figure which would provide 
the worker with a bare subsistence for himself and his family. It was sup- 
posed that if wages were to rise so that they were more than adequate for 
maintenance at this very low level, the natural tendency for human 
beings to be fruitful and multiply would cause the worker to have more 
and more children. In this way, whatever gains might be made in wages 
would always be wiped out by the increased costs of supporting a larger 
family, and the standard of living—that of bare subsistence— would remain 
unchanged. 

Fopulation and Rising Standards of Living. From past experience, we 
have every reason to believe that populations do tend to increase as 
wealth increases, but not always at so rapid a pace. From 1800 to 1900, a 

®Ezra Bowen, An Hypothesis of Population Growth, New York, Columbia University 
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period in which improved methods of agriculture and manufacture were 
flooding the world with commodities of all kinds, the population of 
Europe rose from 175,000,000 to 390,000,000. But this growth, great as it 
was, was not sufficient to keep up with the increased production of goods; 
and as a consequence the nineteenth century witnessed great improve- 
ments in the standards of living of the masses of workers. It is not in- 
evitable, therefore, as the older economists believed, that wages should be 
held down to a subsistence level. Whenever increases in production outstrip 
increases in population, the per capita income rises and there is at least 
a possibility that the working classes will be able to command higher 
real w^ages than before. If every section of an economic society has shared 
in the population increase, and in exact proportion to its previous mem- 
bers, the larger total income resulting from improved production should 
provide higher real incomes for all. Of course, it would be still better, so 
far as standards of living are concerned, to have an increase in production 
while the population remained stationary. “If there had been no increase 
in population during the last one hundred and fifty years,” wrote Professor 
Ely early in the century, “the marginal productivity of labor would (if, 
nevertheless, modern methods of production had been developed) have 
been much higher than it is, and wages wmuld have been correspondingly 
higher than they are.” 

A little observation shows quite conclusively that many parents refuse 
to have families of such size as will hold them down to a subsistence 
standard of living. It can scarcely be regarded as pure chance that the 
families of the well-to-do are usually small, while those of the poor are 
usually large. Populations “tend to decline in numbers as standards of 
living rise,” and there is today every indication that numbers are de- 
liberately held down in order that high standards of living may be enjoyed. 
There is a limit to the number of children that can be well fed, well clothed, 
well housed, and well educated on a given income. An understanding of 
this fact, and a belief in quality rather than quantity, appear to be the 
only rational explanations of the small size of present-day families in the 
middle and upper classes. Population growth is governed by birth rates 
and death rates. The spread of sanitation and developments in the science 
of medicine have reduced the death rates materially in most countries dur- 
ing the past century, but birth rates have declined even more rapidly, 
largely, no doubt, because of the desire for better standards of living and 
the spread of information on family limitation. The result is that, tliough 
the total population is still increasing, the rate of increase is steadily de- 
clining. If we recall the fact that “average fecundity among modern, 
civilized tvomen amounts to a total production of ten to twelve children, 
while the actual average number of children in families of western civiliza^ 
tion is less than three,-^ we shall need no further evidence that the birth 
rate is being regulated. 


^ Ibid„ p. 177. 
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The Effect of Fewer Births upon Wages. In the practice o£ family limita- 
tion, or “voluntary parenthood,” say the advocates of birth control, appears 
to lie a remedy for low wages. The plumber’s wage is lower than that of 
the popular comedian, not because he renders a less useful service but 
simply because there are more good plumbers than good comedians, in 
relation to the demand for these two types of labor. It follows that 
plumbers could make themselves more fully appreciated by reducing their 
numbers, and that, once the relationship between good plumbing and 
human welfare was properly understood, they could command higher 
wages for their labor. But to be effective, the reduction in numbers, 
instead of taking place among plumbers only, would have to be applied 
to Group 3 (of Fig. 35) as a whole, and not to just one type of skilled 
workers within that group. For if plumbers were made so scarce that 
their wages were abnormally high for members of Group 3, it is probable 
that other members of the group, or their sons, instead of following the 
trade of machinist, carpenter, or electrician, would go in for plumbing 
and thus provide the competition that would pull down the high wages 
that limited numbers had brought the plumbers. However, if all mem- 
bers of the group were to insist upon higher standards of living, the 
attainment of which involved having only one or two children instead of 
three or four, there can be little doubt that the effect of their decision 
would be felt in the next generation. For if the theory of noncompeting 
groups is sound, skilled workers would then be scarce, their marginal 
productivity would be high, and high wages would have to be paid to 
secure their services. 

The attainment of high wages through the limitation of numbers is not 
so far-fetched as it might, at first thought, appear to be. Indeed, the chief 
obstacle at present is lack of knowledge on the part of those who would 
benefit most by the practice of family limitation. They are ignorant, first of 
ail, of the vital part that numbers play in wage determination, and, in the 
second place, of satisfactory ways of limiting the size of their families to 
the number of children they can provide for adequately. But these are 
matters regarding which the general public is becoming better informed all 
the time, and it is reasonable to suppose that the desire for higher 
standards of living— for more expensive automobiles, radio sets, fur coats, 
and the like— that is being built up by high-pressure advertising will gradu- 
ally lead the workers to adopt the means necessary to the attainment of 
such standards— that is, the control of numbers. It seems improbable, how- 
ever, that we shall arrive at the situation, described by a writer of a 
century ago, in which ‘‘more persons will rather dine alone on champagne 
and Ghickens than share their roast beef and pudding with a wife and 
family.”^ The desire for home life and the parental instinct will doubtless 
prevent the movement for high standards of living from being carried to 


® Quoted in ibid,, p. 201, 
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such extremes. But it is entirely possible that %vorkers may some day refuse 
to have more children than their wages will provide not only with “roast 
beef and pudding” and other creature comforts, but also with educational 
and cultural opportunities such as are now virtually unknown in our 
lower income groups. 

Economic Consequences of Stationary and Decreasing Populations. 
The steadily declining rate of population increase, to which we have 
referred, will if continued bring us eventually to a point at which the 
birth rate is as low as the death rate, or even lower. We shall then have 
either a stationary or a decreasing population. Dr. L. I. Dublin, of the 
Metropolitan Life Insurance Company, in speaking of the situation in 
this country, says: “The continuation of the present tendency of rapid 
decline in the birth rate will in all probability result in bringing about a 
virtually stationary population in the United States by the year 1970. 
And at that time, under present immigration restrictions, the population 
of the United States will be approximately 150,000,000.” Assuming that 
we may count on improvements in production continuing for an indefinite 
period, a stationary population in this country would facilitate the attain- 
ment of higher and still higher standards of living with the passage of 
time. Standards have risen in recent years because production has increased 
more rapidly than population. If population were stationary, the same 
increase in production would cause standards of living to rise more rapidly 
than in the past; and if, as some students of population problems think 
probable, we should eventually have a decreasing population, these 
standards would improve at a still faster rate. 

WAGES AND IMMIGRATION 

Immigration and American Wages. Population and the supply of labor 
are always influenced by birth rates and death rates, but they are some- 
times affected by immigration as well. This is likely to be particularly 
true in the case of slightly developed countries with an abundance of 
natural resources. The United States during the past century is an excellent 
example. The increasing difficulties of making a living in Europe, and 
the apparently boundless opportunities offered here, drew millions to 
our shores. From 1820 to 1920, the population of the United States in- 
creased by almost 97,000,000 persons, and approximately one-third of 
this increase was by immigration. Has this influx of foreigners had any 
effect upon the wages of American workers? There seems to be little 
doubt that it has. For their coming has added materially to the quantity 
of labor; and an increase in the quantity of labor, whether it results from 
births or from immigration, inevitably makes wages lower than they 
would have been if the supply of labor had remained unchanged. If it is 
true, as Professor Ely says, that the marginal productivity and wages of 
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labor have been held down by the growth of population during the past 
century and a half, then it is equally true that native American wage 
earners have suffered from the flood of immigration from Europe to the 
United States. For some thirty or forty years our immigrants were made up 
chiefly of laborers from southern and southeastern Europe who, by their 
competition for jobs, have doubtless done much to hold down the wages 
of common manual labor and semi-skilled workers in this country. 

The Restriction of Immigration. In the forty-five-year period from 
1900 to 1944, nearly 20 million immigrants were admitted to the United 
States. Table 24 shows the average number of immigrants for each of nine 
five-year periods. It will be noted that the average for the ten years from 


Table 24. Immigration to the United States, 1900-1944 

(Annual averages for nine 5-year periods) 

(Source: Department of Labor, Immigration and Naturalization Service) 


Five-Year Period 

Annual Average Number of 
Immigrants for Period 

1900-1904 

651,024 

1905-1909 

989,446 

1910-1914 

1,034,940 

1915-1919 

234,536 

1920-1924 

554,520 

1925-1929 

304,182 

1930-1934 

85,390 

1935-1939 

54,485 

1940-1944 

40,718 


1905 to 1914, inclusive, was more than a million a year. Naturally, the 
workers of this country did not ignore the fact that these additions to the 
labor supply in America were injurious to their economic interests. There 
were, as a consequence of the resentment engendered by the competition 
of these newcomers, many impassioned demands for the restriction of 
immigration; but it was not until 1921 that legislative measures were 
adopted limiting materially the number of immigrants that would be 
admitted annually into this country. The immigration law has since been 
changed several times; and as matters now stand, a total of only 150,000 
immigrants is admitted to the United States each year from countries of 
the eastern hemisphere, on a quota basis that allots more than two-thirds 
of this total to England, Ireland, and Germany. Special concessions are 
made to natives of the western hemisphere, in that immigrants who were 
born in Canada, Mexico, Cuba, Haiti, the Canal Zone, and the in- 
dependent countries of Central and South America, together with their 
wives and children under eighteen, are classified as “non-quota immi- 
grants” and admitted without limit. 
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Since approximately 100,000 non-quota immigrants enter the United 
States annually in “normal” times, it might be supposed that immigrants 
to this country have totaled about 250,000 a year since the passage of this 
National Origins Act, which became effective in 1929. Table 24 shows 
that this has not been the case. The greatly reduced number of immigrants 
from 1930 to 1944 reflects not so much the limitations imposed by our 
current immigration barriers as (1) the unattractiveness of the United 
States (with its high cost of living, as compared with other countries) in 
years of depression, and (2) the restrictions placed upon emigration by 
some of the European governments. 

Overpopulation and Migration. When a region becomes so densely 
populated that the standard of living is unbearably low, the more venture- 
some members of the group commonly go forth in search of economic 
opportunities that are not to be found at home. There is evidence that 
economic considerations have played a large part in practically all great 
migrations of the past. Certainly it cannot be doubted that the flood of 
Europeans to the United States during the past century— “the largest 
movement of immigrants into any country known to history”— was brought 
about chiefly by the desire to escape from the low standards of living of 
the Old World and share in the high standards of the New. The high 
real wages of the United States could not fail to attract the less favored 
wage earners of Europe. Hence, in the absence of immigration barriers, 
more than 35,000,000 Europeans migrated to the United States, and an 
overwhelming majority of these millions became a permanent part of 
our population and labor supply. 

During the greater part of its existence as a nation, the United States 
has pursued the policy of encouraging immigration. America was to be 
the land of opportunity, the place of refuge for all oppressed peoples. 
But there comes a time in the affairs of nations when it seems wise to 
change policies. This time came, in the case of American immigration, 
when the workers of this country insisted upon having protection against 
the swarms of European competitors wdiose entrance into the United 
States imperiled “American standards of living.” Our present policy is 
embodied in the National Origins Act, which we sketched briefly above. 

The Case for Restriction of Immigration. There are some who ques- 
tion the justice of excluding from the advantages that we enjoy, the people 
of other nations who would like to share these advantages with us. It is 
often urged that we should continue to admit the overflow of population 
from crowded countries. But migration is not a genuine remedy for 
overpopulation. Italy provides an example of the futility of migration as 
a solution of the problem of overcrowding. As Benito Mussolini said 
repeatedly, while at the same time he was urging his people to ha^^e larger 
families, “Italy each year produces an excess of 500,000 men who must 
in one fashion or another emigrate.” If it was necessary for this number 
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to migrate every year, as Mussolini insisted, it is obvious that finding 
places for them elsewhere did nothing to raise the low standards of living 
that overpopulation had brought to Italy. All that this annual migration 
could do would be to prevent the situation in Italy from getting worse, 
and it would do this at the expense of the workers of those countries to 
which the emigrants went. This can scarcely be called a satisfactory 
solution of the problem of overpopulation; rather, it is what is popularly 
known as “passing the buck.’’ 

The true remedy for overpopulation, like charity, begins at home. 
Nations that do not want larger populations should not be expected to 
admit immigrants unless the country that seeks to dispose of its excess 
is earnestly trying to hold its birth rate down to a figure as low as its 
death rate. There are many who believe that the goal to be aimed at is 
the total exclusion of immigration from any country that has an increas- 
ing population. If one with a stationary or decreasing. population wishes 
to raise standards of living by relieving the pressure of population upon its 
resources, it would appear to deserve help in placing some of its people 
elsewhere. But a nation that has not set its own house in order by con- 
trolling its birth rate should be made to understand that it cannot dump 
its surplus numbers upon countries that have no need for them and do 
not want them. Labor, in its attempt to raise real wages by the exercise of 
family limitation, feels amply justified in demanding that its efforts 
shall not be frustrated by hordes of immigrant workers coming in from 
countries that give no heed to a socially sound adjustment between 
population and national resources. Migration is at best a temporary 
expedient for relieving overpopulation. It is upon the intelligent control 
of numbers that the world must depend for high per capita incomes; 
and it is to such control within particular income groups that workers 
must look for the attainment and maintenance of high wages. 

Mobility of Labor and Commodities. Since we shall endorse free trade, 
or the unobstructed movement of goods between countries, when we 
discuss the tariff problem,^ it may appear inconsistent to advocate the 
restriction of immigration in the present chapter. If tariff barriers are to 
be done away with, why not also remove all obstacles to migration? Is not 
the free flow of labor comparable to the free flow of goods? No, the two 
are not strictly comparable, at least not in their economic consequences. 
The removal of tariff barriers would lead to a readjustment of business 
based on geographical specialization, and business so adjusted would 
bring more commodities and services to the country formerly “protected,” 
as well as to the countries whose goods had previously been shut out by 
tariff duties. But the removal of immigration barriers, unless accompanied 
by population control, would injure some nations by flooding them with 
millions of immigrants and yet bring no lasting benefit to the countries 
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whence these people came. The admission of 500,000 Italian laborers 
annually to the United States would unquestionably pull doxvn the wages 
of American workers but would not raise standards of living in Italy, 
since the places of the half million (if Mussolini’s figures were correct) 
would be filled promptly by Italy’s excess of births o\^er deaths. It is quite 
possible, then, and without inconsistency, for a person interested in high 
wages for labor to approve of the free movement of goods and at the 
same time, in the absence of stationary or decreasing population, to 
oppose the free movement of labor from country to country. 

Another question that is sometimes asked in this connection is whether 
foreign labor does not compete just as severely when it stays at home as 
when it emigrates. For example, do not Italian workers in Italy, by making 
goods which sell in competition with American products, pull dowm the 
wages of American labor to as great an extent as though they came to 
the United States and competed directly? Again the answ^er is in the 
negative. Obviously, if a high protective tariff is in effect, the Italian goods 
and therefore the Italian labor will be unable to compete within the 
American domestic market. Even in the foreign markets from which 
goods were not artificially excluded, we find that American products made 
by highly paid labor can be and are sold at as low prices as the products 
of other countries made by poorly paid workers. Though American wages 
are high, the workers here, equipped with an abundant supply of land 
and capital of high quality, turn out goods so efficiently that the labor 
cost per unit is extremely low. Italian laborers working in Italy with 
limited quantities of poor equipment are much less productive than 
American workers, and do not affect the American wage scale; but if 
transferred to the United States and put to work here, they would offer 
direct competition to American labor and their presence would tend to 
pull down wages in this country. 

If world-wide free trade were instituted while present immigration 
barriers were retained, the laborers of all nations would presumably be 
set to work making goods, in the production of which their respective 
countries enjoyed a relative advantage. Real wages would probably rise 
throughout the world, but differences in the wage levels of the various 
countries would not be wiped out. Wages then, as now, would depend 
upon the importance of labor in the productive process, and labor’s 
importance, as measured by its marginal productivity, would in turn 
depend upon the quantity and quality of land, labor, and capital existing 
in a given country. If Italy and the United States should chance, under 
free trade, to compete in the manufacture and sale of a particular com- 
modity, the productive advantages of this country would permit the pay- 
ment of the prevailing high wage for American labor of the kind used 
and still allow the article to be sold at the same price as the Italian-made 
goods. If this were not the case, American labor would leave this 
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particular industry, moving into other lines of work in which similar 
workers were enjoying better wages, and the industry in question would 
eventually disappear because of its inability to stand up in the face of 
Italian competition. We repeat, then, that it is direct competition, and 
not indirect competition of the kind we have been discussing, that the 
highly paid wage earners of the United States must guard against. 

Conclusion. We have seen that the size of the population plays an 
important part in the determination of wages through its influence upon 
the supply of labor in particular wage groups. Since labor is inextricably 
tied up with human beings, the supply of labor is practically fixed for 
short periods of time. In the long run, however, wages can be raised by 
reducing the supply of labor of a given type, if the demand for workers of 
this kind does not decline equally fast. Through the practice of family 
limitation, the low-wage groups could raise their real wages in the course 
of a generation, if at the same time they saw to it that immigration from 
other countries was stopped. The small families of the middle and upper 
classes are evidence of the prevalence of birth control. The high standards 
of living enjoyed by members of these classes indicate that restriction of 
numbers is rewarded with higher real wages. The solution of the problem 
of low wages, therefore, appears to many persons to lie in the refusal of 
parents to have so many children that their income will not provide a 
reasonably high standard of living for the family. But this remedy can- 
not readily be made available for those who need it most unless we abolish 
our legal taboos against instruction in scientific methods of family limita- 
tion. Since legislative restrictions of this kind interfere with the reduction 
or elimination of poverty, the removal of such restrictions is a goal toward 
which many socially-minded persons are working today. 


1. If we are to get an accurate impression of the social significance of wages, 
we must deal with real annual wages. Why would not daily m on wages 
answer the purpose equally well? 

2. The United States has 44 people to the square mile and a per capita wealth 
of $3000; Italy has 368 people to the square mile and a per capita wealth 
amounting to $833. Do you think it probable that low real wages in Italy 
and high real wages in the United States are in any way related to density 
of population and per capita wealth? Explain. 

3. 'The per capita income of the United States is $1000. This means a total 
income of $4000 per year for the hypothetical family of four. This amount 
is sufficient to buy a good standard of living. Therefore, there is no problem 
of poverty in this country.” Analyze this statement, and pass upon its 
soundness. 

4. "Labor is a commodity, and the price paid for it, like the price of any ot^ 
commodity, is determined by conditions of supply and demand.” Gritidze. 
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5. It is said that wages tend to equal the marginal productivity of labor; and 
yet a worker may receive different wages in two different years, even though, 
he works just as hard in one year as in the other and turns out precisely the 
same number of units of product in each of the two years. Explain. 

6. Define “optimum population.” 

7. What is meant by “non-competing wage groups”? How does the existence 
of such groups bring about differences in wages? 

8. What are the factors that prevent a free movement between these so-called 
non-competing groups? 

9. Why do these groups tend to remain non-competing even over long periods 
of time? 

10. It is said that “proportionality” enters into the determination of wages. 
Explain the meaning of this term in this connection. 

11. State the Subsistence Theory of Wages. 

12. What evidence have we that the Subsistence Theory of Wages is unsound? 

13. How are standards of living related to wages? 

14. If it is true that w^ages are paid workers on the basis of their importance to 
society, how do you account for the fact that garbage collectors, w^hose 
services contribute greatly to the maintenance of public health in crowded 
communities, receive w^ages that are far lower than those of our comedians, 
who merely make us laugh? 

15. Some years ago, Charlie Chaplin w^as offered $650,000 for a weekly radio 
broadcast of fifteen minutes over a period of twenty-six weeks. The offer, 
therefore, was at the rate of $100,000 per hour. Has a wage of this kind any- 
thing to do with marginal productivity? Does it bear any relation to popula- 
tion or the supply of labor? Explain. 

16. What is Professor Ely’s conclusion on the effect of population growth upon 
American wages during the past century and a half? How does he arrive at 
this conclusion? 

17. What has the United States done to limit the admission of immigrants? 

18. Explain how the restriction of immigration, used in connection with the 
practice of family limitation, is likely to affect wages. 

19. Would you expect the effect to be immediate or long deferred in the case 
of (a) restriction of immigration, and (b) restriction of numbers by birth 
control? 

20. How may a country solve the problem of overpopulation, if denied the 
privilege of sending its people to other countries? 

21. Must not the advocate of free trade, to be consistent, champion also the 
abolition of immigration barriers? 

22. Do English workers, when they remain in England, compete with Americans 
as seriously as though they came to the United States and found jobs here? 
Explain. 
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CHAPTER 22 




INTEREST IS A PAYMENT FOR THE USE OF SAVINGS, AS RENT AND WAGES ARE 

payments for the use of land and labor, respectively. Some savings are 
borrowed from the savers and used in the purchase of consumers’ goods; 
but most of the savings of society today are borrowed by business men, 
who use them for buying capital, or producers’ goods. For this reason, 
some writers define interest as a payment made for the use of capital We 
shall hold to the broader definition as stated above, but shall of necessity 
deal very largely with interest paid for the use of such savings as are 
invested in capital, since savings of this kind form so large a part of the 
total savings of every highly industrialized country. 

SAVINGS AND INTEREST 

The Demand for Savings. We may repeat that savings are desired by 
some people for buying consumers’ goods, and by others for the purchase 
of machinery and other equipment that will aid them in making their 
productive efforts more effective. Whenever consumers’ goods are sold 
on credit, as is nowadays the case with houses, automobiles, pianos, cloth- 
ing, and a host of other articles, a demand for savings is created for con- 
sumption purposes. Whenever enterprisers sell bonds and shares of stock, 
or secure loans from bankers or private individuals, with the thought of 
enlarging their plants or buying more or better equipment, there is set 
up a new demand for savings, but in this case for production purposes. 

Capital Expressed in Monetary Terms. It is often convenient to speak 
of capital in monetary terms. A business man, for example, may refer to 
the fact that he has capital to the amount of |500,000 tied up in his 
enterprise. The economist also finds it desirable at times to employ a 
monetary expression when talking about capital. But it should always 
be remembered that back of the money concept is a goods concept, and 
that, though capital may properly be expressed in dollars and cents for 
the sake of convenience, it consists none the less of produced goods that 
are to be used in further production. 

' ' The. Productivity ' of Capital. . One of ' the questions to be answered in 
connection with the use of capital relates to the ability of the user to 
pay the owner of savings a premium for their use. Why, we may ask, can 
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interest be paid? What is there about capital that enables an enterpriser 
to return to the saver of funds not only the amount originally borrowed— 
that is, the principal— but an additional amount known as interest? Where 
does the borrower get the six per cent, or eight per cent, or ten per cent, 
that he pays to the lender of savings, over and above the amount of the 
original loan? 

The answer lies in the productivity of capital or, more correctly, in 
the greater productivity of labor when aided by capital, as against its 
productivity when not so aided. Our study of the roundabout process of 
production showed that the indirect method of making goods— that is, 
the method involving the use of capital— is more productive than the 
direct method. Indeed, labor without any capital whatsoever is scarcely 
productive at all. We noted in Chapter 5 that of two economic groups, 
one employing little capital and the other much, the latter would have 
the greater chance, by far, of enjoying large quantities of consumers' 
goods. The point we are anxious to make perfectly clear is that interest 
ccm be paid because the use of capital adds greatly to the effectiveness 
of labor as it works with land. 

The Accumulation of Savings. A stock of capital is built up through 
abstinence from consumption on the part of those who have incomes that 
are often more than sufficient to provide them with the necessities of life. 
In using the word “abstinence” we have no thought of suggesting sacrifice 
or self-denial, though doubtless much saving takes place at the cost of 
lowered standards of living. Capital that is accumulated without sacrifice 
commands just as much interest as that wffiich, in the same market, is got 
together only through great self-denial. In either case, however, the 
“capitalist” abstains from current consumption, and as a result of his 
abstinence an addition is made to the capital stock of the community. 

Capital, then, is accumulated through saving. When a man with a 
$10,000 income sets aside, in the form of savings, 10 per cent of this 
amount, he becomes a capitalist. He has, in effect, voted for the manu- 
facture of $1000 worth of machinery in place of the production of a 
like amount of consumers' goods. It matters not at all, so far as the ac- 
cumulation of capital is concerned, whether he lends directly to a business 
enterpriser or puts his thousand dollars into the keeping of a banker. In 
either case, it is almost certain to be used in the production of more or 
less durable capital— “goods-making machines”— which, because of the 
advantages of the roundabout process, will increase the productivity of 
the industrial system. 

The Conversion of Savings into Capital. Dollars, of course, do not 
make capital; nor, for that matter, do they make consumers’ goods. But 
dollars represent purchasing power, and the man who controls a quantity 
of money is able to use it for the purchase of producers' or consumers’ 
goods. Consequently, those who receive incomes are voting, month by 
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month and year by year, either for or against the accumulation of capital. 
If they buy consumers’ goods up to the full amount of their money 
tiicomes, they create an effective demand for this type of commodities; and 
:onsumers’ goods, and not capital, will be produced. In this way they 
‘/ote against capital accumulation. 

If, on the other hand, they deposit a part of their money incomes in 
banks, or lend it directly to business enterprisers, they are, in the main, 
registering effective votes in favor of more capital. (It is possible, of 
course, that some small part of such savings will be used for the purchase 
of consumers’ goods.) If the result of their action is a decrease in the 
immediate demand for consumers’ goods, funds are thus rendered avail- 
able so that business men who need more or better machinery are 
enabled, by borrowing from the savers or from the banks in which the 
savers have deposited their savings, to add to their equipment and thus 
to increase their efficiency and productivity. The net result in the long 
run is the production of more consumers’ goods at lower prices.^ 

THE RATE OF INTEREST IN THE SliORT RUN 

The rate of interest, like that of rent and wages, may be resolved into 
a problem of value, and the determination of the interest rate dealt with 
in precisely the same way as the determination of the price of any in- 
dividual commodity. For capital, as we have seen, is the result of saving, 
and the price paid for the use of capital depends upon the relationship 
between the demand for and the supply of savings. 

Interest as an Example of Short-Run Price Determination. In applying 
our methods of price analysis to the determination of interest in the 
short run, we are dealing with a situation which may be likened to price 
determination for any commodity under conditions of fixed stock. For 
we are here considering savings that usually have been invested in a 
particular kind of capital, of which, by definition of the short run, there 
is a fixed stock. 

Interest on Savings Invested in Capital. Let us suppose, by way of 
example, that we are considering the determination of interest on a 
special type of loom used in weaving silk cloth. The owners of these 
looms, anxious to secure a return on their investment, will ordiiiarily 
either use the looms themselves, or place them at the disposal of others 
who will pay for the privilege of using them. If w^e think of a loom as 
constituting the investment of a certain amount of savings, we may think 
of the return on this investment as an interest rate. If the owner uses 

i “To save in the ordinary modern sense is virtually to buy producers’ goods rather 
than consumers’ goods. One may, it is true, deposit his savings in a savings bank. 
In that case he entrusts some one else with the work of investing it, so that he invests 
it, that is, buys producers’ goods with it, indirectly instead of directly,” — T. N. Carver, 
Essays in Social Justice, p. 223. 
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the capital himseif, the payment is implicit interest; if he lends it to 
another, it is explicit interest. (These two terms will be discussed later in 
the present chapter.) 

Producers who can employ looms to advantage will pay, under com- 
petition, as much as is demanded for their use, up to but not beyond the 
marginal productivity of this particular kind of capital. Therefore, a de- 
mand curve, such as appears in Fig. 36, may be drawn for any given type 
of capital. In like manner, a supply curve may be drawn. The curve SS 
shows that we have here almost, but not quite, a condition of fixed supply. 
In general, the owners of these looms will take whatever return can be 
had from their investment, rather than get nothing at all. It is true that 
at a very high rate of interest, such as ten per cent, slightly more of this 
kind of capital would apparently be offered for use than would be avail- 
able at one per cent; to be specific, 126,000,000 worth would be forth- 
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Fig. 36. The Determination of Interest on Savings Invested in a Particular 
Kind of Capital, Under Short-Run Competitive Conditions 

coming at the high rate, as against |24,000,000 worth at the low rate. The 
return in either case would be over and above whatever depreciation 
would be avoided if the looms remained idle. According to Fig. 36, there- 
fore, the rate of interest under the conditions pictured would be six per 
cent,. 

: Interest on Savings Invested in Consumers’ Goods. We suggested above 
that, in the short run, savings have usually been invested in a particular 
kind of producers’ good, and illustrated the point by reference to a 
special type of capital. However, savings are often invested in consumers’ 
goods— such, for example, as houses— and the income from these goods 
may be regarded as interest on the investment. In this case, the rates 
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that consumers would pay would depend upon the niarginai utility of 
the good in question. Supply and demand curves may be drawn to 
describe the determination of the interest rate on savings invested in a 
particular kind of consumers’ good, quite as readily as to cover the case 
of those invested in capital. 

Interest on Fluid Savings. Moreover, it is probable that, even in the 
short run, there will usually be a small amount of fluid savings— that is, 
savings which have not yet found investment in either capital or con- 
sumers’ goods. In such event, the demand curve would combine the bids 
of both woukhbe producers and w^ould-be consumers. Those who wish 
to buy consumers’ goods with these savings -would be willing to pay much 
or little, depending upon circumstances. If it were necessary to borrow for 
the purpose of an essential and urgent surgical operation, probably the 
borrower would pay an exceedingly high rate rather than run the risk 
of delay. If, howover, it wore a question of buying or doing wdthoiit an 
automobile or radio set, it is conceivable that the potential borrower 
would decline to bid more than a very moderate rate. He would doubt- 
less base his bid upon the utility of the desired economic good, in rela- 
tion to the estimated disutility of paying interest on and eventually re- 
turning the savings that must be borrowed if the good is to be secured 
at once. 

Producers who desire to borrow savings go through a similar process 
of reasoning, but in their case the chief consideration is the productivity 
of the savings when expended for productive equipment. Most savings, 
as w^e have said, are employed in productive undertakings, and not 
loaned out for consumption purposes. A new machine is needed; it will 
cost so much; this means that a loan must be secured, and a loan is a 
demand for savings. What rate of interest will the enterpriser pay for the 
use of these savings? The answer is that under competition he will pay 
any amount that is not greater than the marginal productivity of the piece 
of machinery that the savings will put into his possession. 

The Marginal Productivity of Capital. For the principle of marginal 
productivity applies to the demand for capital, as w^ell as the demand 
for land and labor. No one will pay more for the use of a unit of capital 
(that is, for the use of the savings necessary to buy this unit of capital) 
than the unit may be expected to contribute to his total receipts by reason 
of its marginal productivity. On the other hand, the competitive enter- 
priser will be inclined to use more and more units of capital in his busi- 
ness just so long as a unit can be had for a price that is no more than 
the amount obtaiuable for the additional product attributable to the unit. 
The marginal productivity of capital may be ascertained by the now 
familiar method of lemoving a unit teniporariiy and noting the loss in 
total product that results. 
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THE RATE OF INTEREST IN THE LONG RUN 

Savings in the long run, like the fluid savings referred to in the 
preceding section, constitute a homogeneous commodity, since they have 
not as yet been invested and hence may be used for securing whatever 
kind of economic goods the borrower may desire. The demand for sav- 
ings in the long run must therefore include both the demand of those 
who wish to secure capital and the demand of borrowers who aim to 
spend for consumers’ goods whatever savings they get hold of. In Fig. 
37, the distance from the base line, OX, to the demand curve, dd, 
indicates the rates of interest at which producers would borrow various 
quantities of savings for the purchase of capital. The curve DD, which 
is the total demand curve for savings, includes the quantities which 
would be taken, at each of the several rates, by persons who wish to 
buy capital, plus the quantities which would be taken by those who 
wish to buy consumers’ goods. For example, the dd curve shows that 
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Fig. 37. The Determination of Net Interest Under Long-Run 
Competitive Conditions 

The rate of net interest, or pure interest (sometimes called the time-preference 
rate), is that rate which must be paid in order to overcome the marginal saver's 
preference for present goods as compared with future goods. The diagram shows 
clearly that the rate of net interest is a matter of price determination. 

would-be producers would borrow Vly% billions of savings at six per cent, 
and the DD curve shows that 28 billions in all would be taken at that 
rate. Therefore, the quantity that would-be consumers would borrow 
at six per cent must be the difference between these two amounts, or 
101/4 billions. At four per cent, the quantities would be 26 billions for 
producers and 14 billions for consumers, or a total of 40 billions of savings. 
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It slioiild be clear, then, that the total demand curve, I)D, shows the 
prices (or interest rates) at which various quantities of savings would be 
borrowed by those wdio wish to gain possession of either capital or con- 
sumers’ goods. The slope of the curve (downward and to the right) 
shows that small quantities of savings would be taken if high rates had 
to be paid, wTile appreciably larger quantities w^ould be borrowed if they 
w’^ere available at much lower rates of interest. Whether borrowers are 
producers or consumers, and whether their needs are great or small, all 
would be required, on the basis of opportunity costs, to pay the same 
rate of interest, under conditions of competition. (As will be shown 
later, though there are differences in gross interest rates, there is a strong 
tendency toward uniformity in the rate of net interest in the long run.) 

The Supply o’f Savings. The demand curve for savings shows that the 
lower the interest rate the greater wall be the volume of savings that 
people are willing to borrows But the supply curve, SS, is similar to the 
cost curve in price determination under conditions of increasing costs, 
for it show^s that the quantity of savings that will be available for bor- 
rowers depends upon the rates of interest that are offered by the bor- 
rowers. If a very low rate were offered, the quantity of savings accumu- 
lated and lent out would be small, but the quantity would increase as 
borrowers bid higher and higher prices for savings. The figure indicates 
that savers can be induced to part temporarily with 15 billion dollars of 
savings at a net interest rate of one per cent; with 22 billion dollars at 
a rate of two per cent; with 40 billion dollars at a rate of four per cent; 
arjd so on. 

Savings of the Wealthy. The quantity of savings that will be available 
for borrowers is closely related to the practice of abstinence from con- 
sumption on the part of those who receive and control incomes. The 
extent to which abstinence from consumption is practiced depends, in 
large part, upon whether saving involves sacrifice; and if so, upon the 
degree of genuine self-denial that is entailed in the postponement of con- 
sumption. There are in the United States several hundred persons whose 
individual annual incomes amount to $1,000,000 or more. It would seem 
clear that these persons could save some part of their incomes without 
depriving themselves of any of the necessities of life, and probably without 
denying themselves any consumers’ goods they desire. 

The Possibility of Negative Interest. To those whose incomes run into 
the millions, or even hundreds of thousands, there is little need to offer 
the inducement of interest. It is probable that these persons save al- 
most automatically, failing to spend the whole of their incomes simply 
because all their economic wants are satisfied long before their total in- 
comes have been exhausted. Indeed, there are some few very wealthy 
persons whose annual receipts are so great and whose savings are there- 
fore so large, that, if the^^ were unable to lend out their savings at in- 
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terest, they would allow others to use them without charge, if only a 
safe return of the principal were guaranteed. Or they might even be in- 
duced to pay business men a small amount to take and use their savings, 
so that they (the owners) could be relieved of the worry and expense 
of storing and protecting the unspent portion of their income. The sup- 
ply curve ill Fig. 37 suggests that, in the hypothetical situation there pic- 
tured, some live billion dollars of savings belong to persons with enormous 
incomes, and would be available to borrowers even though no interest 
were paid. 

Middle-Class Savings. There are others who, though their incomes are 
not so huge, are yet so fortunate as to enjoy annual receipts from which 
savings can be made without affecting seriously their standards of living. 
A business or professional man with a salary of $15,000, $10,000, or 
even $5000 a year, usually finds it possible to lay aside a part of his in- 
come year by year, postponing consumption until some future time when 
his earning power may have declined or stopped entirely. Some of this 
saving may be motivated by foresight, pure and simple, and might take 
place without the offer of interest for the use of the savings. But it is quite 
possible that, in such cases, the payment of interest acts as an incentive, 
causing the saver to set aside a larger part of his income than would be 
saved in the absence of the inducement offered by interest. 

On this point, however, w^e cannot be certain; for it is held by some 
that there are savers who have in mind the accumulation of a definite 
sum, say, $100,000, by a given time; and that savers of this kind would 
be compelled, in order to reach their goal, to save a larger amount each 
year if there were no interest than is necessary when interest is paid. 
Five thousand dollars a year for twenty years would provide the saver with 
$100,000 if interest were not paid, but a much smaller sum saved annually 
would total $100,000 in twenty years if the savings were loaned out at 
interest compounded annually. There is a possibility, then, that the 
payment of interest may sometimes decrease, rather than increase, the 
savings of those who receive annually more than they need spend for 
purposes of consumption. 

Savings of the Poor, When we consider those groups of wage earners 
whose earnings are scarcely sufficient to buy a comfortable standard of 
living, we find that the urge to spend for immediate consumption is very 
strong and is unlikely to be resisted unless great inducements are of- 
fered in the form of high interest rates. It is reasonable to suppose that 
persons with small incomes are the least willing of all to save, and will 
refuse to save unless the premium offered for the use of their savings 
is large. Fig. 37 shows that as large an amount as 50 billion dollars of sav- 
ings can be had only if those who are reluctant to save are offered five per 
cent in order to overcome their reluctance. Of course, if any savers are 
paid five per cent, ail savers will demand this high rate of return from 
those to whom they lend. 
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The Time-Preference Theory of the Supply of Savings. Our discussion 
thus far has shown that some persons, because of their very large in- 
comes, can save without difficulty, while others whose incomes are 
quite small are able to save only at the cost of inconvenience, or even 
deprivation. We have no thoroughly reliable data relating to the in- 
come groups from which the huge annual volume of savings in this 
country is recruited, but we may hazard a guess that the capital accumula- 
tion from year to year is largely the result of saving on the part of those 
wffio could spend their entire incomes without great difficulty, and who 
would enjoy thoroughly the consumers’ goods that their savings would 
buy, but wdio are impelled for various reasons to refrain from spending 
up to the full limit of their incomes. One of these reasons is the desire to 
provide now for future needs. But there are good grounds for believing 
that, for most persons, the future w^eighs less heavily than the present. 
The admonition, “Take no thought for the morrow,” may not be ob- 
served to the letter, but there are certainly many individuals to whom the 
present appears to be much more important than the future. 

The Reluctance to Postpone Consumption. When, therefore, a person 
is asked to postpone consumption until some future time, as he must do 
if he lends his savings to another, he is likely to question the desirability 
of the postponement. He will want to know why he should surrender 
(say) $100 in purchasing power today for the promise of $100 in pur- 
chasing power a year from now. There is a chance, first of all, that the 
Grim Reaper will come along and cut him down before the loan is re- 
paid. Or his income may be increasing year by year, so that |100 will 
seem less important a year hence than at present. Or, again^ he may 
wish to attend a presidential inauguration or a World’s Fair w^hich, once 
past, cannot be witnessed again for some years. 

Hence, though there may be reasons at times why future goods appear 
to be mote desirable than present goods, it seems that most persons 
would rather have the use of a dollar today than in the future. The desire 
for things present rather than things to come is the basis of the theory 
of “time-preference,” which is frequently advanced as an explanation of 
the supply of savings in the long run. Referring again to Fig. 37, w^e see that 
5 billion dollars are saved by some persons who have exceedingly large 
incomes or by others Who are unusually provident. The supply curve 
shows that this amount could be had by borrowers even without the 
payment of interest. But in order to call forth further savings, a premium 
must be paid to overcome the prevailing tendency to spend rather than 
save. 

, , The Rate, of .“Time-Freferetice.” This premium , is called the. “time- 
preference rate,” and its Size is believed to measure the saver’s preference 
for present as compared with future goods. For some persons the prefer- 
ence is slight and may be overcome by the payment of a very low rate 
of interest, say, one per cent. But if large quantities of capital are needed, 
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requiring considerable saving on the part of those who could readily 
spend but need not spend their entire incomes, it would be necessary to 
increase the incentive. Some persons will save at two, but not at one 
per cent; others at three per cent, but not at two; and so on. The supply 
curve in Fig. 37, showing the prices (in the form of interest rates) at which 
various amounts would be saved and loaned, illustrates graphically the 
time-preference theory. 

We have emphasized more than once the importance of the marginal 
unit in connection with price determination. We have seen that the price 
paid for each and every unit of a good is the same as that paid for the 
marginal unit—which is the unit the marginal buyer is just induced to 
purchase at the price asked. This is the case, even though some buyers 
would pay more rather than go without the good, as is shown in every 
demand curve. Necessarily, then, the price received for every unit of a 
good is the same as that received for the marginal unit— which is the unit 
the marginal seller is just induced to sell at the price offered. Again this 
is the case, despite the fact that some sellers would take less rather than 
miss a sale. The supply curve indicates the truth of this statement. 

The demand for and supply of savings bring about a similar situa- 
tion. At some point or other there will be an equilibrium of supply and 
demand. The interest rate at this point will be such that the volume of 
savings that borrowers are willing to take will equal exactly the volume 
that lenders are willing to offer. In Fig. 37 the equilibrium of supply 
and demand takes place at the point P, the amount of savings borrowed 
is 40 billion dollars, and the interest rate is four per cent. Four per cent 
is the time-preference rate of the marginal saver. It is the premium 
that must be paid to overcome his reluctance to save, and presumably 
it measures his greater desire for present as compared with future goods. 
According to the time-preference theory, this marginal saver would spend 
instead of saving, if offered a smaller inducement than four per cent 
interest. So much for the supply side of the problem. 

Gross Interest and Net Interest. The rate of net interest, which is the 
interest rate that we have been discussing thus far, is the price that 
would be paid for the use of savings if there were no costs involved in 
collecting and lending out these savings to others, and if, further, there 
were absolute certainty of the safe return of all loans. It is, in a word, a 
payment made to induce people to postpone consumption. Net interest, 
as we have seen, tends to be uniform throughout a given market, since 
the rate paid for every unit of savings must equal, under perfect com- 
petition, the rate paid for the marginal unit. However, it is a matter of 
common knowledge that some business men pay higher rates of interest 
than others for borrowed savings. But we are speaking now of gro55 and 
not net interest. 

Charges for Administering Loans. Gross interest consists of net in- 
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terest, plus a charge for handling the loan in question and a further charge 
for taking care of whatever risk may be involved. Bankers, who spend 
their time and effort in collecting surpluses from savers and lending them 
out to others, cannot be expected to render this service for nothing. Con- 
sequently, even though there were not the slightest danger of the bor- 
rower failing to return his loan w^hen due, the rate of interest demanded 
of him would necessarily exceed the net interest rate by the amount 
charged by the banker for his services. 

The Element of Risk in Interest. But unfortunately the element of risk 
is seldom wholly absent from business undertakings. The banker (or 
other loan agent) who is responsible to the original saver, will there- 
fore add a further item to the interest charge in order to cover risk, on 
the theory that in the case of every loan that he makes there is a possibility 
of non-payment. Some businesses are more hazardous than others and 
much more liable to failure, and on this account the charge made to 
cover risk is sometimes small and, again, large. Owing to this fact, the 
gross interest rate is sometimes low and sometimes high. 

When credit is extended to well-established, conservative business 
houses operating in routine fields of industry, the risk of loss is slight and 
gross interest is low; but when loans are made to enterprisers in new, 
untried lines of business, such as automobile manufacture at the begin- 
ning of the century, the hazards are great, and the lender demands a 
high rate of gross interest. Gross interest therefore, unlike net interest, 
does not show a tendency toward uniformity of rate, but varies with 
the degree of risk that is represented in the loan. 

Gross Interest, Marginal Utility, and Marginal Productivity. It is, of 
course, the gross and not merely the net interest rate that must be paid by 
the borrower of funds, whether he wants them for the purchase of con- 
sumers’ or producers’ goods. If this gross interest rate, in a given case, 
happens to be six per cent (made up, let us suppose, of four per cent to 
cover time-preference, one per cent for administrative costs, and one per 
cent as a payment for risk), then six per cent is the measure, on the demand 
side of the problem, of the greater utility, or desiredness, of present as 
compared with future goods, on the part of the marginal borrower who 
uses the loan for pui'poses of consumption. 

Six per cent represents, also, on the side of demand, the anticipated 
marginal productivity of the capital that can be bought with these funds, 
as estimated by the borrowers who are prepared to pay this rate on loans 
for productive purposes. Certainly, the boxTowers who are producers will 
not pay six per cent interest unless they expect, through the use of the 
additionai capital purchased with the funds, to secure an extra product 
that will at least pay the interest charge. Nor will they cease to add units 
of capital to their equipment so long as the gross interest charge is smaller 
than the value of the additional product realized through the use of the 
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capital on which the interest is paid. This means that producers will con- 
tinue to borrow savings up to the point at which the value of the marginal 
product of the capital that is purchased is equal to the gross interest paid 
for the use of the savings. 

The 7%et interest rate, therefore, is determined by an equilibrium of the 
demand for and supply of savings. The gross interest rate (the rate which 
is actually paid by the borrower) is determined by the demand for and 
supply of savings for a particular purpose, and consequently varies with 
differences in the administrative costs and risks involved. 

Savings Unrelated to Time-Preference. The time-preference theory of 
net interest is sometimes attacked on the ground that much saving would 
take place in present-day society without the payment of a premium to 
induce the savers to refrain from present consumption. We have already 
I'eferred to saving by the rich and by those intent upon safeguarding old 
age. To savings of these kinds, which are not dependent upon overcoming 
time-preference, may be added those which are accumulated through 
public taxation and the reinvestment of corporate earnings. When a gov- 
ernment taxes its people for the construction of public works, saving takes 
place without the payment of interest. Similarly, when the directors of a 
business corporation decide to use past earnings for an enlargement of 
plant, there is again enforced saving which does not require that the time 
preferences of individuals be overcome. However, it is safe to say ' that 
corporate savings would not usually be made unless the directors of the 
corporations expected these savings to pay a return, and this return may 
properly be regarded as interest. 

Importance of the Marginal Saver. But unless sufficient savings are 
accumulated by such methods, it will be necessary to call upon voluntary 
savers to provide a part (and probably a large part) of the total quantity. 
These savers will demand and receive interest, and the rate of net interest 
will be measured by the premium that is necessary to call forth a given 
quantity of savings. If but little capital is to be accumulated, it will be 
very largely the result of saving on the part of the well-to-do, the marginal 
saver will experience but slight inconvenience, and the rate of time- 
preference will be low. But if huge quantities of savings are to be amassed, 
it is likely that the marginal saver will be a person of very modest means, 
that the sacrifice involved in the limitation of consumption will be great, 
and that he will save only if the net interest rate is high. In general, then, 
a small total quantity of savings can be had at a low interest charge, and 
a larger total volume will be forthcoming only if the interest rate is raised. 

Explicit and Implicit Interest. Interest is explicit or implicit, depend- 
ing upon whether the owner lends his savings out or uses them himself. 
If he lends them to another, the income that he receives is explicit interest. 
If he uses them in his own business, they still return income— this time 
implicit interest. The distinction is precisely the same as that which we 
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have already drawn between explicit and implicit rent. The enterpriser, 
if he is to have a sound knowledge of his costs of production, must, of 
course, charge against his business not only rent for land personally owned 
and used in his enterprise, and wages for his own services, but also interest 
on savings of his own that are employed in the undertaking. 

Interest, Rent, and Economic Inequality. There are tw^o differences 
between interest and rent that are regarded as important by those who are 
particularly interested in looking at the distribution of income from the 
social point of view. The first is that, owdng to ineradicable differences 
in the productivity of various pieces of land, there are great and permanent 
differences in the amounts received as rent by the owners of different plots 
of land, depending upon whether they or their forebears have been lucky 
or unlucky in the selection of sites. 

Many people have been made rich because, by the merest chance, they 
have happened to hold title to some acres on which oil or coal has been 
discovered, or to a city block w^hich fortune has decreed should be on a 
main artery of traffic. Thus, pure luck often plays a leading role in the 
distribution of income from land. Savings, on the other hand, command 
a imiform rate of net interest in a given market at a given time; that is to 
say, all units of savings are paid for at the same rate, except for differences 
in administrative costs and risks, and with the further exception of dif- 
ferences that may exist for short periods of time though they are wiped 
out in the long run. 

The second distinction between rent aiid interest relates to the fact, 
which we have already noted, that land is virtually fixed in quantity, 
whereas savings are increasing rapidly in volume year by year. The student 
who has mastered the theory of value will see at a glance that, as the 
demand for land increases as a consequence of growth in population, the 
income from land must increase also, owing to the existence of a fixed 
quantity. But the amount of savings available (through an increase in 
saving) may steadily keep pace with the increase in the demand for savings, 
with the consequence that the net interest rate remains constant. Indeed, 
it is conceivable that the accumulation of savings might take place at so 
rapid a pace as to bring about a decline in the rate of net interest. 

Some critics of capitalism, though they regard the payment of interest 
as necessary if we are to have sufficient capital to operate our industrial 
machine, hold that rent on land should be appropriated by the govern- 
ment and used for the good of the whole people. The critics point to the 
distinctions between rent and interest, such as we have outlined briefly; 
they urge that, since land is a free gift of nature, its benefits should accrue 
to all the people, and not to a few only; they show that the payment of 
rent leads to grave inequalities in wealth^inequalities that are becoming 
greater year by year; and finally, they insist that rent is unearned income 
— ah untiecessary payment^-^since the appropriation of rent by the state 
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would not deprive society of the use of land. These are questions of great 
importance, but questions which we cannot undertake to discuss in the 
present chapter. 

The Social Usefulness of Interest. Before quitting the subject of inter- 
est, we must mention two ways in which the payment of interest is said 
to be of benefit to society. First of all, it provides an incentive for the 
saving of income, and thus increases the volume of purchasing power 
available for building transportation lines and factories, equipping mines 
and farms, and providing the huge quantity of capital goods that is a part 
of every highly organized industrial order. 

We need scarcely enlarge upon the advantages that result from an 
abundance of mechanical aids. An understanding of the roundabout 
process is all that is needed to convince one that without a large accumula- 
tion of capital we could scarcely hope for high standards of living for the 
masses. Even those who are most outspoken in their denunciation of the 
private ownership of the instruments of production seldom deny the use- 
fulness of capital goods. The payment of interest, by encouraging people 
to save, leads to an increase in the quantity of capital, and thus to the 
production of more goods and the creation of higher real incomes. 

It is also claimed for interest that it directs savings into the most pro- 
ductive economic channels and, as a consequence, confers a great benefit 
upon society. The argument runs about as follows: Various industries 
bid against one another for the use of savings. Savings tend to flow into 
those industries that offer the highest rates of interest (assuming, for the 
moment, equal risk in all industries). The industry that can pay the 
highest rate is the one which at present is underequipped, and which 
therefore turns out so few units of product that, with a large demand for 
the product, the price received is high and profits are large. Thus an 
industry which offers a high rate of interest for the use of savings is one 
which at present is unable to provide society adequately with its product. 

The payment of the high interest rate not only calls attention to society’s 
need for more goods of this particular kind, but also attracts savings to 
this industry and thus tends to fulfill the need. Other enterprisers, seeing 
the large profits to be obtained in this industry (profits which result, it 
should be noted, from society’s need for the product), bid high prices for 
savings, so that they may buy capital with which to enter the industry. 
Competition results, the good is made in large quantities, the price goes 
down, and the rate of interest in this industry eventually falls. The net 
result, then, is that society is amply supplied with an economic good that 
was previously very scarce. 

In a society in which incomes were approximately equal, it is probable 
that the interest rate would aid in bringing about the production of goods 
most needed before less essential goods were manufactured. But in our 
present economic order, the interest rate performs this directive function 
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very imperfectly, if at all. If working-class families need cheap dwellings 
and rich men want million-dollar yachts, it might appear to be socially 
desirable to have the houses put up before the yachts are built. But yaclit^ 
building is vastly more profitable than house-building, and if savings 
were very scarce the interest rate offered by yacht builders for the use of 
savings might easily be twice as high as that offered by housing contractors. 
The chances are, then, that savings would be turned into the building 
of yachts and not houses. 

It is doubtless true that the interest rate directs savings into the most 
productive lines of industry, if by “productive’' we mean productive of 
value; but the payment of interest does not insure that necessities will 
be made before luxuries. Indeed, it comes closer to insuring that luxuries 
will be made first. For the large gains obtainable in the luxury trades 
permit a high rate of interest to be paid, and thus savings are attracted 
from less lucrative businesses which may, nevertheless, be more essential 
to social welfare. Certainly, the interest rate does not guarantee that cake 
shall not be baked until all the people have bread. On the contrary, it 
may induce some bread makers to shift to cake-baking because of the 
greater ease in securing savings at the high interest rates that can te paid 
by cake bakers, but not by the bakers of bread. 

Presumably, the force of competition would eventually reduce the 
profits of cake bakers so that they could no longer offer unusually high 
rates for savings. Cake would continue to be made, however, as long as 
jDeople with purchasing power offered a price sufficiently high to cover 
all costs of production. Of course, if incomes were approximately equal, 
it is probable that necessities v/ould be purchased before luxuries were 
demanded. In the absence of anything approaching equality, high prices 
for luxuries will be paid readily by the very wealthy; and, as a conse- 
quence, there is the possibility that not only capital, but land and labor 
as well, will fail to be employed in lines of industry in which, from the 
point of view of public welfare, they are most needed. 


Interest is a payment made for the use of savings. 

Net interest is a payment made to induce people to postpone consump- 
tion. 

Gross mterest is net interest plus charges added to cover risk and admin- 
istrative costs. 


1. ' Define “interest’', 

2. Does capital consist of money or goods? 

3. Why is it possible for business men to pay interest for the use of savings? 
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4. When we say that a stock of capital is built up through abstinence from 
consumption, tvhat do we mean by the word “abstinence”? 

5. Capital is the result of saving. Does every form of saving bring about an 
accumulation of capital? Explain. 

6. A person may lend his savings directly to a business enterpriser or may 
deposit them in a bank. Is capital accumulated in both of these cases? 

7. “To save in the ordinary modern sense is virtually to buy producers’ goods 
rather than consumers’ goods.” How may a person of small income, with. 
$100 of savings annually, buy producers’ goods? 

8. “The rate of interest may be resolved into a problem of value.” What, then, 
will be the forces determining the rate of interest? 

9. When people rvish to borrow the savings of others in order to buy con- 
sumers’ goods, what will determine the maximum they will pay for such 
savings? 

10. When people wish to borrow the savings of others in order to buy producers’ 
goods, what will determine the maximum they will pay for such savings? 

11. Will the price paid for the use of capital tend to equal the “marginal pro- 
ductivity” of capital? Explain. 

12. Discuss the sacrifice involved in the accumulation of savings by the wealthy, 
by the middle classes, and by^ the poor. 

13. It is sometimes suggested that, if interest were not available, the very 
wealthy “might even be induced to pay business men a small amount to take 
and use their savings.” Explain why this might be true. 

14. Even though millionaires save with no sacrifice, they receive for the use of 
their savings a rate of interest as high as that received by the very poor 
who can save only at great sacrifice. Why is this the case? 

15. State the “time-preference theory” of interest. 

16. Explain the objections of the average person to the postponement of con- 
sumption. What is the relationship between these objections and the interest 
rate? 

17. Some savings arc accumulated without reference to the principle of time- 
preference. Give examples of such savings. 

18. Distinguish between gross and net interest. 

19. Give examples of the two items included in gross interest which do not 
enter into net interest. 

20. Distinguish between explicit and implicit interest. 

21. From the point of view of social welfare, there are two important distinctions 
between interest and rent. Discuss these distinctions. 

22. There is a tendency for the net rate of interest to be uniform in a given 
market, but for there to be differences in the gross interest rates. Explain. 

23. Some writers claim that the payment of interest is socially useful. What can 
be said for and against this idea? 
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PROFITS ARE THE SHARE OF INCOME THAT GOES TO THE BUSINESS ENTERPRISER, 

over and above the return he gets for any lajid, capital^ or labor which he 
personally puts into the business. We have described the enterpriser as 
the person, or group of persons, that assumes responsibility for the owner- 
ship of a business. The enterpriser, occupying a position of leadership, 
takes upon himself the responsibility of paying rent, wages, and interest 
to the owners of the other agents of production, and receives profits by 
reason of his ownership. Often, as we shall see, he invests his own land, 
labor, and capital in his business, and receives a return also for the use 
of these productive agents. 

GROSS PROFITS AND NET PROFITS 

It is a rather common practice among business men to deduct total 
expenditures of all kinds from total receipts, and to call the balance 
“profits.” Profits of this kind are called gross profits by the economist. 
Net profits are arrived at by making the further deductions of implicit 
rent, implicit interest, and implicit wmges. Only by charging all these 
items against costs of production can the enterpriser get an accurate notion 
of the expenses incurred in transacting his business. And not until he has 
made these deductions does he enjoy profits, in the sense in which the 
economist ordinarily uses the term; for it is upon net profits, or “pure 
profits,” that the economist lays particular stress. 

Wages in Gross Profits. In an earlier chapter we noted the fact that 
the income paid to active business enterprisers for their labor is called 
wages of management. It is entirely proper, then, to classify as wages 
(implicit wages, of course) that part of the enterpriser's gross profits which 
results from employing his own time and energy in his business. This is, 
indeed, a necessary expense which must be met if the enterpriser is to 
continue to operate. A reasonable test of productivity is the ability of the 
enterpriser to secure employment with another business concern. Whatever 
he can obtain for his services elsewhere is surely not too much to charge 
against his own business as wages of management. 

Wages of Management and Marginal Productivity. Since managerial 
ability, as expended in production, is simply a form of labor, the wages 

BB9 
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of management, like other wages, are determined by the conditions of 
supply and demand, and tend to equal the marginal productivity of the 
particular type of human effort that happens to be under consideration. 
Without again rehearsing the principle of marginal productivity as it 
applies to wage determination, we may say that the marginal productivity 
of business ability of a given kind can be measured by ascertaining the 
difference between the total product of economic society when a single 
unit of a given type of business ability has been withdrawn from the 
productive process, and the total product when this unit is employed. 
The value of this marginal product measures the maximum wage that 
will be paid for the unit, and competition for managerial labor of this 
kind will tend to keep the wage up to this amount. 

Equalization of Managerial Wages. Marginal productivity measures, 
moreover, the wages of management received by those who are in business 
for themselves; for there will be little temptation for a man to operate his 
own enterprise if it pays him a smaller wage than his services would com- 
mand in the open market. Moreover, if wages of management paid by 
an enterpriser to himself should be much higher than the current wage 
paid to managers of the same grade who are employed by others, the costs 
of production of the former would be so high as to make it difficult to com- 
pete with others in the sale of their product. Hence, we may assume an 
equalization of the wages of equally competent managers, as of other types 
of workers, throughout industry in a given market. And, as we have said, 
the wages of management, like ordinary wages, though equal to the mar- 
ginal productivity of the particular type of ability that may be under 
consideration, are actually determined by the general conditions of supply 
and demand. 

Rent and Interest in Gross Profits. We have already argued that the 
enterpriser, if he would keep the records clear, must include in his costs 
of production the items of rent for land personally owned and used in 
his business, and interest on savings of his own invested in his enterprise. 
In each case the amount to be charged can be determined on the basis 
of competitive prices for land of this particular quality, and for savings 
employed in businesses of the type that he is conducting. It will be appar- 
ent, then, that the payments due the enterpriser for his personal investment 
of land, labor, and capital, may easily be included in costs of production 
under the heading of rent, wages, and interest. Indeed, it seems much more 
logical to classify these payments in this way than to include them with 
profits. 

The Residual Character of Net Profits. Having disposed of implicit 
wages, implicit rent, and implicit interest in the manner just outlined, 
we have also disposed of the greater part of gross profits. Indeed, it may 
appear that there will be nothing left; for we have stated repeatedly, in 
the past five chapters, that each factor of production tends to get as its 
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share in distribution the full value of its marginal contribution to produc- 
tion; and we have said, further, that the price of a commodity is the sum 
of the prices that must be paid for the use of the several productive agents 
employed in its making. 

Nevertheless, there is often something left over after payments have 
been made for the use of land, labor, and capital; and since there is no 
one else in a position to claim this residual or surplus product, it is taken 
by the enterpriser, who, as custodian of the treasury, is in a peculiarly 
favorable position to hold fast to whatever may remain after the owners 
of the productive agents have been paid off. It is this residual product 
that the economist has in mind when he speaks of net profits, or pure 
profits. We shall now examine briefly the circumstances in economic life 
that give rise to net profits. 

CAUSES OF NET PROFITS 

Our analysis excludes from net profits all payments to which the enter- 
priser is entitled by reason of the investment of land and capital, and 
for personal services rendered in the operation of his business. There 
remain, therefore, only the rewards that may chance to come to him 
through the owJiership of the business, which is not the same thing as the 
ownership of all, or part, of the land or capital used in the enterprise. 

Profits as a Consequence of Risk-Bearing 

The enterpriser, as owner of the business, secures land, labor, and 
capital at stipulated rates. He believes that he can employ these agents 
of production in such fashion as to produce goods which will sell for a 
larger amount than his total costs for rent, wages of all kinds, and interest. 
But whether he succeeds or not, he is not relieved of his responsibility to 
meet these definite obligations. If he is fortunate, and succeeds in getting 
more for his product than it has cost him to produce, he reaps a profit. 
But if he is unlucky, and his expenditures are greater than his receipts, 
he is still under the necessity of making the promised payments, and thus 
suffers losses or, as they are sometimes called, ‘'negative profits.” 

If, then, as we have already suggested, the enterpriser is in a strategic 
position to claim for himself the residual product of his business, he is 
also so situated that he cannot avoid shouldering the losses, i£ losses there 
be. On this account, the enterpriser is often described as the risk-bearer 
of economic life; and the income that is his in the form of net profits, when 
the business turns out well, is said to be the reward for the bearing of risk. 
Unpredictable occurrences, which mean risk for enterprisers, are unques- 
tionably one of the causes of net profits. 

To this cause should be added the absence of perfect competition, whiGh 
may give rise to profits, positive or negative; and also predatory activities 
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in wliidi enterprisers have been known to engage, and through which they 
have made gains at the expense of others. We shall now look a little further 
into these sources of profits. 

Insurable and Non-Insurable Risks. In our chapter on business risks, 
we noted that while it is possible to insure against many of the hazards of 
business life, yet there are numerous uncertainties which cannot be elimi- 
nated or shifted through the medium of insurance. When business risks 
can be and are insured against, the insurance premiums become definite 
costs of production, and thus enter into price. The many uncertainties 
connected with the operation of modern business, which are not capable 
of being reduced to statistics and treated on an actuarial basis, must, never- 
theless, be taken care of by someone. Risk-bearing of this kind is the special 
function of the business enterpriser. 

General Prices and Profits. Because goods are produced in advance of 
demand, the enterpriser runs the risk of getting less for his product than 
it has cost him to produce, owing to a decline in the price level. On the 
other hand, if luck is with him and the price level rises steadily, the enter- 
priser may reap a substantial profit. 

Let us suppose that a business man begins today to produce goods for 
sale six months hence. If the general price level is low, he buys raw 
materials at moderate prices, and contracts with labor to work at wages 
which are low because general prices are low. But if, by the time the goods 
are ready for delivery, the price level has risen appreciably— say, 10 per 
cent— the goods, though manufactured at low cost on the basis of the old 
price level, will be sold at high prices on the basis of the new price level. 
He may gain, further, by borrowing funds when prices are low, and repay- 
ing when they are high. 

It is clear, then, that, because commodities are produced in anticipation 
of demand, business men reap profits in times of rising prices; and on this 
account, enterprisers are always optimistic when prices are on the upward 
grade. The reverse is true, of course, when prices are declining, since goods 
made of materials and labor bought at high prices must later be sold on 
the basis of the new price level, which may mean selling at less than costs 
of production. Business men lose, moreover, if they are compelled to repay, 
when prices are low, loans which were made when prices were high. Fluc- 
tuating price levels, therefore, give rise to net profits, positive or negative. 

Individual Prices and Profits. Even if there were no change in the price 
level, there would still be risk involved in providing goods for sale at a 
future time. For, as we emphasized in our study of price determination, 
it is impossible to know in advance exactly how great the demand for a 
given product will be; furthermore, even though conditions of demand 
'ivere fully known, there is usually little or no coordination between" pro- 
ducers, and as a consequence the market may be flooded with a given 
commodity, or the good may be available in only very limited quantities 
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If, because of a larger demand or a smaller stock of goods than was 
anticipated, enterprisers are able to sell at a price well above costs of 
production, they take their reward in the form of a substantial profit. But 
if, as is not infrequently the case, the demand is so small that it will not 
absorb the total quantity of the good available at a price covering costs 
of production, the price will of necessity be reduced and producers will 
have to take a loss. In the absence of any centralized control over produc- 
tion, and with very inadequate knowledge of probable demand, production 
in advance of demand is a venturesome undertaking. 

Profits and Losses in Agriculture. It is particularly so in agidcultural 
pursuits in which an enterpriser’s crop may be destroyed by drought, flood, 
hail, or frost; or, equally bad from his point of view, may be rendered 
virtually valueless because of a “bumper crop” throughout the country. 
An individual producer’s peach crop may be ruined by frost, or his tobacco 
crop destroyed by hail. A huge yield of cotton may drive the price down 
until it is w^ell below costs of production; or, again, as has happened more 
than once, an oversupply of apples may result in the fruit being left on 
the trees to rot, because the costs of picking, packing, and transporting 
are greater than the price obtainable. Sometimes, of course, the shoe is on 
the other foot. For example, a crop failure in several great wheat-growing 
areas may so limit world production as to bring a large profit to the fortu- 
nate persons whose crops are not affected. 

Thus is the enterpriser in the field of agriculture called upon to bear 
risks. He begins his operations far in advance of the time when the product 
will be sold, and, as a consequence, his economic fate, until the crops are 
harvested and sold, lies in the lap of the gods. For, unlike the nianufacturer 
and merchant, he is at the mercy not only of economic forces, but of 
natural forces as well. 

Profits Due to War Conditions. The possession of a large quantity of 
a given good, or of the equipment needed for its fabrication, may easily 
give rise to enormous profits if there happens to be an unexpected demand 
for the good or a limitation of output on the part of some producers. 
World War I brought an unprecedented demand for essential goods such 
as steel. As a consequence of this increased demand, stockholders in steel 
companies throughout the United States drew large dividends, Vvdrich 
represented the profits to which they were entitled as owners of these 
companies, and therefore risk-bearers. 

That wsit also brought fortunes to a number of American dealers in 
German dyes, who, because imports from Germany were suddenly cut off, 
were able to sell the stock on hand at fabulous prices. This, of course, 
occurred before the United States had developed a dye industry of its own. 

Degrees of Hazard in Business, Borne lines of business , are much 'more 
risky than others. ' Whenever' the operation of a business itivolves the 
expenditure of lar*ge amounts before it can be known whether the com- 
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iiiodity or service will be favorably received, there are chances of large 
profits and also of large losses. 

An outstanding example of such profits and losses is to be 'found in 
theatrical production. The late Daniel Frohman, who was long a leading 
producer in the American theater, once said that the hazards involved in 
this field of enterprise are so great that theatrical production may well 
be called a gamble. It is almost impossible to predict in advance whether 
or not a play will achieve popularity. If it does, it may make millions for 
its sponsor; if it does not, it leaves him out of pocket perhaps some twenty 
of thirty thousands in the case of a small dramatic production, or 
several hundreds of thousands if he has gone in for musical comedy 
or revue. 

A somewhat similar situation exists in the clothing industry and other 
businesses in which fashion plays a prominent part, with manufacturers 
trying to induce the public to adopt novelties, and the public now accept- 
ing and again rejecting the proposed innovations. A happy guess as to 
what people will buy may lead to large profits, but there is always the 
possibility of guessing wrong and having to take losses instead. However, 
it is the particular function of enterprisers to assume risks; and though 
the business hazards just cited are rather unusual, they differ from the 
risks of the average business man in degree rather than in kind. Some 
enterprisers are willing to stick to w^ell-established industries in which 
there is small likelihood of loss, but also small chance for large profits. 
Others of more venturesome nature sally forth into unexplored fields of 
industry, lured on by the possibility of unusual profits, and willing to 
take the chance of losing very considerable sums. 

Stockholders as Enterprisers. Since we have narrowed our concept of 
profits so as to include only the return that results from ownership of 
business, we must place in the class of enterprisers (as entitled to profits, 
and to losses as well) all persons who have their funds so invested that 
they, being owners or part-owners of a business, are risk-bearers. Stock- 
holders, of course, meet these requirements; and stockholders must there- 
fore be regarded as enterprisers, in the sense that they are entitled to a 
return for risk-bearing. 

The buyer of shares of common stock casts his lot with that of other 
stockholders, and agrees to accept as a reward a share in the profits of 
the business. If the business prospers greatly, his dividends are large, and 
he receives a return higher than would be paid him if he lent his money 
outright to the concern, taking a promissory note in place of ownership. 
If the business is unsuccessful, the stockholder gets small dividends or 
none at all. He is, then, sharing in the risk of ownership of the business; 
and by virtue of his ownership, he receives positive profits when the 
business does well and negative profits (or losses) when it is conducted at 
a loss. 
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Profits Due to the Absence of Perfect Competition 

We have discussed the possibility of profits arising from the uncertainties 
that appear to be inherent in business undertakings. We have dealt partic- 
ularly with profits that are closely related to the production of goods in 
anticipation of demand. Changes in general prices, unforeseen conditions 
of supply and demand, and forces beyond the control of the enterpriser, 
such as freakish weather or an important war, have been mentioned as 
causes contributing to positive or negative profits. We shall note now 
some gains which are independent of such causes, being the result of inter- 
ference, intentional or unintentional, with competition. 

Discrepancies Between Costs and Selling Price. Let us return to our 
contention that, under perfect competition, there is a tendency for the 
prices paid for the productive agents (that is, the total costs of production) 
to equal the selling price of the commodity in the making of which they 
have been used. This contention is sound enough, granted the condition 
that has been assumed, namely, that of perfect competition. But, as we 
have so often admitted, absolutely perfect competition is a state that is 
yet to be attained. This fact does not detract greatly from the significance 
of our generalizations, but it does prevent our claiming exactness of results 
in the actual working out of economic theories. 

When, therefore, we say that the enterpriser pays the owner of a produc- 
tive agent the full value of its marginal product, we refer to what would 
happen under ideal conditions. Since competition is not perfect, the 
amount paid for the use of a factor of production is only approximately 
the value of its marginal product. Herein lies an opportunity for a profit 
for the business man; for, although the landowners, wage earners, and 
capitalists may be trusted to seek their own self-interest, it is probable 
that the enterpriser is ordinarily more favorably situated than they for 
effective bargaining. Indeed, his very existence as a business man is de- 
pendent upon his knowing the game and playing it to his own advantage. 

The Enterpriser’s Bargaining Position. The instability of conditions in 
the business world makes it virtually impossible for the owners of produc- 
tive agents to know the exact value of the marginal product of these 
agents. Ordinarily, they know simply that enterprisers are paying this 
price or that for a factor of production. They may assume, and fervently 
hope, that competition will force enterprisers to offer the full value of the 
marginal product for the use of productive agents. But the enterprisers 
themselves may not know precisely the amount that is added to total 
product by use of the marginal unit of land, labor, or capital; and conse- 
quently the rate offered for an agent throughout a given industrial market 
may be slightly less, or even slightly more, than the exact value of the 
marginal' product.' ■ 

N try to see to it that any error that may be 



m ECONOMICS: PRINCIPLES AND PROBLEMS 

made is on the side of underpayment rather than overpayment; the point 
is that they feel the necessity of being on the safe side of the proposition 
in bidding for the use of land, labor, and capital. Finally, even though 
the enterpriser should know the exact value of a marginal product, the 
customary absence of perfect competition would probably prevent the 
price paid for an agent from being bid up to an amount exactly equal to 
this value. All in all, then, in the field of actual business practice, there 
is room for a margin of profit; there is also the chance of loss, but loss is 
less likely than profit because of the strategic bargaining position of the 
enterpriser. 

The Time Element in the Limitation of Competition. Imperfect com- 
petition in the purchase and sale of productive agents is attributable in 
part to the fact that enterprisers often make relatively long-term contracts 
for land, labor, and capitaL Once the contracts are made, they must be 
lived up to, despite the fact that other enterprisers, a few days or weeks 
later, may, in a changed market, make other contracts which are either 
more or less favorable than the first. Consequently, competing concerns 
will be operating at the same time with productive agents of equal grades, 
but agents for which different amounts are being paid in rent, wages, and 
interest. 

Land that was leased many years ago for a long period may cost the 
enterpriser substantially less, or more, than similar land leased this year 
by another business man. Wage contracts entered into today covering 
(say) a two-year period may be more advantageous or less advantageous 
than a contract signed six months or a year ago. Interest rates change 
from time to time, and yet, once agreed upon, they run over a period of 
months or years; thus competing enterprisers have different costs for this 
productive agent. If the price obtained for the finished good covers all 
costs of those enterprisers who have high rent, wages, and interest to pay> 
the more fortunate enterprisers with their lower costs will enjoy tempo- 
rarily a margin of profit. If, on the other hand, the selling price of the 
good is low, the firms that have contracted for productive agents at an 
unfavorable time will be compelled for the present to take losses. 

The point here made is somewhat different from that which was empha- 
sized in connection wdth changing price levels. Business men as a class 
make profits in periods of rising prices and take losses when general prices 
decline. But owing to the time element involved in contracts relating to 
productive factors, one enterpriser iri a given line of industry may be 
reaping profits, w^hile another, who has contracted for productive agents 
at a different time or for a shorter or longer period, is taking losses. 

The time element, therefore, results in imperfect competition among 
enterprisers in their bidding for agents Of production. FOr we cannot 
claim free mobility for land, labor, or capital which is withheld from the 
market by reason of contracts extending into the future; and Without free 
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mobility there cannot be free competition. Moreover, even if there were 
no contractual obstructions to mobility of the agents, the absence of full 
knowledge of market conditions on the part of all concerned would pre- 
vent perfect competition from being realized, and would thus lead to 
profits for some enterprisers. 

Monopoly Profits. In our study of price determination, we noted the 
fact that monopoly price has no necessary relationship to costs of produc- 
tion. Though the monopolist may decide that he will obtain the greatest 
possible total net return by selling large quantities of his product at little 
more than cost of production per unit, it is equally possible that he may 
restrict his product, selling only to those high up on the demand schedule, 
and thus taking a large monopoly profit per unit of product. In either 
case, monopoly power, complete or partial, is one of the causes of profits, 
and one of great importance in these days of widesjaread combination. 
And, of course, imperfect competition gives rise to profits, as we saw in 
Chapter 16. 

Tariffs and Profits. The erection of protective tariff barriers brings 
another interference with competition, and is therefore an aid to the 
realization of profits. The purpose of a protective tariff is to shut out 
foreign competition, and thus leave the production of a given commodity 
in the hands of domestic enterprisers. These domestic enterprisers, of 
course, may carry on active competition among themselves; but it is pos- 
sible that they will instead come to an agreement, divide up the field, and 
depend upon a friendly tariff to insure profits. 

If, for example, it costs the least efficient American producers three- 
quarters of a cent a pound more than Cuban enterprisers to produce 
sugar, it might be good business for American sugar growers to unite in 
demanding a one-cent protective tariff. Such a tariff, once attained, wmuld 
insure at least a temporary profit to all American sugar growers, inefficient 
as well as efficient. The profit might be wiped put finally by an increase 
in production in this country, if the increase were of sufficient size to make 
it unnecessary to rely upon imports of sugar. But in any event, this profit 
would probably be enjoyed for a very long time, because so large a part 
of our sugar supply is provided by Cuban producers. Under the tariff 
conditions suggested above, the major portion of this commodity would 
continue for a time at least to come from Cuba, and necessarily (because 
of the tariff) would sell at a high price. The situation would be comparable 
to that of partial monopoly treated in an earlier chapter. And the net 
result would be a profit for American producers of sugar. 

Profits 'from Predatory Activities 

Though honesty is doubtless the best policy in business if one washes 
to carry on operations indefinitely, it can scarcely he denied, that some 
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business men have made, and others are now making, large profits by 
engaging in predatory activities. 

It is sometimes held that an enterpriser can win success only through 
fair dealing with his customers, and this is doubtless true “in the long 
run." The swindler in business life usually comes to grief in the end; but 
in the meantime he may reap a handsome profit and, by professing con- 
version and reformation, he may even retain his place in the good graces 
of the public. Toward the end of the nineteenth century, the evil practices 
of those in control of some of our great industrial trusts attracted wide 
attention and brought upon the culprits severe and deserved denunciation. 
But most of the gentlemen who were involved were able later to renovate 
their reputations, and their misdeeds were apparently forgiven, and per- 
haps largely forgotten. 

Nevertheless, we have today such legislation as pure food laws to prevent 
adulteration, organizations such as “better business bureaus" and move- 
ments such as “truth in advertising" campaigns to combat misrepresenta- 
tion, and such bodies as the Federal Trade Commission to police some of 
the main arteries of business. The existence of agencies of these kinds, 
designed to whip into line those who seek to gain unfairly at the expense 
of the public, is in itself sufficient evidence that it is possible for business 
men, if unhindered, to make profits through engaging in predatory prac- 
tices.^ 


SOME CONCLUDING OBSERVATIONS 

The Temporary Nature of Profits. Our examination of the causes lead- 
ing to net profits has indicated the unstable nature of this share in 
distribution, as compared with the greater stability of rent, wages, and 
interest. Profits are often brought about by conditions that are wholly 
beyond the control of the enterpriser. For some reason or other, the selling 
price of a commodity is higher than the costs of production, and enter- 
prisers reap a profit; or, on the contrary, the price happens to be lower 
than costs and enterprisers are obliged to take a loss. 

But these discrepancies between costs and selling price, though they 
may never be wholly eradicated, are usually in process of being wiped 
out. In our study of price determination, we noted the effect, upon future 
production, of a condition of market supply and demand that resulted in 
profit or loss, as the case might be. We may repeat, at this point, the simple 
statement that when an industry as a whole enjoys profits, these profits 
attract the attention of business men seeking opportunities, a larger quan- 
tity of the good is produced, price is beaten down, and positive profits 

1 Those who care to learn of specific cases of fraud in modern business life will 
find some interesting samples in Four Mone /5 by Stuart Chase and F. J. 

Schlink, and in the reports of the Federal Trade Commission. 
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tend to disappear. When, on the other hand, losses must be taken, some 
enterprisers drop out of the contest, a smaller quantity of the commodity 
is placed upon the market, and prices tend to rise sufficiently to cover costs 
of production. It would appear, then, that profits, both positive and nega- 
tive, are a temporary phenomenon, here today, gone tomorrow, and pos- 
sibly back again next week. 

Average Profits and Individual Profits. In the long run, therefore, we 
expect to find that the profits of a competitive industry just about balance 
the losses of that industry. But a close examination of the situation reveals 
the fact that, while this is probably true for the industry as a whole, thei e 
are within the industry individual enterprisers who have profits more 
often than losses, and others who lose so consistently that they are forced 
out of business; the latter, however, are promptly replaced by other enter- 
prisers eager to demonstrate their ability to achieve business success. Thus 
we have, in every line of competitive business over a long period of time, 
a continual weeding-out process. Of course, there is always the chance of 
being one of the winners; and the spirit of the optimist, and perhaps 
something of the spirit of the gambler that lures the public into the stock 
market, leads the individual into the arena of business enterprise where, 
though many go down in the fray, there is always a chance of making 
good and achieving economic success. 

Profits and Unrecognized Managerial Ability. Positive net profits, it 
may be said once more, do not arise from the superior managerial ability 
of the enterpriser, except in so far as he is able to conduct a business in 
such manner as to yield a greater product, as a manager, than he could 
secure in the form of usages of management if he w^ere to hire himself out 
to another enterpriser. 

He might, for example, as a manager contribute to his own business 
$25,000 worth of product, and yet be classified by outsiders as a $20,000 
man, and be able to command no more if he worked for another. In such 
event, the $5000 extra that he realizes through conducting his own business 
is a payment contingent upon the ownership of the business, and is there- 
fore net profits. As owner he is residual claimant, and is able to collect the 
full marginal product of his managerial ability/part of which he would 
lose if he w^ere not in business for himself. 

There is the further possibility that the greater freedom of action 
enjoyed by the able manager who runs his own business may result in 
gains that could not be realized if he %vere an employee of another enter- 
priser. If in business for himself, he might, for example, pursue an enlight- 
ened labor policy w^hich would win the loyal and enthusiastic support of 
his workers and result in low unit costs of production. But when he served 
as a hired manager, this labor policy might be vetoed or hampered, and 
the good will and cooperation of the employees be lost as a consequence. 
His contribution as manager would, of course, be greater in the former 
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than in the latter instance. The difference, since it would not be collectible 
in x\^ages of management, would be net profits. All gains, therefore, that 
are attributable to unusual managerial ability which brings to the manager 
no additional income unless he is engaged in business on his own account, 
must come under this same heading. 


Profits are a return for the assumption of the ownership of business. 
Gross profits are the difference betw^een the total receipts and total 
expenditures of a business. 

Net profits are gross profits less deductions for the use of land, labor, or 
capital that the enterpriser has invested in the business. 


1. Define “profits.” 

2. Distinguish between “gross profits” and “net profits.” 

3. Give a synonym for “net profits.” 

4. To whidi kind of profits does the economist usually refer? 

5. How does it happen that wages, rent, and interest are sometimes included 
by business men in their profits? 

6. If profits, as estimated by business men, include any elements of wages, 
rent, or interest, why does the economist suggest that these items be deducted? 

7. Many economists contend that profits should be thought of as a “residuum.” 
Just what does this mean? 

8. Net profits are “the return that may come to a person through the owner- 
ship of a business, which is not the same thing as the ownership of all, or 
part, of the land or capital used in the enterprise.” Explain. 

9. What are “negative profits”? 

10. “The bearing of non-insurable risks is the special function of the business 
enterpriser.” What kinds of risks are non-insurable? How may they lead 
to profits? 

11. Explain the manner in which changes in price levels may bring positive or 
negative profits. 

12. How may unpredictable changes in the supply of or demand for a com- 
modity bring profits, positive or negative? 

13. Farming is said to be an especially risky business. Why? 

14. Explain how profits may result from conditions brought about by war. 

15. Contrast profits in well-established industries with profits in new and ven- 
turesome businesses* 

16. Do stockholders share in the profits of the business? If so, by what right? 

17. We have said, in our discussion of prices, that there is a tendency for the 
total costs of production to equal the selling price of a given commodity. 
If this is true, how can profits arise? 

18. How may ignorance on the part of w^age earners lead to profits for business 
men?',,. 



PROFITS 


401 


19. Profits are sometimes said to be attributable in part to die fact that enter 
prisers make relatively long-time contracts for land, labor, and capital Why 
may profits arise from the existence of long-time contracts? 

20. Explain how the existence of a monopoly may give rise to profits. 

21. Why is it that a business which is protected by a tariff is sometimes able to 
make larger profits than it wmuld make tvithout this protection? 

22. Profits sometimes arise from engaging in predatory activities. Give several 
examples of such activities. 

23. Distinguish between average profits and individual profits. 
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CHAPTER 24 



IN A CAPITALISTIC INDUSTRIAL SOCIETY, COMMODITIES AND SERVICES ARE 

produced under the coiitroi of business enterprisers. It is the enterpriser 
who assembles the agents of production-land, labor, and capital-essen- 
tial to the operation of his business, and assumes responsibility for the 
profitable functioning of the enterprise. It is he to whom landlords, workers, 
and owners of capital must look for payment for the use of the several 
productive agents. 

General Interest in Large Product. The various theories that profess 
to explain the distribution of income among the owners of land, labor, 
and capital are in agreement on at least one point, namely, that those 
who own these factors of production, if they are to be rewarded at ail, 
must be paid out of the total product which results from the use of the 
productive agents. The larger the output produced with a given amount 
of land, labor, and capital, the greater is the probability of being able 
to collect a high price for the use of a given agent of production. In the 
distribution of income, as in geometry, the sum of all the parts cannot 
be greater than the whole. A factor of production cannot command a 
high price unless, through its use in combination with other agents, a 
large addition is made to the total product. Viewed in this way, produc- 
tion appears to be a cooperative enterprise, into which all parties con- 
cerned should enter with a right good will and work enthusiastically to 
attain the largest possible output. 

Competition: The Basis of Industrial Conflict. And yet, in every eco- 
nomic system that operates under the rule of competition there appears 
to be economic conflict. Its most common manifestation is the disputes 
that take place between enterprisers and labor, that is, between the em- 
ployers and their employees. The existence of employer-employee conflict 
is not difficult to explain. At its roots lies the fact that, though there may 
be general agreement that society should produce the largest output pos- 
sible, there is quite likely to be disagreement when it comes to the dis- 
tribution of that product. For it so happens that enterprisers may think 
it desirable to increase their profits by keeping wages down, and labor, 
on the other hand, may favor an advance in w^ages that can be had only 
by encroaching on profits. Employers and employees are likely to differ, 
also> bn such matters as hours of labor and working conditions, 
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The tendency for every man to look after his own economic interests 
is one that receives abundant encouragement in a competitive society. 
It is pleasant to be regarded as successful, and success is commonly 
measured in terms of income. Hence, employers seek large profits and 
employees high wages; and as a consequence they come to regard their 
interests as antagonistic— as, indeed, in large measure they are. Thus vre 
find ill all competitive economic societies the problem of industrial con- 
flict, which arises from economic antagonism between employers and 
employees and makes itself known to the general public in the form of 
strikes, lockouts, boycotts, sabotage, and other militant measures. 

COLLECTIVE BARGAINING 

Individual vs. Group Action. Industrial conflict, then, appears to be 
the outcome of the competitive nature of employer-employee relationships. 
The terms upon which employers and employees join in productive activ- 
ities, like the terms which are current in every field of competition, are 
the result of bargaining. Now bargaining of this kind may be either 
individual or collective. In individual bargaining, the terms of employ- 
ment are arrived at through the employer dealing with his workers as 
individuals; in collective bargaining the negotiations take place between 
the employer and the workers as a group. Bargaining individually, the 
worker is at a great disadvantage for several reasons, the most significant 
of which is the fact that to the enterpriser one employee more or less 
means little, but to the worker a job is a matter of the utmost importance. 

When bargaining is conducted on a collective basis, however, this dis- 
advantage disappears. The worker’s need for a job is no less urgent than 
before, but the employer’s position is considerably changed. It is no longer 
a question of having one worker more or less, but of being able to secure 
a complete labor force or none at all. For collective bargaining means, to 
use the slogan of the American Federation of Labor, ‘‘one for all and all 
for one.” The w^'orkers, banded together in a union, delegate to an official 
(usually the business manager of their organization) the right to bargain 
for them; and this official, with the authority to give or withhold the total 
supply of labor of a given kind, is naturally able to drive a much better 
bargain than the individual worker trying to bargain for himself. There 
can be no doubt that collective bargaining, in thus strengthening the 
position of the wage earner, does much to bring about equality of bargain- 
ing power between employers and employees. 

Equalization of Bargaining Power. The social desirability of some 
degree of equality in bargaining power in employer-employee negotiations 
becomes apparent when it is realized that the alternative is to leave the 
economic fate of industrial workers almost wholly in the hands of their 
employers. And yet there are still a good many employers in America 
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who hold that effective unionism is objectionable, and who oppose col- 
lective bargaining. According to the late Chief Justice William Howard 
Taft, such employers say, in effect: ‘Tt is my legal right to manage iiiy 
business as I choose, to agree to such terms of employment as I choose, to 
exclude from my employment union men, because I don’t approve of the 
tenets of the union, and to maintain a family arrangement of my own. I 
do fairly by my men; I pay them what I think is right, and they will not 
complain unless some outside union agent interferes. I run a closed non- 
union shop, and I am happy and propose to continue happy.” Mr. Taft, 
who can scarcely be thought of as a radical, referred to the employer of 
this type as “the bourbon, the man who never learns anything and never 
forgets anything. . . . This man is far behind in the progress of our social 
civilization. . . . He does not recognize that we have advanced beyond 
the state in which employers and employees are mere laws unto them- 
selves.” 

Labor Organization in the United States. The principle of collective 
bargaining has found very general acceptance in most of the older in- 
dustrial countries, where the spirit of extreme individualism appears to 
be on the wane. In England, for example, not only are the workers 
encouraged to organize, but many of them also belong to the Labor 
Party, which was swept into power in 1945 and promptly began the 
nationalization of banking, mining, transportation, and other impor- 
tant economic activities. In the United States, labor organization has been 
less widespread than in England. Indeed, in certain industries (such as 
iron and steel manufacture, and the production of electrical goods and 
automobiles) there was nothing that could be called effective unionization 
prior to 1936, when the Committee for Industrial Organization— which 
in 1938 adopted the name Congress of Industrial Organizations— began 
to unionize the workers in these fields. 

By December, 1947, the American Federation of Labor, the oldest 
group of organized workers in the United States today, had a mem- 
bership of about 7,500,000 dues-paying workers, including John L. Lewis’s 
United Mine Workers with some 600,000 members, who had left the 
A.F. of L. in 1936 but returned to the fold in 1946. However, on December 
12, 1947, Mr. Lewis’s union again “disaffiliated” from the Federation, 
thus reducing the A.F. of L. membership to approximately 6,900,000. 
This number includes workers in hundreds of trades. The Congiess of 
Industrial Organizations— popularly known as the C.LO.— claims 6,000,000 
members. There are several important groups not affiliated with either the 
A.F. of L. or the C.LO. The railroad conductors, engineers, firemen, and 
trainmen make up the four powerful “Railroad Brotherhoods,” with a 
combined membership of 442,000, and are directed by exceptionally well- 
informed leaders. The Trade Union Unity League is said to have a 
membership of 60,000. The Industrial Workers of the World, which 
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aims to “take possession of the earth and the machinery of production, 
and abolish the wage system," has about 10,000 members, largely among 
the itinerant harvest hands and lumber workers of the West. Other noii- 
federated labor groups in this country have a total membership of some 
350,000, but these organizations are not of sufficient size individually to 
warrant special mention. We have, then, according to the best estimates 
that are available, nearly 14,500,000 union members in the United States. 
The non-agricuiturai workers in this country, who make up the groups 
that might properly be termed “organizable," total some forty-three mil- 
lions.^ 

Craft vs. Industrial Unionism. For many years, unionism in the United 
States was predominantly of the “craft" type, but since 1935 there has 
been a phenomenal growth in “industrial" unionism. 

The craft union is an organization of workers in a given craft or trade, 
who join forces for the purpose of promoting the economic interests of 
the workers in this particular craft. The American Federation of 
Labor (though it has had some industrial unions) has long been the 
stronghold of the craft type of organization, with each union made up 
of workers who do a specific kind of work. The result has been separate 
unions of bricklayers, photoengravers, machinists, cigarmakers, and a host 
of other kinds of workers. 

In contrast to craft unionism is industrial unionism. An industrial 
union includes every man and woman working in a given plant or in- 
dustry, regardless of the kind of work the person does. The United Mine 
Workers of America (which is again, as we have already noted, an affiliate 
of the A.F. of L.) is an outstanding example of the industrial union. On 
its membership rolls are the names of miners, pumpmen, electricians, 
carpenters, and workers of ail kinds in and around a mine. The craft 
union operates horizontally, in the sense that it may cut across many 
plants or even industries. The industrial union operates vertically, since 
it takes into its membership all workers, whether of high or low degree, in 
a plant or a whole industry. 

For workers who have mastered a skilled trade, the craft union may be 
the more effective form of organization. Carpenters, for example, may 
be able to bargain better as members of a carpenters’ union than as 
members of an industrial union that includes all kinds and conditions 
of workers in (say) a given building project or the building industry as 
a whole. By restricting apprenticeship and by establishing other standard 
regulations throughout the trade of carpentering, they may be able, be- 

^ Estimates of organuahle and organized workers in the United States differ 
somewhat. The National Industrial Conference Board {The Economic Almanac, 
1946-1947, -p. 266) estimated the 1947 “normal” labor force at 57,712,000, of whom about 
15 per cent were agricultural workers. The United States News (January 4, 1946, pp. 
36, 37) stated that there were 14,500,000 union .metabejs in .o.n.r .nomagricultural labor 
.force of 43,000,00Q. 
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cause they constitute a cohesive, limited group of skilled workers, to bar- 
gain with great effectiveness. 

But the situation is different for many workers in the large-scale in- 
dustries. In such instances, unskilled and semi-skilled workers are likely 
to be far more numerous than the highly skilled. In the field of mass 
production, specialization by trade has given way largely to specialization 
by task, and most of the tasks demand but little native ability and little 
training. As a consequence, a large industry may employ many thousands 
of workers whose skill is so slight that they have virtually no bargaining 
power, because as individuals (and even as separate groups) they could 
be readily replaced. However, when these separate groups of unskilled 
and semi-skilled employees join together in an industrial union, which 
includes also the relatively few but highly important skilled workers in 
a plant or indusny, they become part of a strong agency for collective bar- 
gaining. In addition to the craft and industrial unions, we may note the 
compound-craft (or associated-craft) union, which includes the members 
of several crafts that have related interests; and the semi-industrial union, 
in wBich are grouped some, but not all, types of workers in a given in- 
dustry. 

The A.F. of L. and the C.I.O. Of the 50,000 or more local unions in 
the United States, a relatively few remain purely local and independent, 
but the locals often join city, state, and national organizations. The na- 
tional union is the sovereign unit, and the national unions sometimes 
“control such matters as strikes, working rules, negotiations wdth employ- 
ers, and signed agreements, leaving the locals little more than adminis- 
trative and dues-coilecting units."- Though autonomous within their own 
jurisdictions, more than 100 national unions are affiliated with the Amer- 
ican Federation of Labor, and about 40 national unions and organizing 
committees are allied with the Congress of Industrial Organizations.^ 

The A.F. of L. had its beginning in 1886, and had held the labor field 
for almost a half-century when John L. Lewis, president of the United 
Mine Workers of America, began a movement to organize non-union 
workers into industrial unions. Mr. Lewds and the leaders of eight other 
large unions formed the C.I.O. The movement made rapid headway, and 
soon included many unions in the steel, rubber, automobile, petroleum, 
textile, and other great mass-production industries. The progress made by 
the C.I.O. was highly distasteful to the American Federation of Labor. 
Mr. Lewis and his associates w^ere charged by President William Green, 
of the Federation, with attempting to set up a rival organization composed 
of industrial unions; and the A.F. of L. unions which had allied them- 
selves with the C.I.O, were expelled fronoi the Federation. 

2 Richard A. hesievt Economics of Labor, New York, The Macmillan Company, 
1941,''p. 577.:' 
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The struggle between the A.F. of L. and the C.I.O. has had both good 
and evil consequences. The audacity and aggressiveness of the C.I.O. stung 
the soinewliat lethargic Federation into action, and forced it in self-defense 
to start a campaign of organization which was long overdue. In expelling 
the unions that were pioneers in the C.I.O., the A.F. of L. lost about one- 
third of its membership, but in a few years of active organizing it secured 
more than enough new members to make up for this loss. The substantial 
net gain in A.F. of L. membership, and the several millions enrolled by 
the C.I.O. in its first half-decade, more than doubled the total number 
of union members in this country, and union membership doubled again 
during World War 11. But for this gain a heavy price has been paid. 
The A.F. of L.-C.I.O. conflict is no longer a battle between craft and 
industrial unionism. It is, indeed, the bitterest kind of a struggle for 
power, with each side trying to set up rival unions in fields already occu- 
pied by the other. To some observers, this split in the ranks of labor 
seems likely to prove a serious blow to the American labor movement. 

Employers’ Associations. Business men, like their employees, have often 
formed local, state, and national organizations, and in many cases have 
used these organizations to resist the workers’ efforts to establish collective 
bargaining. It is estimated that there are more than 7000 employers’ asso- 
ciations in the United States. The largest and most influential is the 
National Association of Manufacturers, which includes in its membership 
some 3000 manufacturing concerns, many of which are among our largest 
employers of labor. Allied with the N.A.M. is the National Industrial 
Council, which is a federation of more than 200 employers’ groups, some 
of which are national in scope and others state and local. 

Not all employers’ associations engage in open and vigorous opposition 
to effective unionization, but many of them do. By pledging their mem- 
bers, under penalty, not to enter into agreements with unions; by boycott- 
ing firms outside the association if they engage in collective bargaining; 
by undermining and destroying unions through the agency of labor spies; 
by establishing blacklists of “troublemakers”; and in sundry other ways, 
some employers’ associations try to prevent the unionization of workers or 
to disrupt the unions once they become bothersome.^ A less militant, but 
often effective, means of combating unionism is the introduction of “wel- 
fare” programs, health and sports activities, employee stock-ownership 
plans, employee representation, and other supposed “benefits” which are 
denounced by most union leaders as paternalistic. Of course, not all em- 
ployers are unfriendly to collective bargaining, and, as we have said, some 
employers’ associations do not actively oppose the unionization of workers. 
However, the attitude of the great employers’ associations toward collective 
bargaining has, on the whole, been one of hostility. 

chap. 23. The reader will find in this reference specific examples of the 
policies and activities of empIoyersVavSsociatir ns. 
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UNION AIMS AND METHODS 

Recognition of the Union. There can be no collective bargaining, of 
course, until the employer stands ready to deal with Ills workers on a 
group basis. Many long and bitter strikes have been fought in the effort 
to establish the right to bargain collectively. Once this concession is 
granted to the workers, the union seeks, through its authorized representa- 
tives, to secure as great advantages as are obtainable in the way of high 
wages, short hours, and favorable working conditions. These three items 
form the essential features of the “trade agreement,” or “labor contract,” 
the formulation and acceptance of which are the prime object of all well- 
regulated unions. 

The Trade Agreement. The trade agreement, which is usually though 
not always a written contract, is a statement of the terms of employment 
under which the members of the union are to work. A trade agreement 
may extend over a short period, such as six months, or it may establish 
the working arrangements that are to prevail for several years. Sometimes 
it consists of a contract between the union and a single concern, but quite 
often it sets forth the union’s relations to all employers in a given industry 
within a specified district. Whatever variations may exist in these respects, 
it is customary for the trade agreement to deal with those phases of the 
employer-employee relationship that have already been mentioned— namely, 
wages, hours, and working conditions. 

Standardization of Wages, Hours, and Working Conditions. Of these 
three items but little need be said other than to point out that it is quite 
understandable that workers should desire high w^ages, short hours, and 
working conditions that insure safe, pleasant employment and lead to 
strength rather than weakness in future collective negotiations. To this 
end, the members of a union agree upon a standard wage, a standard day’s 
work, and standard working conditions having to do with sanitation, dis- 
charge, apprenticeship, and a host of other matters. By adopting the 
principle of standardization in regard to such items, and refusing col- 
lectively to accept terms less favorable than those specified, the workers 
are able to avoid the disastrous competition that often accoiiipanies in- 
dividual bargaining. 

The Closed Shop and the Open Shop. But it is one thing to get em- 
ployers to agree to deal with their wwkers as a group, and quite another 
to achieve the acceptance and actual execution of terms of eiiiployment 
that are satisfactory to the members of the union. Experience demonstrates 
that a labor organization, if it is to win and hold the respect of business 
enterprisers, must be able to* make a show of strength when the occasion 
demands. This display will be all the more imposing if the employer is 
confronted with the fact that his entire force of w'orkers of a given type 
will go on strike if their demands are not met. Hence it is that labor leaders 



412 


ECONOMICS: ERINCIELES AND PROBLEMS 


do tlieir best to put into operation the “closed shop/' which means' that 
no union man is permitted to work in an estabiishment that hires non- 
union men in his particular trade or craft. Employers, on the other hand, 
often insist upon the right to run an “open shop," which is one that per- 
mits union and non-union men to work side by side, presumably without 
discrimination. 

From the point of view of sound unionism, the closed shop is obviously 
superior, since it means that a failure to come to terms with the union 
will result in the employer losing all of his workers in a given craft (or, 
in the case of an industrial union, all the wwkers in a given plant or 
industry) down to the last man. Defiance of the union by an employer 
functioning under open-shop conditions might involve the loss of a part, 
say a half or two-thirds, but not all of his employees. As we shall see later, 
it is difficult to carry on effective collective bargaining in the absence of the 
closed shop. Since this is true, it follows that most unions insist upon the 
establishment of the closed shop just as soon as they have developed suffi- 
cient strength to enforce this demand. In the early part of 1945, approxi- 
mately half of all union members in the United States were working under 
closed-shop (or union-shop) conditions;^ and in 1947 Undersecretary of 
Labor David Morse was quoted as stating that there were closed-shop pro- 
visions in 77 per cent of the 50,000 collective bargaining contracts then in 
force.^ 

The Strike and the Boycott. The closed shop is a powerful aid to a 
union in securing the adoption and fulfillment of a trade agreement 
favorable to the workers. But there are other measures that can be resorted 
to when necessary. The most effective weapon in the hands of the union 
is the strike, and, as has been suggested, its effectiveness is enhanced if the 
union officials can call away from their jobs all workers of a given kind 
in an establishment, as is the case under closed-shop conditions. The boy- 
cott, a less militant weapon, is an organized refusal on the part of union 
workers, members of their families, and union sympathizers in general, to 
buy commodities or services from business concerns that have been pro- 
nounced “unfair" in their dealings with labor. 

Sabotage: An Industrial “Racket.” Yet another instrument which may 
be used to convince the employer that it would be well to grant the de- 
mands of the union is “sabotage." Webster defines sabotage as “malicious 
waste or destruction of an employer's property by workmen during labor 
troubles." The workers, instead of going out on strike, may decide to 
strike on the job, that is, to remain at work and yet see to it that the 

5 Harold W. Metz, Labor Policy of the Federal Government, Washington, Brookings 
Institution, 1945, p. 142. In the closed shop, only union members may be employed; 
in the union shop, an employer may engage a non-union worker, who must however 
join the union in order to be in a position to accept or retain the job. 

^ Philadelphia Bulletin, Fthmzxy 1947, in “Closed Shop and the Right to Work’* 
by David Lawrence.'' 
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employer feels their displeasure in a way that hurts. A monkey wrench 
slips into a costly machine and wrecks it, a batch of raw material is ruined 
by the addition of a quantity of acid, or a fire hose gets turned on mys- 
teriously and soaks beyond all hope a thousand dollars’ worth of finished 
goods. These and similar “accidents” that are calculated to bring a balky 
employer to terms cannot be condemned too vigorously. They do not con- 
stitute legitimate industrial warfare. Nor do the slowdown strike (in which 
the workers stay on the job but deliberately reduce their output) and the 
sit-down strike (in which they stop w^ork entirely but refuse to leave the 
plant, though ordered out by the legal owners). Rather, these measures 
are on a par with the predatory tactics of the modern racketeer who 
destroys the property of any business man who refuses to buy^ “protection.” 
In fairness to organized labor, it must be said that there are veiy few 
unions that deliberately engage in practices of this kind. On the other 
hand, there are likewise few^ that would not promptly and strenuously 
employ the orthodox strike and the boycott if their aims could not be 
realized through more peaceful measures. 

INDUSTRIAL CONFLICT AND PUBLIC WELFARE 

The Attack on the Closed Shop. The effects of union activities upon 
public welfare may now be examined briefly, since any sound appraisal 
of unionism must be based largely upon the social consec|uences of the 
labor movement. What, for example, can be said in behalf of the closed 
shop, which has been so bitterly attacked by certain employers? The 
answer given by labor leaders and by disinterested students of labor 
problems is that effective collective bargaining appears to be dependent 
upon the adoption and enforcement of the closed-shop principle. 

The Weakness of the Open Shop. The Railroad Brotherhoods have 
proved that effective unionism is not impossible with the open shop, but 
in general it may be said that the open shop does not provide the strong 
organization and unity of action that are essential to collective bargain- 
ing. If non-union men are permitted to work in the same establishment as 
union workers, sharing in all the benefits of high wages, short hours, and 
satisfactory working conditions that have been won by union action, 
there is but little incentive to take out or retain membership in the union, 
since union members have no privileges that are not enjoyed by non-union 
workers, except the rather doubtful one of paying dues. Thus the attempt 
to maintain an open shop leads almost inevitably to loss of membership, 
and consequently to loss of power in collective bargaining, since the latter 
is based ultimately upon the ability to wage a battle in case of necessity. 
Many a union has come to grief through the blighting influence of the 
open shop, or has saved itself from ruin by shifting to the closed-shop 
basis before it was too enfeebled to make the move. 
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The Closed Unioii ys. the Open Union. The advocates o£ collective 
bargaining sometimes insist that the opponents of the closed shop are 
confused in their thinking— that they are wasting their time and effort in 
fighting' an essential and socially desirable device of unionism, the closed 
shop, whereas in reality they should be concentrating their fire on the 
“closed union.” For the closed union holds grave possibilities of being 
socially harmful, since it may be used to restrict the number of workers 
that will be permitted to enter a given trade, and thus bring about an 
artificially high level of wages. 

The “open union” is one which aims to enroll in its membership all 
workers belonging to a craft or trade, such as bricklayers, carpenters, or 
cigarmakers. Membership is made attractive by the establishment of small 
initiation fees and low annual dues, and the test of craftsmanship may 
consist merely of a man’s ability to secure a job from an employer. The 
closed union, on the contrary, seeks to limit its membership by charging 
high initiation fees'^ and dues, and sometimes by requiring the candidate 
to pass a rigid examination in the craft in which he claims proficiency 
and be approved by vote of the existing membership of the union. It 
will readily be seen that requirements such as these can be made the means 
of exclusion from the union whenever its members feel that it is unwise 
to add to its numbers. The result is a limitation upon certain types of 
labor, and abnormally high wages for those types; but labor in general 
does not share in these ivage benefits. The public, of course (including all 
labor that is not similarly organized), pays the bill, just as the public pays 
whenever an enterpriser in a monopoly position restricts the supply of 
his commodity and thus forces up the price. The closed union, then, may 
be quite as injurious to public welfare as the monopoly control of com- 
modities or services. To control the situation, the closed union must, of 
course, include within its membership a large proportion of the total 
workers in the trade. This statement is applicable also to the open union, 
since neither type of union could hope to maintain a closed shop if large 
numbers of competent non-union workers were looking for jobs. 

The Open Union with the Closed Shop. It is the open union operating 
under the closed-shop principle that most students of labor problems re- 
gard as the best form of labor organization that has yet been devised. If 
the union is genuinely open, it has no limiting influence upon the supply 
of labor. If the supply should be small and wages high as a consequence, 
there will be a tendency for workers to be attracted to the trade; and if all 
are to find employment the wages will have to come down, unless we sup- 

7 “Some unions have such high admission fees that it is almost impossible for the 
average man, no matter how well qualified, to join. The truckers in Seattle, for 
instance, charge |500. The Motion Picture Union in Cleveland grabs |1000. And the 
Glaziers' Union in Chicago demands a cool $1500 for the right to work.”— Thurman W. 
Arnold, Assistant Attorney General of the United States, iti The Readefs Digest , 
June, 1941, p..'lS9,' 
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pose an increase to have taken place in the demand for labor of this kind. 
It is in this respect that the open union is socially preferable to the 
closed union, as was noted in the preceding paragraph. 

Having been taken into the union, the new members are perfectly free 
to work in the closed shop. Indeed, the union frequently acts as an em- 
ployment agency for its members. Thus the combination of open union 
and closed shop does not deny an employer the privilege of engaging any 
tvorker wdio is willing to acknowledge labor allegiance to the extent of 
joining the union and paying dues. What it does, rather, is to set up 
uniform conditions of employment, make possible collective bargaining, 
and insure that all who benefit by the union's activities shall have a part 
in bearing its expenses. In a tvord, it provides a self-supporting agency 
through wdrich the worker is enabled to overcome the handicap which he 
suffers vchen forced to bargain as an individual. 

It is an interesting and important fact that most of the opposition to 
the closed shop when combined with the open union— or what is often 
called the union shop— comes from employers and others who have had 
no experience with it. Many employers have had long and successful ex- 
perience with the closed shop or union shop, regard it as a stabilizing 
influence in industrial relations, and would be loath to give it up. How- 
ever, the Taft-Hartley Act of 1947 outlawed the closed shop and placed 
restrictions on the union shop which may interfere seriously with its 
operation. Moreover, more than a quarter of the states have passed anti- 
closed shop lawn's “to protect the workingman in his God-given right of 
earning a living”; but the constitutionality of such laws has yet to be tested. 

It will be well, at this point, to emphasize the fact that the open union 
with the closed shop cannot hope to win for the w^orkers, at a given time, 
anything more in the rvay of favorable wages, hours, and working condi- 
tions than would tend to come to these wmrkers m the long ru?i and under 
competitive conditions even in the absence of a union organization. But 
this, after ail, is a good deal. Readjustment -which under individual bar- 
gaining might be effected in the “long run” can sometimes be made in the 
“short rim” through collective bargaining; and comjoetition, which tends 
to become sluggish when there are great inequalities in bargaining power, 
is stimulated into action when workers organize an open union and en- 
force the closed-shop principle. Economic theory speaks of the tendency 
of wages to equal the marginal productivity of the worker. An open union 
wdth a closed shop does much to convert this tendency into a reality. 
Functioning properly, it enables the ivorker to secure his full cojnpetitive 
wage, which lie can seldom secure without collective action. Similarly, it 
enables him to command his full competitive share of short hours and good 
working conditions. Collective bargaining of this kind is valuable, then, 
in obtaining for the worker those benefits to which the existing conditions 
of supply and demand entitle him— benefits which he is usually unable 
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to secure, however, when he is compelled to contend individually with the 
superior bargaining force of the employer. 

Limitation of Output. Unions are often charged with restricting output 
by insisting that their members turn out no more than a specified number 
of units of product per day, or, again, by fighting for a shorter working 
day or week. It is true, unquestionably, that unions do endeavor to cut 
down the amount of time that workers shall be compelled to give to 
industry. Owing largely to union pressure, working hours have been 
reduced from twelve to ten, and again, from ten to eight in a great many 
businesses, and there is much talk of still further reductions. In some in- 
stances, indeed, these further reductions have already been made. The 
United States Bureau of Labor Statistics reported, for example, that in 
1928 there were thirteen crafts in this country that were on the 40-hour 
week in one or more cities. With the introduction of the so-called “New 
Deal’' in 1933, the working xveek of American workers in general was short- 
ened materially, in some instances being reduced to thirty hours. According 
to the National Industrial Conference Board, the average actual working 
week of the employees in twenty-five manufacturing industries was 38.7 
hours in 1937, but this figure rose, under the stimulus of war, to 45.6 in 
1944.S It is probable that, in most trades, a shortening of the working 
day and week does not bring a proportional loss in production. It is 
certainly true, as has been proved by actual tests, that a reduction in work- 
ing time 7nay result in a larger rather than a smaller output per dollar of 
wages paid. There is serious doubt, however, that the working week could 
be reduced to thirty hours without loss of output; but in any case it seems 
reasonable that the workers should share in industrial progress not only 
through the receipt of larger wages, but also in the enjoyment of greater 
leisure. This, at any rate, is the stand taken by labor leaders, and it is 
one that is not easy to combat. The 40-hour week has been widely adopted 
in the United States,^ and the 30-hour week has had the endorsement of 
American organized labor. 

Regardless of the exact number of hours to be worked, should not each 
xvorker be expected to produce his maximum output per hour or day? 
The business man’s reply is usually an emphatic affirmative, but the spokes- 
men for the unions raise several objections to this conclusion. They point 
out that it is the duty of the union to safeguard the business interests of 
all its members; that if every worker produced to the utmost of his capacity 
the employer would try to make the output of the best worker the standard 
task for the group; and that under these conditions the average worker 
would be “sweated”-~that is, worked far beyond a reasonable point, and 

^The Economic Almanac, 1945-46, New York, National Industrial Conference 
Board, 1945, p. 197. 

^Note, in this connection, the 40-hour maximum placed upon firms engaging in inter- 
state commerce, as provided in the Fair Labor Standards Act of 1938, which is outlined 
later in the chapter. 



EMPLOYER-EMPLOYEE RELATIONS 


417 


perhaps beyond his powers of endurance. The remedy^ from, the union 
point of view, is standardization of task, and this means almost necessarily 
a standard task that can be attained by the average worker. It is better, 
the unionists believe, for a few men to be underworked than for many to 
be sweated. 

This argument may not appear wdiolly convincing to a consuming public 
that has to pay somewhat more for its commodities and services under 
union regulation than would be charged if employers were free to drive 
their workers. But unionists can point to many instances of exploitation 
of labor in the absence of standards set up and enforced by collective bar- 
gaining. In the face of the apparent necessity for the protection of workers 
in this respect, it is difficult to make out a strong case against the standard 
task, unless the standard that is sec is ridiculously low. So long as there is 
conflict of interest between employers and employees, the workers can 
scarcely be expected to surrender a powerful weapon of defense such as 
standardization has proved to be, even though its retention may involve 
some loss to society at large. 

Business Men’s Practice of Limitation, Restriction of output, inciden- 
tally, is a subject in which some business men could easily give lessons to 
workers. It is certainly not demonstrable that enterprisers feel impelled 
always to turn out the maximum amount of product. On the contrary, it 
is a very common practice— and, it may be added, a thoroughly respectable 
one in business circles— to manipulate output in a manner dictated by the 
enterpriser’s economic interest, that is, on the basis of profit. If a large 
output gives promise of the maximum profit, a large output will be pro- 
duced; but if more is to be made by restricting output, business men ordi- 
narily do not hesitate to engage in restrictive practices. This statement is 
not intended by way of justification of limitation of output by either 
employers or employees. It is merely a statement of fact, designed to in- 
dicate that if standardization by unions incidentally brings about re- 
striction of output, it should not on that account be condemned too 
heartily until we have successfully disposed of deliberate limitation of 
output on the part of business enterprisers.^^ 

One form of restriction practiced by business men is the purchase and 
“shelving” of patents on new machinery which, if put into use at once, 
ivould reduce the costs of production of certain commodities and permit 
their sale to the public at lower prices.^^ The reason for wishing to delay 
the introduction of the cheaper processes lies usually in the existence of 
capital (that is, machinery) which has in it some years, and often many 
years, of further usefulness. It is often good business, from the enterpriser's 

See, in this connection, Thorstein Veblen, The Engineers and the Price System, 
New York,. The Viking Press, 1921. 

See Floyd L. Vaughan, Economics of Our Patent System, New York, The Maciiiillan 
Company, 1925, chap. 6; also, The United States in a New Worlds supplement to Fortune, 
Beceniben 1942, p. 
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point of view, to postpone the use of the improved device until the existing 
equipment has worn out, even though the postponement is costly to the 
consuming public. 

Labor's Opposition to New Machinery. A parallel to this type of 
restriction is found in the opposition of unionists to the introduction of 
labor-saving devices that threaten to take away their jobs, or that at best 
are likely to force them to accept wage reductions. Thus, the Journeyman 
Stone Cutters’ Union fought bitterly the mechanical planing of stone, the 
Glass Blowers’ Union opposed the introduction of the Owtiis bottle- 
making machine, and the American Federation of Musicians has battled 
and is still battling against the “canned music,” recorded and reproduced 
by mechanical devices, which, if its use went unrestricted, might virtually 
wipe out the demand for theatrical and radio orchestras. 

It may be that methods will be found for the gradual replacement of 
old machinery by new, wuth only slight loss to business men through the 
scrapping of usable capital, or to labor through the obsolescence of acquired 
skill. On this point we shall have more to say in Chapter 25. For the 
present, it is not inappropriate to quote the old proverb, “What is sauce 
for the goose is sauce for the gander,” and to suggest that it is scarcely 
consistent to condemn skilled workers for opposing the installation of 
new machinery unless we are equally critical of business men who buy up 
and smother patents on new and better processes in order to avoid the 
sudden obsolescence of industrial capital. 

Unemployment and Restriction of Output. Another cause of limita- 
tion of production indulged in by both organized and unorganized work- 
ers is the fear of being laid off temporarily. This, again, is a subject with 
which we shall deal in our treatment of economic insecurity. But it may 
be observed here, in passing, that to most industrial employees, union and 
non-union alike, the paramount issue in life is getting and holding a job. 
This being true, it is not surprising that the possibility— even the remote 
possibility— of layoff through a lack of work should lead workers to indulge 
in “soldiering,” that is, producing less than could be produced in a given 
time, in order to make the job last just as long as possible. 

He would be a self-denying worker, indeed, who deliberately worked 
himself out of a job by producing the maximum output, when by lessening 
his efforts he could be sure of drawing wages over a longer period of time. 
Society suffers, of course, by the adoption of such tactics; but perhaps a 
society that does not attempt seriously to solve the problem of layoffs 
should not complain if its neglect of the problem carries the penalty of 
high prices through limitation of output. At any rate, as we have noted, 
soldiering on the job in order to delay the evil day of unemployment is 
by no means confined to unionists. It is practiced consistently by all 
workers who believe in that cardinal principle of the competitive system— 
that it is the duty of every member of society to seek first his own self- 
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interest. Certainly, all restriction of output is bad, whether practiced by 
employers or employees, but the means have not yet been found for abol- 
ishing restriction under the institutions of our economic system. 

The Use of the Strike. The strike is a concerted withdrawal of workers 
from an establishment, and is a move designed to force an employer to 
grant his employees better terms than those under which they have been 
working, or to compel him to withdraw an unpopular ruling such as a 
cut in wages or an increase in hours. The strikers are always hopeful that 
their action wall cause the employer to concede the point at issue and thus 
make possible the resumption of business relations and operation of the 
plant. A strike does not mean, then, that those who take part in it have 
relinquished all claim to their jobs. On the contrary, workers on strike 
invariably regard the temporarily abandoned jobs as belonging distinctly 
to them; and the acceptance of this idea is fundamental, for otherwise the 
employer might hold that there was no strike in progress and hence no 
need for negotiation. It follows that workers on strike object most strenu- 
ously to any attempt of the enterpriser to replace them with a new working 
force. Probably no one in the industrial world is more thoroughly despised 
than “strikebreakers”--the workers wTo are sometimes hired temporarily 
by an employer in the effort to discourage the strikers and get them back 
to work on his own terms. 

Public Attitude Toward the Strike. Non-union workers have been 
knowm to go on strike; but since success in this phase of industrial conflict 
demands united action, it is among the unionists that strikes are most 
common and most effective. The strike is the most spectacular form of 
industrial warfare; and since the workers, in going on strike, take the 
initiative and act as aggressors, it is perhaps to be expected that the general 
public should jump to the conclusion that strikers are troublemakers, 
that their demands are probably unreasonable, and that they are entitled 
to little sympathy. Though the accounts of strikes as written by newspaper 
reporters are likely, on the whole, to be fairly impartial, they are sometimes 
modified at the request of the advertising department. Gertainly the edito- 
rial columns often reflect the economic views of the publisher, and the 
indignation of the outraged employer and irritation of the local police, 
instead of presenting an unbiased and dispassionate analysis of the situa- 
tion giving rise to the strike. 

The attitude of society toward the strike and strikers is affected by the 
fact that recourse to this weapon often brings inconvenience, and some- 
times actual suffering, to the consuming public. An actors' strike means 
closed theaters, a railway workers' strike brings interruptions in transporta- 
tion, a miners' strike force's the use of bituminous coal and coke in place 
of the desired anthracite, and so on. Particularly in the case of public 
utilities is it easy for incommoded consumers to get the notion that the 
strike is an evil institution, and that those who invoke and prosecute it 
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are enemies of society. Whether the public’s interest in securing an unin- 
terrupted supply of commodities and services should lead to the outlawry 
of the strike is a question to which we shall give some attention later in the 
present chapter. 

Economic and Human Costs of the Strike. The inconvenience experi- 
enced by consumers when workers go on strike is only one of the many 
costs imposed upon society by industrial strife. This is a form of cost that 
cannot be measured with any degree of accuracy. Probably we are justified 
ill suggesting that strikes do not, as a rule, cause the public any great 
amount of suffering. And yet the possibilities of injury to health through 
the non-delivery of such essentials as milk or coal, to life and property 
in the event of a strike by the police or other public servants, and to 
national safety if there is a stoppage of work in airplane or munitions 
plants, cannot be ignored. 

In the editorial eomments on strikes, much is usually made of the 
economic costs borne by workers in the loss of wages and by employers 
in the loss of profits. These costs are often exaggerated, and yet, despite 
the absence of exact data, we know that they run into many millions. 
According to some estimates, in the General Motors strike of 1945-46, the 
workers lost in wages during the strike more than the contested amount 
would total in five years of post-strike employment; but this was scarcely 
a typical case, and in any event it is possible that the long-run benefits 
of the strike more than justified its cost to the strikers. According to the 
Bureau of Labor Statistics, there were 20,150 strikes in the United States 
in the decade from 1930 to 1939, inclusive, with a total of 9,109,789 workers 
involved, and a loss of 121,919,804 man-days. If the average wage was 
only five dollars a day, the loss in the earnings of workers was $609,599,804 
—and this quite apart from the enormous losses the employers must have 
suffered. Though these losses bulk large in the aggregate, they are less 
imposing when spread over the years in question and divided among the 
millions of workers. Indeed, we find that these strikers lost, on the average, 
slightly less than $67 apiece in the ten-year period. This may have 
been far less than the average gain realized by the workers through going 
oh strike, though on this point we have no information. Nevertheless, since 
the figures represent pure social loss, they suggest the economic desirability 
of the elimination of strikes. 

Yet another social cost chargeable to strikes is the loss of life that occa- 
sionally accompanies militant activities in industry. When strikers are 
lined up on one side of the contest, straining every nerve to win a victory 
that will insure satisfactory, remunerative jobs, and armed guards, detec- 
tives, and strikebreakers are arrayed against them, it is not an easy matter 
to prevent violence. Indeed, in view of the opportunities for trouble that 
such a situation presents, surprisingly little violence occurs in connection 
with strikes. There are, to be sure, such bloody encounters as the ' ‘Ludlow 
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massacre^' and the “Herrin massacre,” in which there was wholly inexcus- 
able loss of lifed- In the main, however, American strikes have been con- 
ducted with comparatively few fatalitiesd^ 

The Industrial Lockout. The “lockout” is much less spectacular than 
the strike, but it constitutes aggressive warfare on the part of the employer, 
just as the strike is an act of aggression initiated by the workers. In the 
lockout the employer closes his doors and does not open them again until 
the workers come to him suing for peace and ready to accept his terms of 
employment. This action, it will be observed, has precisely the same social 
consequences as a declaration of strike by the workers; that is, it immedi- 
ately puts a stop to production arid thus interferes with society getting the 
goods it wants. The strike and the lockout are alike, moreover, in purpose. 
The object of each is to force the party against whom it is directed to 
agree to terms dictated by the aggressor, whether the latter is an employer 
or a union. The strike and lockout are so similar in purpose, in method, 
and in social consequences that it is scarcely possible, with consistency, to 
oppose one and at the same time endorse the other. 


EMPLOYER ATTITUDES TOWARD UNIONISM 

The Open-Shop Movement. A good many American employers regard 
collective bargaining as desirable and inevitable, but this attitude is far 
from universal. Much of the opposition to unionism has been passive, but 
some large-scale employers of labor have taken an active part in the fight 
by joining in the “open-shop campaigns” waged by such organizations as 
the National Association of Manufacturers, the Chamber of Commerce 
of the United States, and the National Metal Trades Association. By 
means of addresses made by paid speakers, large-scale new^spaper advertis- 
ing, and the distribution of tons of printed matter, the “American” open 

^2 At Ludlow, Colorado, on April 19, 1914, a group made up of militia and mine guards 
— the latter in the pay of the Colorado Fuel and Iron Company — opened fire on a tent 
colony of striking miners, and a few hours later burned these temporary homes of the 
miners to the ground. Twelve children and two women lost their lives in this “massacre.” 
At Herrin, Illinois, during a strike against the Southern Illinois Coal Company, three 
union workers were killed in a pitched battle between strikers and mine guards on 
June 21, 1922. On the following day sixteen of some sixty strike breakers who had sur- 
rendered were killed by an armed mob, despite the fact that they had been promised 
safe conduct out of the county. 

i^The problem of wartime and post-war strikes is discussed later in the present 
chapter. 

do not perceive any distinction upon which a legal difference of treatment 
should be based between a lockout, a strike, and a boycott. They often look very unlike, 
but this litigation illustrates their basic identity. All are voluntary abstentions from acts 
which normal persons usually perform for mutual benefit; in all the reason for such 
abstention is a determinatiGn to conquer and attain desire by proving that the 
endurance of the attack will outlast the resistance of the defense.” J. Hough, in Gill 
Engraving Company v. Doerr, 1914 (quoted in Charles O. Gregory, Labor and the Law, 
New York, W. W. Norton 8; Company, Inc., 1946, p. 105) . 
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shop has been lauded and the “un-American” closed shop roundly con- 
demned. 

To the charge that the closed shop is un-American, the unionists retort 
that, on the contrary, it is as distinctively American as any institution 
could possibly be. They insist that there can be nothing even approximat- 
ing democracy in American industry unless the workers are strongly 
organized, and that powerful unions are out of the question in the absence 
of the closed shop. They argue, further, that the closed shop is democratic 
and American because it forces all who benefit by union activities to pay 
dues, and thus to contribute to the costs of achieving progress, whereas 
the open shop allows the unionists to pay the bills, while non-union 
workers, who are equally well off financially, enjoy the benefits gained 
through union efforts but make no payments. 

In these verbal disputes, it would seem that the unionists have the 
better of the argument. They have found the weak spot in the armor of 
those employers who profess to believe in unionism but who specify that 
it must be a unionism which, by its very nature, is so weak as to be virtually 
useless. When employers talk about endorsing unions and yet insist upon 
the open shop, they indicate that they are looking for credit without per- 
formance— that they are seeking a reputation for friendliness to organized 
labor, while in reality they are antagonistic to the development of union 
power— for effective unionism is practically impossible in conjunction with 
the open shop. 

The Company Union. The “employee representation” movement, 
which has developed in the United States during the past thirty years, is 
regarded by many as an attempt to weaken unionism of the militant type 
by the introduction of a harmless variety knowm as the “company union.” 
The company union is one that comes into being with the full consent 
of the employer; and prior to the passage of the National Labor Relations 
Act it w^as ordinarily initiated and financed by him. Under company 
unionism, or employee representation (for the terms may be used inter- 
changeably), the workers in a given establishment elect representatives 
from among their number to meet at stated times with representatives 
appointed by the employer. At these meetings it is possible to raise ques- 
tions of hours, working conditions, and (in rare instances) wages. The 
theory is that through these friendly councils the wishes of the workers 
will become known, misunderstandings cleared up, abuses remedied, and 
a spirit of cooperation built up. 

A survey of the situation shows that company unionism has been suc- 
cessful in improving labor relations in some instances, and has met with 
failure in others. It has been warmly endorsed by many employers and by 
some disinterested students of labor, but is openly and bitterly condemned 
by the independent unionists. The strongest argument against the com- 
pany union is the impotence of its members in the face of opposition on 
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the part of the employer. Unlike the independent union, it is not able 
to press its claims when they run counter to the employer’s wishes. 

Employee representation does provide a means of frequent intra-plant 
conference which may be a valuable aid to production and the iiiainte- 
nance of good will. It lacks, however, that prime essential of true democ- 
racy— “power in the hands of the people”— and it is largely because the 
company union leaves its members powerless in time of emergency, and 
dependent upon the benevolence of the employ^er, that it has aroused the 
enmity of thoroughgoing unionists. The unionists, moreover, regard the 
employee representation movement as a device for undermining strict 
unionism. They have watched with apprehension its gain in adherents. 
According to the best estimates available, workers to the number of two 
to three million now belong to company unions in the United States. This 
does not mean, however, that these are workers who have deserted inde- 
pendent unionism and gone in for company unionism. They are, for the 
most part, workers who were formerly unorganized and who now appear 
under the company-union banner because their employers have put into 
operation systems of employee representation. Nevertheless, the orth- 
odox unionists have always regarded company unionism as a threat to 
independent unionism, and have fought it vigorously ever since its 
inception. 

The “Yellow-Dog’’ Contract. One very objectionable feature of certain 
employee representation plans, from the traditional union point of view, 
was the requirement that every worker sign a contract agreeing that, while 
in the employ of the concern, he would not join a trade union, and some- 
times even promising not to associate or confer with union leaders or 
members during his term of employment. To this type of contract the 
independent unionists gave the name “yellow dog,” because (to c]:uote an 
official statement of the American Federation of Labor) this contract, “like 
the proverbial alley cur, is a menace to the community in which it exists. 
Whether this statement is strictly accurate or not, there can be no doubt 
that at one time the yellow-dog contract constituted a distinct menace to 
unionism. Not only could a company, by virtue of this contract, discharge 
an employee who violated his agi'eement by joining a union, but employ- 
ers sometimes succeeded in having court injunctions issued, restraining 
union representatives from attempting to organize their employees on 
the ground that to undertake such organization would be an attempt to 
induce breach of contract. 

The leaders of labor promptly recognized the fact that if the yellow-dog 
contract were allowed to stand, and if it were used to prevent imion 
organizers from carrying on their work, it would be a real blow to 
unionism. Hence, they marshaled their forces against it, and were able 

Report on Proceedings of Forty -seventh Annual CoKt/ention, October, 1927. 
Washington, American Federation of Labor, p. 291. 
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ill this struggle to enlist on the side of labor the hearty support of a large 
part of the general public. A half-dozen states passed laws declaring the 
yellow-dog contract unlawful. Several state supreme courts pronounced 
such legislation constitutional, but others declared it unconstitutionaL The 
Supreme Court of the United States, in passing on a similar issue in 1917 
and again in 1921, apparently upheld the legality of the yellow-dog con- 
tract, basing the decisions on the “freedom of contract” provisions of the 
Constitution. 

In 1929 and later years, many of the states passed laws which, while 
they did not forbid the use of yellow-dog contracts, made such contracts 
unenforceable in the courts. The Norris-La Guardia Act of 1932 declared 
such contracts to be contrary to the public policy of the United States and 
non-enforceable in the federal courts. The National Labor Relations Act, 
passed in July, 1935, forbade the use of yellow-dog contracts by firms 
engaging in interstate commerce. This Act was declared constitutional by 
the United States Supreme Court in 1938. 

The Labor Injunction. We have referred to the use of judicial injunc- 
tions in connection with the enforcement of the yellow-dog contract. This 
was one of the most serious applications of the injunction to labor dis- 
putes, but it was, after all, only one of the many uses to which the 'labor 
injunction” has been put. 

Intended originally to protect property from irreparable damage during a 
strike or boycott, the injunction has been called upon to perform a much wider 
service. Union workers and officials have at times been forbidden, by court order, 
to urge non-unionists to join a union even in die absence of a “yellow-dog’' 
contract, to picket, to publish information regarding the progress of a strike, to 
pay strike benefits, or to perform any other act which might, in the opinion of the 
court, lead to certain undesirable results. Obviously, injunctions of this type, if 
observed, destroy almost completely the power of the strike; for employers can 
always find accommodating judges ready to issue injunctions that will bring ail 
strike machinery to a stop. One of the most serious consequences of this alleged 
abuse of the power to enjoin is a widespread loss of confidence in the integrity 
of the courts. It is getting to be a commonplace among working people that the 
courts and the police authorities are always to be found on the employer’s side 
in an industrial dispute.!^ 

The frequent use of judicial injunctions in industrial conflict was long 
a source of great anxiety to labor leaders. The Norris-La Guardia Act of 
1932, to which we referred in our discussion of the yellow-dog contract, is 
sometimes called the “Norris-La Guardia Anti-Injunction Act,” because 
its provisions restrict the use of injunctions in industrial disputes. This Act 
prohibits the issuance of restraining orders except under unusual cir- 
cumstances, and then for periods longer than five days. No injunction 

Paul F. Gemmill, Present-Day Labor Relations, New York, John Wiley & Sons, Inc., 
1929, p. 17. 
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may be granted without an oral hearing in open court. A person charged 
with contempt in connection with the violation of an industrial injunction 
is entitled to trial by jury, unless the contempt was committed in the 
presence of the judge, and he has a right to be tried by a judge other than 
the one who issued the injunction. There are further provisions in the 
Act designed to protect the workers' rights in labor disputes. 

The National Labor Relations Act. The National Labor Relations 
Act (or Wagner Act), which we have mentioned several times in the present 
chapter, requires employers to bargain collectively with the representatives 
of their employees, and prohibits employers from interfering in the or- 
ganization of agencies for collective bargaining and from engaging in unfair 
labor practices. It provides for the administration of the law by the Na- 
tional Labor Relations Board, which has the power to investigate, to settle 
disputes, to issue orders to employers, and to have these orders enforced 
by the federal courts. 

The Act was designed to encourage the speedy organization of workers 
into bargaining groups, and to require employers to bargain collectively. 
Its success in this respect is indicated by the enormous increase in union 
membership which followed the enactment of the law in 1935. Any at- 
tempt on the part of employers to interfere with the operation of the Act 
may be made the subject of a hearing by the Board, which, if it sees fit, 
may then issue a “cease and desist” order against the offender. “It deals 
with only one segment of labor policy,” explains one writer. “Its limited 
purposes are to protect employees against employer interference with their 
right to form and join labor unions, and to encourage collective bargain- 
ing between employers and bargaining agents representing a majority of 
employees in an appropriate bargaining unit.”^" By the very nature of the 
Act, the disputes handled by the Board are charges of unfair practices 
brought against employers, and not the usual labor disputes centering 
about wages, hours, and conditions of work. On this account, the Act and 
the decisions of the Board have often been called “one-sided”—and this 
they clearly are, in the sense that they make demands upon employers but 
not upon workers. The answer is that the obvious intent of Congress in 
passing the Act W' as to lessen the inequality of bargaining power as be- 
tween workers and employers, and that this could be done only by strength- 
ening the former at the expense of the latter. 

Despite the charge of one-sidedness there is evidence that the National 
Labor Relations Board has not dealt out justice with undue harshness, hi 
its first five years of operation, more than 95 per cent of the complaints 
registered with the Board w^ere disposed of by withdrawal, disiiiissai, settle- 
ment, or compliance. Of the comparatively few cases which were appealed 

Ludwig Teller, A Labor Policy for America^ York, Baker, Voorhis & Company, 
Inc., 1945, pp. 36,' 37. , ' ■„ , ■ 
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to the Supreme Court during this period, the Board’s judgments were fully 
sustained in twenty-three cases, partially sustained in five, and overruled in 
but twod® 111 a three-year war period ending September, 1944, 82 per cent 
of the cases handled by the Board did not require the invoking of formal 
procedure, and eight of the nine cases that reached the United States 
Supreme Court were decided in the Board’s favord^ This record would 
seem to suggest that the Board has administered the Act with restraint. 
It may also be noted that one of the few agreements which came out of the 
government-sponsored Labor-Management Conference, held in Washing- 
ton in the latter part of 1945, related to the Labor Relations Board. In 
opposing the proposed absorption of the Board by the Department of 
Labor, management and labor agreed upon the following significant state- 
ment: “To the end that the National Labor Relations Board may be en- 
abled best to perform its functions in the prompt and impartial determina- 
tion of representation questions, the Board should remain as an inde- 
pendent agency, and should be provided with adequate appropriations.’' 
Finally, we may record a conclusion reached by the Editors of Fortune, 
based on a survey conducted early in 1947: “A. solid majority of those 
with formulated opinions would be against abandoning the basic philos- 
ophy of the Wagner Act. . . . Pluralities or majorities in every occupational 
group (among executives and professional men 55 per cent) register ap- 
proval of labor’s rights, always excepting farm owners, the majority of 
whom reject them.”^® Nevertheless, this Act was largely superseded by the 
passage, in June, 1947, of the Taft-Hartley Act, which will be described 
briefly later in the present chapter. 

Federal Legislation on Wages, Hours, and Child Labor. The Fair 
Labor Standards Act of 19S8 (often referred to as the Wages and Hours 
Law) became effective on October 24 of that year. Its purpose is to protect, 
to some extent, low-income workers who find it especially difficult to pro- 
tect themselves because they lack bargaining power— or, as its sponsors 
are fond of saying, the Act aims to put “a floor under wages and a ceiling 
over hours.” 

The Act made it unlawful for an employer whose products move in 
interstate commerce to pay less than 25 cents an hour, or to work an 
employee more than forty-four hours a week without payment of “over- 
time” in cash at the rate of “time and a half.” After one year, the maximum 
hours were to be reduced to forty-two a week, and the minimum wage 
raised to BO cents; and this process was to continue until 1945, when the 
maximum hours would be forty a week and the minimum wage 40 cents 
an hour. However, the administrator of the Act was empowered to ap- 
point industrial committees to investigate conditions in specific industries 

Richard A. Lester, Economics of Labor, p. 722. 

Labor Fact Book 7, New York, International Publishers, Inc., 1945, p. 118. 

Fortune, March, 1947, p. 20. 
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and, upon recommendations of these committees, to order more rapid 
decreases in maximum hours or increases in minimum wages. 

The Act also dealt with the subject of child labor, specifying that in 
industries engaged in interstate commerce no child under sixteen years of 
age could be employed, and none under eighteen years could be employed 
if the work was “hazardous or unhealthy.'’ 

It is estimated that the Act affected, in the first year of operation, 
some 750,000 wmrkers as regards wages, and about 1,500,000 in the matter 
of hours. As time passed, the progressively lower maximum hours and 
higher minimum wages have brought additional groups of workers 
under the law; and the tendency to amend the Act by raising the min- 
imum wmge makes it fairly clear that many millions of tvorkers will 
eventually benefit. However, this Act, like the Social Security Act (which 
w^e shall discuss in Chapters 25 and 26), fails far short of universal 
application. For it exempts from the provisions of the law employees 
engaged in administrative, executive, professional, local retailing, and 
outside selling activities; employees of retail or service establishments 
when predominantly intrastate in character; seamen, fishermen, agricul- 
tural workers, employees of air transport companies, street car or bus lines, 
and certain other businesses. 

An immediate reaction to the enforcement of the Act was the dis- 
charge of some extremely low-paid workers in the pecan-shelling industry 
(which had been paying as little as five cents an hour, and from $2.00 to 
$2.50 for a full working week), and in certain tobacco plants, lumber 
mills, and clothing factories, chiefly in the South. It is perhaps inevitable 
that some permanent layoffs wdli follow the enforcement of any minimum 
wage law, for there are bound to be industries which find it impossible 
to pay the minimum. There is also the possibility that the enforced higher 
wages will bring about the invention of labor-saving devices which will 
lead enterprisers to employ more machinery and few^er workers. On the 
other hand, the minimum wage unquestionably strengthens the hand of 
socially-minded employers who, though anxious to pay their workers a 
fair wage, have been unable to do so because of the cut-throat compe- 
tition of “chiseling” enterprisers in the same lines of production. The 
Fortune survey, already cited, says of this Act: “Majorities in every eco- 
nomic group are for it, although the prosperous are most inclined to favor 
competition as the sole guide to wages (36 per cent as opposed to 58 per 
cent for a minimum wage), the poor most in favor of a legal floor (73 
per cent for, 13 per cent against). In the occupational breakdowns, the 
only group not overwhelmingly in favor of a minimum wage are parity- 
protected farm owners (48 per cent for, 46 per cent against), whose workers 
regret that they are not included in present legislation.”^! 


'21 j'dia.;p. 18'.. 
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WARTIME AND POST-WAR LABOR PROBLEMS 

In mechanized warfare, the workers who man the machinery of produc- 
tion are quite as necessary as the fighters who man the tanks, ships, and 
planes that engage in combat. Their work is less exciting, less dangerous, 
and better paid than service in the army, navy, and air force; but the 
deferred ratings given in World War II to wwkers in certain occupations 
is ample recognition of the essential part played by industrial workers. 
The basic principle of sound business management— to employ every 
worker in such a way that his ability will be utilized to the fullest— is 
equally good practice for a nation at war. Manpower is always important 
when there is work to be done, but it is doubly important in wartime. 
The failure to make full use of the available human resources weakens 
a country’s war effort, and may prove very costly by delaying the day 
of victory. 

Labor Shortage and the War Manpower Commission. In April, 
1942, President Roosevelt created the W^ar Manpower Commission “to 
establish basic national policies to assure the most effective mobilization 
and maximum utilization of the nation’s manpower in the prosecution 
of the war.” On December 6, 1942, an Executive Order gave the Chair- 
man of this Commission almost dictatorial authority over the people 
of this country. The Commission was empowered to decide who should 
work, where, and at what task, and whether he should or should not 
serve in the armed forces. The Selective Service System was placed under 
the War Manpower Commission, which was given the duty of providing 
men for the armed forces through the System, was made responsible for 
training workers for vital industries, and had other important functions 
to perform. 

The necessity for centralization of direction in the utilization of man- 
power, and the substitution of compulsory for voluntary compliance with 
directives, arose with the growing acuteness of the labor shortage problem 
in many parts of the country. Among the specific causes of the faulty 
utilization of American labor were the following: “(1) workers changing 
jobs for higher pay; (2) employers failing to use workers effectively; (3) 
inadequate housing and transportation facilities, causing large turnover 
of workers; (4) employer prejudices in hiring workers; (5) labor piracy; 
(6) lack of comprehensive training programs to supply vitally needed 
types of skilled and unskilled labor; and (7) over-concentration of war 
contracts.” 

By classifying occupations as “non-essential” or “essential” (and as 
“non-deferrable” or “deferrable” in their relation to active military service), 
by encouraging workers to shift from the former to the latter type of jobs, 
by specifying the conditions under which a worker might move from one 
job to another, and in other ways, the War Manpower Commission under- 
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took to utilize the labor force of the country for expediting the prosecu- 
tion of the war. The manpower problem was not confined to the produc- 
tion of war equipment but was apparent in nearly every branch o£ 
economic activity. It was especially serious in agriculture, from which 
large numbers of men had been drawn into combat service and “essential 
industries.’* The threat of a crippling shortage of farm labor emphasized 
the highly essential nature of agriculture in time of war— especially in a 
war in which we had to feed not only our armed forces and civilians, but 
also, to a considerable extent, the people of all the United Nations. 

Labor Relations in Wartime. Doubtless the thought uppermost in 
the minds of American employers and employees during World War II 
was the necessity of winning the tvar. There is no reason to question 
the patriotism of either of these groups, and it seems fair to say that 
enterprisers and workers alike stood ready to make whatever sacrifices 
w’^ere required to bring victory to the Allies. But probably very few indi- 
viduals were anxious to make greater personal sacrifices than were neces- 
sary, and fewer still were willing to deny themselves comforts while others 
■were indulging in unwonted luxuries. Carrying on war production in a 
capitalistic state is almost certain to lead to confusion and misunderstand- 
ing, because some individuals seem to gain at the expense of others or of 
society as a whole. An increase in demand without a corresponding 
increase in supply brings excessively large war profits to certain business 
concerns and excessively high wages to some classes of workers. Employers 
are appalled at the cupidity of the relatively few workers whose bargain- 
ing position in time of war enables them to double their wages, and 
workers are equally astounded when they hear of occasional profits so huge 
that large bonuses are given to even minor executives in order to avoid 
the payment of high excess profits taxes. 

War does not alter the general nature of labor’s objectives. In wartime 
as in time of peace, workers are interested in getting high wages, short 
hours, and satisfactory working conditions. World War II brought higher 
hourly rates, and larger weekly incomes, in many industries. This was 
particularly true, of course, of shipbuilding, machine-tool manufacture, 
and other war industries, in which the government paid the bill for the 
products, and paid well to induce speedy delivery. Employers in ordinary 
industries were often compelled to raise wages in order to hold their labor 
force. However, wage increases did not always keep pace with the cost of 
living, so that the real wages of some workers showed a decline during 
the war period. Hours of labor, too, increased somewhat but without serious 
protest from the workers, since premiums were usually paid for work in 
excess of 40 hours a week. 

Wartime' Industrial Strikes. The desire of wwkers or employers to 
gain advantages which ivere not willingly granted is indicated by the 
strikes /that... occurred^ in the period, 'of; accelerated war. production. Or- 



430 


ECONOMICS: PRINCIPLES ANB PROBLEMS 


ganized workers were not slow to demand wage increases which they 
said were warranted by the increased cost of living and could readily be 
paid from the substantial profits being reaped by their employers. Some 
employers, on the other hand, did not hesitate to charge that the workers 
ivere using the war situation to get higher wages, with the implication 
that a lack of patriotism was involved. This implication was no more 
applicable to workers than to those employers who took advantage of the 
same war situation to increase their profits. Of course, neither group was 
responsible for bringing about the conditions that made high wages and 
large profits possible. The truth is that both high wages and large profits 
arise almost inevitably out of a state of war, and this condition is certainly 
not chargeable to either labor or business enterprise. However, the work- 
ers’ gains do not necessarily come without a struggle. Wartime competition 
among employers tvho need scarce labor may lead to voluntary grants of 
wage increases and other concessions, but the war-production strike record 
given in Table 25 shows that industrial conflict does not declare a truce in 
wartime. 


Table 25. Strikes in the United States, 1939-45 
(Source; United States Bureau of Labor Statistics) 


Year 

Number of 
Strikes 

Workers 

Involved 

Man-Days 

Idle 

1939 

2613 

1,170,962 1 

17,812,219 

1940 

2508 

576,988 

6,700,872 

1941 

4288 

2,362,620 

23,047,556 

1942 

3060 

707,000 

4,475,000 

1943 

3072 

1,981,279 

13,500,529 

1944 

4956 

2,116,000 

8,721,000 

1945 

4750 

3,467,000 

38,025,000 


These figures may be compared with the ten-year average for 1930-39, 
which show in that decade an annual average of 2017 strikes, with 911,575 
workers involved, and 14,262,700 man-days idle. (In World War I there 
was an annual average of about 3000 strikes during the seven-year war 
and post-war period.) 

The National War Labor Board. Idle manpower is bad enough at any 
time, since the failure to make full use of human resources results in a 
smaller national income than would be available if ail labor were at work. 
But idle manpower in wartime may bring national disaster by limiting the 
quantity of war materials for the fighting forces or goods essential to the 
continued health and strength of civilians. 

The urgency of attaining maximum wartime production and the in- 
creasing seriousness of strikes led to the introduction into Congress of 
several anti-strike bills, but this proposed legislation was rejected, for a 
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time, in the hope of finding voluntary means for settling industrial dis- 
putes and thus preventing interference with production. In March, 1941, 
President Roosevelt established the Defense Mediation Board, whose task 
was to hold hearings on industrial conflicts that failed to yield to employer- 
employee negotiations of the usual type. The Board functioned with 
moderate success, but its usefulness ended with the so-called Captive Mine 
Case in wdiich, by a nine-to-two vote, the Board rejected the demand of the 
United Mine Workers of America for a closed shop. The C.I.O. members 
of the Board promptly resigned, and a strike was called. John L. Lewis, 
president of the union, finally agreed to arbitrate the dispute, but only 
after three requests had been made by President Roosevelt and with full 
knowledge that the third member of this board of arbitration wmiild be 
a man who favored the union demand. The Board promptly voted to 
grant the union the closed shop. 

The attack upon Pearl Harbor and the immediate declaration of w^ar 
by the United States brought the strike problem to a head and emphasized 
the necessity of finding a solution. On December 17, 1941, President Roose- 
velt called a conference of representatives of labor and industry, at which 
it was agreed that for the duration of the war there would be no strikes 
or lockouts, that all labor disputes would be settled by peaceful means, 
and that a National War Labor Board should be established for the 
peaceful adjustment of such disputes. President Roosevelt created this 
Board by Executive Order on January 12, 1942, *‘for the purpose of adjust- 
ing and settling labor disputes which might interrupt work which con- 
tributes to the effective prosecution of the war." The National War Labor 
Board consisted of four public members, four employer members, and four 
labor members (two representing the A.F. of L. and two the C.I.O.). 
Regional War Labor Boards were set up, and disputes between employers 
and workers were heard by tripartite panels consisting of one representa- 
tive each from industry, labor, and the public. Recommendations by these 
panels were made to the Regional Boards, which then rendered decisions 
that became effective except in cases in wTich appeals were taken to the 
National War Labor Board. There can be no question that the work of 
the War Labor Board did much to reduce friction in the field of labor 
disputes, and thus aided in keeping production at a high level of efficiency. 

Anti-Strike Legislation. The National War Labor Board had an ad- 
vantage oyer the Defense Mediation Board in starting out with a definite 
agreement by labor and industry to outlaw strikes and lockouts temporarily. 
Though this agreement did not wholly prevent strikes, as we have seen 
in Table 25, the number and seriousness of w^ork stoppages were mate- 
rially reduced. However, the fact that there were some actual strikes and 
threats of others in important fields of production (notably in the mining 
of coal) led Goiigress to pass, on June 25, 1943, over the Presidents veto, 
the Smith-Connally Act, which was known also as the War Labor Disputes 
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Act. This Act related to establishments “which may be required for the 
war effort or which may be useful in connection therewith." It authorized 
government seizure of private plants in which production had been inter- 
rupted by strikes, and provided (1) for maintaining the same working 
conditions as prevailed prior to governmental possession, and (2) for 
penalties against persons instigating or aiding any strike, slow-down, or 
interruption in plants taken over by the government. It also required 
that thirty days’ notice of a labor dispute must be given, and that after the 
expiration of this waiting period a secret strike ballot should be conducted 
by the National Labor Relations Board for the purpose of determining 
whether a majority of the workers favored going on strike. 

This anti-strike bill was, from the time of its enactment, severely criticized 
by labor, by impartial students of labor problems, and by a good many 
business men, as being unlikely to improve the situation. It was regarded 
by many observers as being incapable of effective enforcement, and was 
charged with encouraging rather than discouraging strike sentiment among 
groups of workers who might be seeking relief from what, rightly or 
wrongly, they regarded as more than their fair share of the economic 
burdens of the w^ar. It was, said The New York Tunes editorially, “one of 
the stupidest pieces of legislation ever passed by Congress. "^2 Xhe Smith- 
Connally Act expired on June 30, 1947. 

The end of fighting in World War II, as in World War I, brought a 
great increase in the number and seriousness of industrial strikes in this 
country. In the last full year of the war, 1944, less than one-tenth of one 
per cent of the “total available working time" was lost through strikes. 
In 1945, the loss was four times as great. Once the task became one of 
reconversion rather than maximum war production, organized labor 
proceeded to take measures to safeguard the wage gains that had been 
made during the war. Demands for increases in wage rates were made, 
with the general objective that the “take-home pay” for a 48-hour week 
(which included eight hours at overtime rates) should continue to be paid 
for the “normal” 40-hour week. Strike after strike was declared, and in 
general settled by granting wage increases, though usually the increases 
were not much larger than one-half of the amount demanded. Congress, 
anxious to have the country converted speedily to peacetime industry, 
threatened the strikers with a new anti-strike law (the Case Bill), which 
rejected President Truman’s proposal to establish a fact-finding commission 
to investigate the merits of a given union demand, and called for the 
prohibition of mass picketing, and the revision or nullification of the 
Norris-LaGuardia Anti-Injunction Act and the National Labor Relations 
Act. The Case Bill was vetoed by the President. 

American experience seems to indicate that there is little reason to 
suppose that anti-strike legislation is the remedy for industriai disputes, 
or that it can actually be enforced. Indeed, there seems to be a growing 

22 The New Yorh Times, February 28, 1945. 
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feeling among labor experts that industrial conflicts must in general be 
settled by collective bargaining rather than through legislation or govern- 
mental intervention. One of our well-known economists, Professor Slichter 
of Harvard, goes so far as to suggest that “an occasional strike or lockout 
is needed both to test the willingness of each side to fight and to keep alive 
a vigorous spirit of realism. ”23 


PROSPECTS FOR INDUSTRIAL PEACE 

In our discussion of employer attitudes toward unionism, w^e noted that 
not all American business men are opposed to collective bargaining. 
There are many, indeed, who would far rather deal with a strong union 
than with the workers individually; and there are certain socially-minded 
employers who for years have been earnestly seeking a remedy for industrial 
conflict. Though conflict seems to be inherent in our type of economic 
system, means have been found for alleviating the situation to some 
extent. 

Mediation and Arbitration. It is possible, at times, to avoid open 
breaks between employers and employees through the use of mediation 
or arbitration. Mediation (or conciliation) is a device for smoothing out 
the process of collective bargaining. The mediator is a disinterested third 
party who meets with the disputants and attempts to bring them to satis- 
factory terms. He isolates the main issues from the non-essentials, and by 
creating an atmosphere of friendliness and confidence aids the contending 
parties to reach an agreement, though he does not himself render a 
decision. Mediation, then, consists of talking over differences in the 
presence of a neutral party (sometimes called an “impartial chairman’’) 
who, by means of tactful questions and suggestions, but not by argument, 
eases the situation and in many cases gets both parties to make concessions 
so that a peaceful settlement can be reached. 

In its Conciliation Service, the United States Department of Labor has 
several scores of “commissioners” whose services are available when both 
sides to an industrial dispute request their assistance in ironing out 
differences. According to the President's Annual Message to Congress on 
January 21, 1946, the Conciliation Service had handled, in the preceding 
five months, “over 3000 disputes affecting over 1,300,000 workers, without 
a strike threat” and had “assisted in settling about 1300 disputes where 
strikes were threatened which involved 500,000. . . . Many of these adjust- 
ments occurred in key industries and would have seemed to us major crises 
if they had no,t been settled peaceably.” The successful functioning of 
this agency suggests the desirability of enlarging this Service so that its 
good offices may be made available on a larger scale in the future. 

When arbitration is it is assumed that a decision wdli be 

23 Quoted in Information Service, New York, Federal Council of die Churches of 
Christ in America, January 19, 1946. 
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rendered by the arbitrator (or board of arbitrators). A hearing is held, 
at wliicli the parties to the dispute have a chance to present their cases, 
and on the basis of the evidence presented the arbitrator, or arbitration 
board, makes what is presumably a thoroughly impartial judgment. In 
many instances, the disputants agree beforehand to accept whatever 
decision is rendered, but in some cases it is agreed that the parties con- 
cerned shall be free to accept or reject the award. 

Mediation and arbitration are valuable in providing a period of calm 
deliberation before a strike or lockout is declared. Flowever, the agree- 
ment reached is more likely to reflect the bargaining power of the two 
parties than to be based on any principles of '‘fairness” or “justice.” An 
arbitrator, trying to please both contestants, usually comes to a decision 
that represents a compromise, giving to each party somewhat less in the 
way of advantage than has been asked for. Thus a truce is patched up and 
weapons are laid aside temporarily, but the conflict is fairly certain to be 
resumed whenever a shift in bargaining strength gives promise to one or 
other of the parties that gains may be realized through a display or 
exercise of power. Despite the temporary nature of most settlements, 
mediation and arbitration serve a useful purpose in reducing the number 
of disputes that reach the strike stage—often by enabling both sides to 
save face when they have taken definite stands and are too stubborn to 
back down. They are less costly than recourse to militant measures, and 
are therefore preferable to the strike as means of effecting the economic 
readjustments that must be made from time to time. 

The Right to Strike. In the fail of 1946, John L. Lewis,, president 
of the United Mine Workers, announced his inability to negotiate a new 
contract with the federal government, which had taken over the mines 
under wartime legislation that was still in force. On the basis of the 
miners' traditional “no contract, no work” policy, the mining of coal was 
stopped for a period of several weeks. This defiance of governmental 
authority, which threatened to interfere seriously with industrial produc- 
tion by reason of a coal shortage, was denounced not only by the foes of 
organized labor but by many labor sympathizers as well. Certain legislators 
interpreted the November, 1946, election of Republican majorities to both 
House and Senate as a “mandate” to Congress to “put labor in its place,” 
and promptly announced that they would introduce bills abolishing the 
strike and the closed shop, and greatly modifying or repealing the Norris- 
La Guardia Anti-Injunction Act and the National Labor Relations Act. 
Congressional views of the kind of labor legislation that was needed will 
be noted in our summary of the provisions of the Taft-FIartley Act, which 
became law in June, 1947. 

The strike, as w’-e have noted, often brings inconvenience and hardship 
to employers, employees, and the public. Like military warfare, it does 
not decide the right or wrong of an issue, but merely determines which 
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side, for the moment, is the stronger. Hence the strike, like the lockout, is 
socially objectionable. Nevertheless, “a strike may be less harmful to the 
state and to industry than peace maintained either by statutory tyranny, 
legal usurpation, or overwhelming economic domination.”-*^ To outlaw 
the strike tvould weaken the workers’ bargaining power greatly, since, in 
the last analysis, this power rests upon the ability to damage the employer’s 
business interests by waging a strike.^'^ Moreover, there is grave doubt 
whether a law abolishing the right to strike could actually be enforced. 

The prohibition of strikes might be justified in the so-called ‘'essential 
industries” which must be operated continuously if the public welfare is 
to be preserved. However, it would seem necessary to provide for the 
compulsory arbitration of labor disputes in such industries, or to take 
these businesses out of the field of private enterprise and to serve notice 
that in these particular industries strikes will not be tolerated. So long 
as an industry is in the hands of private enterprisers, being operated for 
the profit of its owners, it would obviously be unfair to hamper labor 
in its profit-seeking activities by abolishing the right to strike. A further 
problem to be solved would be that of determining wdiich industries were 
to be regarded as essential. Probably most persons would agree that the 
mining of coal and the operation of communication and transportation 
lines are vital to the welfare of the public. But may not the production 
and distribution of milk, bread, and other forms of foodstuff be equally 
essential? Indeed, a move to abolish industrial strikes on the basis out- 
lined above might easily lead to the public ownership of many types of 
industry; and this, in many instances, would probably be distasteful to 
both enterprisers and workers. 

Peace Through Conference. Employee representation, as we have 
already noted, has for its outstanding feature a system of frequent con- 
ferences between chosen representatives of the employer and his em- 
ployees. It “aims to provide government by consent of the governed. It is 
built upon the assumption that free discussion between management and 
workers will bring about a better understanding of the problems to be 
solved, create a spirit of genuine cooperation, call forth helpful suggestions 
from intelligent workers, and permit the settlement of differences by 
negotiation instead of combat. There are few wdio would challenge 
the assertion that industrial peace can be promoted through friendly 
conferences which keep the employer and employee informed of each 

Solomon Blum, Labor Economics, New York, Henry Holt & Company, Inc., 
1925,' p. 268. ' ■ 

25 In printed pamphlets and full-page newspaper advertisements, the National Associa- 
tion of Manufacturers in 1946 presented ‘‘a national labor policy to minimize industrial 
strikes/* which included the prohibition of strikes, lockouts, and boycotts. Organized 
labor, however, manifested no inclination to surrender the right to strike, its most power- 
ful bargaining weapon. ' ' , 

26 Paul p, Oemmill, Present-Bay Labor Relations, p, 58. 
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other’s problems and aspirations. There are many who question that the 
conference plan can be wholly successful in this respect, so long as it is 
based upon the company union, which so many workers regard with 
suspicion. 

But this particular handicap to employer-employee conferences can be 
avoided through the adoption of what is popularly known as “union- 
management cooperation.”-'^ Under this plan of organization the workers 
belong to independent unions, not company unions, and consequently 
have behind them the power of collective bargaining that goes with 
effective unionization. Thus, they are not dependent upon the benevolence 
of the employer, but are able to fight their own battles in the writing and 
enforcement of a trade agreement. But union-management cooperation 
provides also for frequent meetings between the representatives of man- 
agement and workers in a given plant, and these meetings have proved 
extremely helpful in the solution of local problems. The signal success 
which has attended the operation of union-management cooperation in 
the case of the Baltimore and Ohio Railroad has led to its installation in 
otlrer establishments in this country and Canada. 

The Labor-Management Relations (Taft-Hartley) Act of 1947. Since 
the avowed purpose of this Act is to reduce industrial strife, it seems 
appropriate to examine this latest piece of labor legislation in the section 
of our discussion that deals with prospects for industrial peace. Following 
are some of the provisions included in this long and complicated Act: 

1. After August 23, 1947, no new closed-shop contracts may be made, though 
existing contracts may run to the date of expiration. 

2. The union shop (or closed shop with an open union) is lawful only if a 
majority of the workers in an establishment have voted for it. 

8. The government may ask the courts for 80-day injunctions against strikes 
that affect the national safety, such as a nation-wide strike in coal mining. 
If conciliation fails to bring about a settlement during this 80-day period, 
the President is required to refer the matter to Congress. 

4. Jurisdictional strikes (those called for the purpose of forcing an employer to 
help one union against another in a jurisdictional dispute) and secondary 
boycotts (boycotts designed to compel one company not to deal with another 
company) are prohibited in businesses which enter into interstate commerce. 
Persons suffering from such illegal tactics may sue the union for damages. 

5. Unions such (and corporations, as well) are forbidden to make political 
contributions and expenditures. 

6. Union-controlled health and welfare funds established since January 1, 1946, 
are forbidden. Existing funds of these kinds may run until their dates of 
expiration, but not beyond July 1, 1948. 

'7. Unions are liable to suit for violations of contract. 

8. Workers must vote by secret ballot on whether to accept the employer’s 
final offer, before a strike may be called. 


, 27 Ibid., chap. 9. 
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9. An employer may discuss labor policies widi his workers, and may demand 
an election i£ he thinks the union no longer represents a majority of his 
employees. 

10. Unions may not charge dues or initiation fees deemed by the National Labor 
Relations Board to be excessive or discriminatory. 

11. The National Labor Relations Board may not certify any union as a collec- 
tive bargaining agent unless it has affidavits from the union officers stating 
that they are not communists. 

12. The National Labor Relations Board has been enlarged to include five 
instead of three members, and is to have a general counsel who will prosecute 
unfair labor practices. 

This Act was vetoed by President Truman, but promptly passed over 
his veto. The President pronounced it a bill “deliberately designed to 
weaken labor unions.” He said it “would even take away from our working 
men some bargaining rights which they enjoyed before the Wagner Act 
was passed twelve years ago; . . . would again expose workers to the abuses 
of labor injunctions; . . . would increase industrial strife because a 
number of its provisions deprive workers of legal protection of funda- 
mental rights, [and] they would then have no means of protecting these 
rights except by striking; . . . would open up opportunities for endless 
law suits by employers against unions and by unions against employers; 
[and] w^ould threaten fundamental democratic freedoms.” 

Senator Robert A. Taft, sponsor and chief champion of the bill, said, 
in reply to the President, that the purpose of the Act wms “to restore 
equality in collective bargaining, and correct only those abuses against 
employers, union members, and third parties which were clearly shown 
to exist by bona fide evidence.” “The campaign carried on against the 
bill by the labor unions,” he continued, “has been a complete tissue of 
falsification to support their contention of the last ten years that the 
unions are above criticism and above the law, that there must be no 
legislation on the pain of political execution. It is discouraging to find 
the President of the United States yielding to their pressure, adopting their 
arguments and blocking the efforts of the great majority of the people’s 
representatives, including a large majority of the Democrats in the House 
of Representatives, to secure reasonable reform.” 

We cannot undertake here to appraise the provisions of this Act, one 
by one. It unquestionably has some good features. Few unprejudiced 
persons would, for example, defend jurisdictional strikes, secondary boy- 
cotts, and excessively high dues and initiation fees, or deny that unions 
should be required to live up to their contractual obligations. On the 
other hand, the passage of the Taft-Hartley Act does not in any way 
weaken our conviction, based upon reasoning which have already set 
forth, that the closed shop with the open union— that is, the union shop— 
is a prerequisite to effectual collective bargaining; and in this view we 
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are in complete agreement with a host of employers who have been 
parties to the many thousands of closed-shop contracts that have worked 
successfully. 

We feel, too, that the prohibition of political contributions and ex- 
penditures by unions may endanger our democratic procedure by reason 
of its probable deterrent effect upon freedom of expression through radio 
and press. It may prevent the workers' position on political candidates 
and issues from becoming known, because individual unionists are unable 
to finance expensive publicity and the unions as such are forbidden to do 
so; whereas a contribution or expenditure made by a wealthy individual 
stockholder of a corporation could readily take care of the cost of new’^s- 
paper advertising or radio broadcasting that was favorable to the cor- 
poration. 

Again, the majority vote of employees that is required in order to legalize 
the union shop is less fair than it seems to be, for it must be a majority of 
all entitled to vote and not merely of those actually voting. If, then, in a 
plant employing five hundred workers,, only three hundred decided to 
vote, it w^ould require two hundred and fifty-one votes (or approximately 
83 per cent of the votes cast) to provide the “majority” prescribed by the 
Act. The inclusion of provisions such as these have given rise to doubt, 
on the part of both friends and foes of the Act, as to whether it will prove 
to be workable. 

As was to be expected, organized labor has taken up arms against the 
Taft-Hartley Act and has announced its intention to fight the battle on 
all fronts— legal, economic, and political. It is unlikely that the success or 
failure of the Act will be determined conclusively for several years. What- 
ever the eventual outcome may be, there is general agreement that for 
many months to come the prospects for industrial peace in the United 
States are anything but bright.^^ 

Conclusion. In a society which endorses free enterprise and competi- 
tion, and measures success by the individual's ability to acquire material 
wealth, it is difficult to see how industrial conflict can be eliminated, since 
every incentive is in the direction of getting for oneself all that one can. 
“It is an indisputable fact,” wrote the late Ramsay MacDonald, “that the 
wage earner and the w^age payer have interests which are antagonistic, 
and in the nature of things cannot be reconciled.” 

It appears that the most that can be done, under existing conditions, 
is to make the best of a bad situation. If industrial conflict cannot be 
avoided in a competitive economic order, we can at least provide “an 
open fleid and a fair fight,” and seek, at the same time, to safeguard the 

2® “The battalions of labor are being deployed for the ‘battle of the century.’ Employers, 
flushed with victory for their point of view, are just as stubbornly determined to 
abandon none of tlieir newly won ‘rights.’ The premature coal shutdown and the 
shipyard strikes are merely skirmishes in the long battles that lie ahead.” (Louis 
Stark, in T/ze EorA June 29, 1947.) 
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interests of the public. There can be no “fair fight’’ without the develop- 
ment of a unionism strong enough to win the respect of employers and 
to enforce collective bargaining. The absence of such a degree of strength 
would mean economic serfdom. To maintain a strong bargaining position 
involves adherence to the principle of the closed shop, but the closed 
union should be opposed because of its monopolistic nature. Mediation 
and arbitration are preferable to the strike, even though they may end in 
compromise and in decisions which hold good only until a new agreement 
is drawn up. But it seems reasonable that the strike should be forbidden 
only in those industries that are sufficiently essential to the public welfare 
to justify their socialization or to insist upon the settlement of disputes 
through compulsory arbitration. 

It is entirely possible that there would be no problem of industrial 
conflict in a socialist or communist state. But to most Americans a cure 
of this kind would doubtless appear to be worse than the disease itself. 


1. It is held by some that the interests of employer and employee are identical, 
and by others that these interests are antagonistic. What is the truth in the 
matter? 

2. Speaking not as an employer or employee but as a member of society, state 
your reasons for favoring or opposing collective bargaining. 

3. Compare the number of American workers under “employee representation’' 
with the number belonging to unions which are independent of employer 
control. 

4. What are the relative merits of “craft" and “industrial" unionism under 
present-day economic conditions? 

5. Compare or contrast the American Federation of Labor and the Congress 
of Industrial Organizations. 

6. Employers’ associations are sometimes said to parallel the national unions. 
Explain why you think the suggestion of parallelism is or is not sound. 

7. Why do labor organizations regard “recognition of the union" as vitally 
important to their interests? 

8. Unionists insist upon applying the principle of “standardization" to wages, 
hours, and working conditions, in drawing up their trade agreements. Why 
do they regard this principle as important? 

9. What are the purposes and methods of sabotage? 

10. In what respect does the closed union resemble the industrial monopoly? 

11. “It is the open union operating under the closed-shop principle that most 
students of labor regard as the best form of labor organization yet devised." 
In what respects is this combination superior to (a) the open union and the 
open shop, and (b) the dosed union and tlie closed shop? 

12. Explain the way in which a successful union tends to get for its members 
the favorable wages, hours, and working conditions which “would tend to 
come to these, workers, m Zong run' and under competitive conditions even 
in the absence of a union organization^ 
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13. Discuss the methods of limiting output which are sometimes practiced by 

organized workers. 

14. Cite instances in which enterprisers also are guilty of restricting production. 

15. The strike and the lockout are said to be “similar in purpose, in method, 
and in social consequences.” Examine this statement critically. 

16. On what basis has the closed shop been attacked by those who have con- 
ducted the “open-shop movement”? 

17. Describe the essential features of the company union. 

18. Why are unionists so violently opposed to “yellow-dog” contracts and to 
the use of judicial injunctions in labor disputes? What threat do such con- 
tracts and injunctions hold for independent unions? 

19. Discuss the purpose of the National Labor Relations Act, and the functions 
of the National Labor Relations Board. 

20. State the main provisions of the Fair Labor Standards Act, and the need for 
such legislation. 

21. Discuss the attitude of workers and employers toward the question of high 
wages and large profits, respectively, in time of war. 

22. During World War II we set up special agencies to handle disputes between 
employers and workers. Explain the need for such agencies. 

23. How was the problem of strikes dealt with in World War II? 

24. Discuss the need for, and usefulness of, the National War Labor Board. 

25. What are the probabilities of securing industrial peace, and desirable 
employer-employee relations, through anti-strike legislation? 

26. Distinguish between mediation and arbitration. 

27. If industrial strikes were outlawed, the public would be spared a great deal 
of inconvenience and even hardship. Why, then, should we hesitate to prohibit 
the use of the strike? 

28. The unionists who are antagonistic to “employee representation” are usually 
kindly disposed toward “union-managernent cooperation.” Why? 

29. “The class conflict between an owning and a w^orking group is not only a 
logical thing to expect but a fact which has unquestionably been found in 
history,” says Norman Thomas. Is there, then, any solution of the problem 
of industrial conflict? 

REFERENCES FOR FURTHER READING 

Braun, Kurt, The Settlement of Industrial Disputes, Philadelphia, The Blakiston 
Company, 1944. 

Gregory, Charles O., Labor and the Law, New York, W. W. Norton Sc Company, 
Inc., 1946. 

JoHNSEN, Julia Emily, Compiler, Compulsory Arbitration of Labor Disputes, 
New York, H. W. Wilson Company, 1945. 

Labor Fact Book 7, New York, International Publishers, Inc., 1945. 

Lester, Righaro A., Economics of Labor, New York, The Macmillan Company, 

" :194L . ■ 

Metz^ Harold W., Policy of the Federal Got/ernment, Washington, The 

Brookings Institution, 1945. 



EMPLOYER-EMPLOYEE RELATIONS 


441 


Harry A., and Montgomery^ Royal E., Organized Labor, New York, 
McGraw-Hill Book Company, Inc., 1945. 

Pierson^ Frank C., Collective Bargaining Systems, Washington, American Council 
on Public Affairs, 1942. 

SiLVERBERG^ Louis G., Editor, Wagner Act: After Ten Years, Washington, The 
Bureau of National Affairs, Inc., 1945. 

Slighter, Sumner H., The Challenge of Industrial Relations, Ithaca, Cornell 
University Press, 1947. 

Teller, Ludwig, A Labor Policy for America, New York, Baker, Voorhis & Com- 
pany, Inc., 1945. 



CHAPTER 25 



ONE OF THE DISTINCTIVE FEATURES OF MODERN ECONOMIC LIFE IS THE 

separation o£ the worker from ownership of the tools with which he per- 
forms his daily task. Business is owned and controlled by corporations, 
partnerships, and individual proprietors. Economic society is made up 
largely of employers and employees— those who provide jobs and those 
who fill them. 


THE WORKER AND HIS JOB 

The importance of a job to the industrial worker can scarcely be 
exaggerated. “Any one who has associated with those dependent upon 
daily toil for their living knows the positive terror in which thousands 
of men live as they think of the possible loss of their opportunities to 
work,”^ says one writer. Mr. Whiting Williams, who, in his studies of 
the workingman, has donned overalls and worked side by side with 
laborers in many industries, believes that “this insecurity of the job 
causes more antipathy to the whole industrial, social, economic, moral, 
and political structure than all other things put together." And Mr. 
Herbert Hoover, long before he became President, stated that “no waste 
is greater than unemployment, no suffering is keener or more fraught 
with despair than that due to inability to get jobs by those who wish to 
work." 

The Significance of a Job. This emphasis upon the importance of 
an opportunity to work is fully justified by the situation. Among the 
minimum requirements of human beings are food, clothing, and shelter. 
Only in very primitive communities are all of these commodities made 
directly by those who consume them. What happens nowadays is that 
workers engage in highly specialized occupations, and in return for their 
contribution to production they receive purchasing power, usually in the 
form of money wages, with which they buy the commodities and services 
that they want most. But the dangers of the system are apparent. For 
human needs and human wants continue as long as life itself, but the 
ability of the worker to satisfy these needs and wants depends upon having 

^ Francis J. McConnell, in Kirby Page, editor, A New Economic Order, New York, 
Harcourt, Brace & Company, Inc., 1930, p. 348. 
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a job. Hence, the loss of a job may spell tragedy. No job, no wage; no 
wage, no purchasing power; no purchasing power, no economic goods, is 
the inexorable sequence of negatives that causes workers to dread the 
day of unemployment. 

The misery is multiplied, of course, when the loss of work falls upon 
the man who has a wife and children to support. Even a short period of 
unemployment frequently means a lowering of standards of living, and 
often to terribly low levels. Whatever savings may have been laid aside 
have to be managed with great economy. Reductions in expenditures are 
made all along the line. The food supply declines in both c|iiantity and 
quality. The two or three quarts of milk are reduced to one, and such 
luxuries as fruits and fresh vegetables disappear from the menu. Often 
the parents deny themselves food they need badly, so that the children 
may not suffer from hunger. In the consumption of clothing and shelter, 
also, sacrifices are necessary. The children may have to go to school in- 
sufficiently clad, even to the extent of wearing soleless shoes in cold 
weather. Probably the family moves to smaller and cheaper living quarters 
in a less desirable part of towm. Fuel, too costly to be wasted in heating 
the rooms, is in some instances used only for cooking the meager meals. 
These are only a few details of conditions following close upon the heels 
of unemployment, as reported by hundreds of social workers. Notwith- 
standing these economies, it usually lakes many months for workers to 
get out of debt after business picks up again, and in some instances these 
obligations are never met. Studies of the effects of unemployment upon 
family life make gloomy reading.^ 

Unemployment; A Phase of Economic Insecurity. Unemployment is 
commonly defined as involuntary idleness on the part of workers who are 
able and willing to engage in productive activities if given the chance to 
do so. Since, despite their desire for work and their attempts to find jobs, 
these would-be workers are unable to secure employment, their incomes 
are cut off, and they and their dependents suffer from the lack of com- 
modities and services essential to their well-being. In our highly compli- 
cated economic society, the worker’s ability to secure an income depends 
not only upon his skill and wdllingness to accept employment, but upon 
any of a host of conditions over which he as an individual has little or 
no control. He may be so lucky as to have steady w^ork year in and year 
out, or, on the other hand, he may find himself dispossessed of liis job 
and a victim of temporary or permanent unemployment. The economic 
maladjustments that result in enforced idleness, and consequent loss of 
income, constitute the problem of unemployment, which, in turn, is the 
most serious phase of the broader problem of economic insecurity. 

2 True accounts of poverty resulting from unemployment that occurs even in the 
most prosperous of American ‘'good times” may be found in Clinch Calkins, Some 
"Folks Won't •'Work, New"' York, Harcourt, Brace- Company, Inc., ,193'0. . 
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THE NATURE AND EXTENT OF UNEMPLOYMENT 

The average man who is hunting work probably does not know that 
there are several kinds of unemployment, and would not be interested in 
the fact if it were brought to his attention. To him the aihimportant 
question is how to find employment so that he may again enjoy an in- 
come. But to the student of labor problems, searching for a remedy for 
unemployment, an understanding of the types of unemployment and 
their causes is of first importance. We shall examine, in turn, “cyclical,” 
“seasonal,” and “technological” unemployment. 

Cyclical Unemployment 

The Business Cycle and Unemployment. The term “cyclical unemploy- 
ment” is derived fi'om the business cycle, with which unemployment of 
this type is associated. The words “business cycle” are simply a convenient 
expression for designating the wavelike fluctuations in business activity 
which most writers on economics describe as consisting of four phases— 
prosperity, crisis, depression, and recovery— 2 ind which are dealt with at 
some length in Chapter 37. Employment is plentiful in times of prosperity, 
it declines with the appearance of a crisis, it is scarce during the depres- 
sion, but increases in volume wdth the recovery of business. The par- 
ticularly serious stage of cyclical unemployment, then, is the period of busi- 
ness depression. A survey of business conditions in the past reveals the 
fact that many of these periods of depression, which are commonly 
referred to as “hard times,” have been experienced by all of the highly 
industrialized countries, for the business depression is no respecter of 
nations— it smites industry throughout the world, though some countries 
fare less badly than others.^ Since the period of depression is a time of 
very limited production, business concerns reduce their operations or 
shut down their plants completely, many workers are laid off or forced to 
go on part time, and privation and suffering follow as a matter of course. 

The Post-1929 Depression. The seriousness of the problem of cyclical 
unemployment in the United States cannot be stated in any very satis- 
factory terms. There have been some attempts to gather together figures 
showing the number of persons out of work, but the machinery available 
for the collection of data is woefully inadequate. No government census 
of unemployment was taken in this country between 1910 and 1930. The 
census of 1930 was the outcome of a popular demand for unemployment 
statistics for the period of business depression that followed the stock 
market crash of 1929. This census showed, according to the Secretary of 
Commerce, that there were 6,050,000 jobless workers in the United States 

® It may be noted that Soviet Russia claims to have vanquished business depressions 
and unemployment, which, according to the spokesmen for that socialist state, are 
inherent defects of capitalism. This point is touched upon in chap. 50 (vol. 2). 
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by January, 1931, and that an additional 250,000 to 300,000 workers 
were idle “because of lay-off from their regular jobs at the time of the 
special census/’^ 

In Table 26 are given figures on unemployment in the United States 
for the years 1929-45, inclusive. They indicate that even in the early 
years of the post- 1929 depression as many as 3 to 7 million workers were 
unemployed, and that the number of involuntarily idle reached Ifi/o 
millions when the depression was at its worst in January, 1933. The table 
shows that, once the peak was passed, the volume of unemployment was 
smallest in September, 1937, but again became very serious in 1938 and 
remained serious until the demand for war supplies turned a labor surplus 
into a manpower shortage. It must be remembered that these figures are 
estimates and may not be wholly accurate, but they give some notion of 


Table 26. Estimated Volume of Unemployment 
IN THE United States, 1929-45 

(Average monthly number unemployed) 


Year 

Unemployed 

Workers 

Year 

Unemployed 
W orkers 

1929 

429,000 

7937 {September) 

4,479,000 

1930 

2,896,000 

1938 

9,796,000 

1931 

7,037,000 

1939 

8,786,000 

1932 

11,385,000 

1940 

7,607,000 

1933 

11,842,000 

1941 

3,276,000 

7933 {January) 

14,574,000 

1942 

-617,000 5 

1934 

9,761,000 

1943 

-6,360,000 5 

1935 

9,092,000 

1944 

-6,894,000 5 

1936 

7,386,000 

1945 

-4,909,000 5 

1937 

6,403,000 




the extent to which incomes, and consequently standards of living, may 
be affected by interference with business operations. 

Unemployment in “Good” and “Normal” Years. In the early days 
of the depression, the Director of the Census estimated that we had in 
the United States between 47 million and 49 million “gainful workers.” 
This did not mean that that number actually had jobs, but that these 
men, women, and children were able and willing to work, and therefore 
were members of the labor force of the country. If we place the number at 

^American Labor Year Book, 1931, New York, Rand School Press, 1931, p. 31. 

*'5 The Economic Almanac, 1946-47, New York, National Industrial Conference Board, 
1946, pp. 268, 269, “Negative unemployment (as indicated for 1942, 1943, 1944, and 
1945) arises during periods of high industrial activity when there are persons at work 
who are not ordinarily counted as members of the labor force.” It will be clear that 
there may be some unemployment in a period oi negative unemployment, as is demon- 
strated by the Social Security Board’s statement that about a million persons were 
unemployed in June, 1944. It should be noted that the Conference Board’s estimates of 
unemployment were lower than those of some organizations. 
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4-8 million, and accept the average monthly figure of 12 million un- 
employed in 1983 , it is evident that about one-fourth of the nation’s 
workers were deprived of the means of livelihood in that year. 

However, the raids on income made by unemployment are not confined 
to years of depression. To be sure, they are most spectacular in such 
periods; but in times of “prosperity,” also, there is a surprisingly large 
amount of involuntary idleness. It seems that unemployment, like the 
poor, we have always with us. Indeed, there is doubtless a causal relation- 
ship here, for certainly some, though by no means all, of our poverty is 
directly chargeable to the persistence of unemployment. The Social 
Security Board states that “in the years 1922-29, often cited as an example 
of prosperity in the United States, there was average unemployment of 
about 8 per cent [and] even under the abnormal pressure of all-out war, 
about a million persons were unemployed in June, 1944.”<^^ 

The Severity of Cyclical Unemployment. Business depressions vary 
in their intensity, and it is customary to distinguish between “major” and 
“minor” depressions. Since the turn of the century we have had, in the 
United States, four major and three minor depressions, the major depres- 
sions falling in 1907-08, 1914-15, 1920-21, and 1929-38, and those of 
lesser importance in 1911, 1924, and 1927. Naturally, the greater the in- 
tensity of the depression, the larger the resultant army of unemployed. 
Professor Douglas has made some interesting estimates of unemployment 
in manufacturing, transportation, the building trades, and mining, which 
show that in these industries 16 per cent of the workers were unemployed 
in 1908, 9 per cent in 1911, 16.4 per cent in 1914, 23.1 per cent in 1921, 
and 12 per cent in 1924.'^ The greater severity of unemployment in the 
major depression years of 1908, 1914, and 1921 is evident. Not only is 
unemployment more serious in some years than others, but workers in 
certain occupations are particularly liable to be released from their 
jobs in time of depression. For example, Professor Douglas found that 
in one depression, 32.2 per cent of the workers in coal mining and 34.6 
per cent in the building trades were deprived of their jobs, whereas in 
manufacturing and transportation the percentage was only 12.9. 

The extent of cyclical unemployment in our great industrial centers 
may be illustrated by the case of Philadelphia. A study conducted by the 
Works Progress Administration showed that in 1933, the worst year of 
the post-1929 depression, only 34.1 per cent of Philadelphia’s “employable 
persons” had full-time work, 19.9 per cent were on part time, and 46 per 
cent were wholly unemployed. Comparable figures for 1937 (with its 
greatly improved business conditions) were 70.5, 5.0, and 24.5 per cent, 
respectively, for the three categories of employment status given above. 

^9th Annual Report^ 1944, of the Social Security Boards Washington, Government 
Printing Oifice, 1944, p. 6. 

^Panl H. Douglas and Aaron Director, T/ze Problem of Unemploy me 7 it, New York, 
The Macmillan Company, 1931, p. 32. Professor Douglas does not give the data for 1927 
or for the post-1929 depression. 
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The seriousness of cyclical unemployment lies not only in the number 
of workers thrown out of employment, but also in the length of time 
they are compelled to go without work. Periods of depression last from 
a few months, in the case of minor disturbances, to as long as several 
years when the business disruptions are of greater proportions. The Na- 
tional Bureau of Economic Research estimates that the “downward swing’' 
of the business cycle (including crisis and depression, both of which bring 
unemployment) has an average duration of some sixteen or seventeen 
months. Since the downward swing is often much shorter than this, it must 
of necessity be considerably longer at times. The point is important in 
connection wdth unemployment only in its implication that unfortunate 
workers may, through cyclical unemployment, be out of w^ork not only for 
months but even for several years. Indeed, the post- 1929 depression 
brought enforced idleness to some woiTers for as long a period as five 
or six years. 

Short and Long Depressions. Perhaps a deep depression of short 
duration would cause less harm to workingmen and their families than 
a long-drawn-out period with a smaller percentage of workers unemployed. 
The former would throw many out of work for a short time, but the latter, 
through long-continued idleness for a smaller number, virtually over- 
whelms with misery those whom fate has chosen as victims. But industrial 
workers, like beggars, cannot be choosers. In their impotence to influence 
the business cycle they must take business depressions as they come. And 
it so happens that the depressions that cut deep, severing men by the 
millions from their jobs, are also those that seem to stretch out inter- 
minably, leaving behind them malnutrition, sickness, and discourage- 
ment for those least able to bear these ills, and a consequent resentment 
toward the existing economic and political order. 

Seasonal Unemployment 

It is cyclical unemployment, wdth its millions pleading for jobs, with 
soup kitchens and bread lines and frantic appeals for relief funds, that 
most persons think of when the word “unemployment” is mentioned. But 
seasonal unemployment, though it commands less attention in the public 
press and is the subject of fewer discussions in the conventions of learned 
societies, is probably responsible for at least as much involuntary idle- 
ness as cyclical unemployment. The reason is that seasonal unemployment 
adds to its tally year in and year out, and not only in periods of business 
depression. 

• Production and , Unemployineiit, ' Steady employme,nt' is dependent,; 
of course, upon the continuous operation of business establishments. If 
production is interfered with, even for a short period, some employees 
are laid off or put on part time. Since seasonal unemployment goes hand 
in hand with declines in production, an examination of seasonal iuctua- 
tions in production gives a clue to the state of employment. If steady em- 
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ployment is closely related to continuous production, then any wide varia- 
tions in production that take place in a period so short as to exclude an 
appreciable change in the quantity of labor available are strongly suggestive 
of seasonal unemployment. For if the number of workers in an industry 
is sufficiently large to run the industry when production is at its height, it 
would seem to follow that some of these employees must be jobless when- 
ever production falls off— unless, as is most unlikely, they can readily find 
temporary jobs in other branches of industry. 

Examples of Seasonal Industries. Among the industries that are notori- 
ously seasonal in nature are the clothing and building trades and the 
mining of bituminous coal. “As Impartial Chairman in the Men’s Clothing 
Industry in the City of New York during the past eight years,” wrote 
Dr. Jacob Billikopf some years ago, “I have found that the men and women 
in the clothing industry, especially in the metropolis, have not averaged 
more than thirty-two weeks’ employment in any year in the past decade, 
with the exception of the cutters, who constitute the most skilled element 
in the industry. The situation has been even more acute in the ladies’ 
garment industry, about 80 per cent of which is located in and around 
New York City. In 1927, a highly prosperous year [in the clothing busi- 
ness, though one of mild depression for industry in general], the Inter- 
national Ladies’ Garment Workers of America conducted a strike which 
lasted several months. One of the essential demands of the workers was 
a guarantee of thirty or thirty-two weeks’ employment a year, which was 
denied.” About 500,000 workers are engaged in making men’s and women’s 
clothing in this country. The manufacture of women’s clothing is espe- 
cially seasonal, with peaks in March and October, and valleys in Janu- 
ary and July. Ordinarily, about three-fourths as many workers are busy 
in July as in March and October in the women’s clothing industry.® 

Employment conditions in building construction and bituminous coal 
mining also are often very bad. A committee on seasonal operation in 
the construction industries, appointed by Mr. Hoover when he was Secre- 
tary of Commerce, reported that it is “the general rule that the building 
trades are occupied wholly for only three to five months in the year.” 
Other investigations have shown that in many branches of the building 
trades the workers are employed only about 80 per cent of the year. The 
situation is particularly serious because there are about two million work- 
ers in the building trades who, as the result of the seasonal nature of 
the industry, find 50 per cent less employment in the poorest winter 
month than during the height of building activity in the summer. The 
production of bituminous coal is largest in November and smallest in 
April, with the output in the minimum month about three-fourths as 

®W. S. Seasonal Variations in Employment in the United States, 

ington, Social Science Research Council, 1939, p. 49. This book presents much specific 
information on seasonal unemployment. 
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great as that of the maximum. “From 1890 to 1932 the bituminous coal 
mines were open for operation an average of 205 days in a year; and the 
maximum year’s employment in this four decades was 249 days in 1918, 
during the World War.”^ 

Are All Industries Seasonal? We have cited several industries in which 
the seasonal fluctuations are very large. Though these are not typical ex- 
amples, they are of particular significance because of the extent of the 
variations in production and the large number of workers affected in the 
months of slight business activity. But there is reason to believe that, on 
a smaller scale, practically all industries are seasonal. “It would be most 
difficult to find an industry which showed an even distribution of produc- 
tion and employment throughout the year,” says Dr. Isador Lubin, an ex- 
pert on labor problems. “An individual plant here and there, to be sure, 
may show steady and regular employment from month to month, but such 
plants are exceptions and by no means the rule in any industry. Some 
industries, like some plants, show less fluctuation in employment than 
others, but none are free from seasonal ups and downs.” 

Data compiled by the Research Division of the Federal Reserve System 
indicate that in the field of jnanujacturing as a ivhole, from 1919 to 1937, 
inclusive, there was a peak of activity in mid-September in which 31,4 per 
cent more workers were employed than at the low point of activity in mid- 
January.^® Professor Douglas figures that seasonal fluctuations in manu- 
facturing, transportation, the building trades, and mining cause on the 
average about 6 per cent of the workers in these industries to be unem- 
ployed. If other occupations (such as public utilities, merchandising, 
domestic and professional service, and government employment) were in- 
cluded, the estimate would have to come down somewhat, dropping per- 
haps as low as to 5 per cent. It is probably not far from correct, then, to 
say that on the average one-twentieth of our American workers are 
always out of work by reason of seasonal unemployment. 

Technological Unemployment 

The Problem of Permanent Layoffs. A third type of enforced idle- 
ness, to which Professor Sumner H. Slichter gave the name “technological 
unemployment,” has been receiving a great deal of attention in recent years. 
The term is not wholly satisfactory, because, as Professor Slichter himself 
points out, it suggests only displacement by mechanical changes in industry, 
whereas the problem is in reality a much broader one— “the problem of un- 
employment produced by permanent layoffs.”^^ A permanent layoff does 

b^ Mary L. Fledderus and Mary van Kleeck, Technology and Livelihood^ New Vork, 
Russell Sage Foundation, 1944, p. 55, 

S. Woytmsky, Seasonal Variations in Employment in the United States:, p. 50. 

Sumner H. Slichter, /‘The Problem of Technological Unemployment," in ■ Un* 
employment and Adult Education (A Symposium) , New York, American Association 
for Adult Education, Inc.,. ,1931, p. ' 34. 
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not necessarily mean permanent unemployment, but it does mean that the 
concern for which a man has worked has no further use for him, at least 
not in his former capacity. Among the most important causes of permanent 
layoffs are improved technical processes, the extension of scientific man- 
agement, industrial mergers, and important changes in demand on the part 
of the consuming public. 

Labor-Saving Machinery. In dealing with employer-employee rela- 
tions, we referred to labor’s tendency to fight the introduction of labor- 
saving devices, owing to the fear that the new machinery would bring 
unemployment in the form of permanent layoffs. Despite this opposition, 
new processes are being brought into industry continually, and it is 
probable that there have been more revolutionary changes in manu- 
facturing technology during the past quarter-century than in any equal 
period of time in history. One of these changes was the introduction of the 
automatic loom into textile manufacture, with the result that one worker 
can now take care of 24 to 64 looms, as compared with the one to eight 
looms previously handled. A second innovation was the cigarmaking ma- 
chine, which manufactures from 3000 to 4000 cigars in an eight-hour day, 
and threw out of employment over 30,000 skilled cigarmakers, each ca- 
pable of producing only 300 cigars a day. Yet another technical improve- 
ment is the use of the “continuous process” in the manufacture of plate 
glass, which now turns the glass out in a continuous ribbon instead of in 
small cylinders which had to be cut and flattened. The new process 
means a reduction of 40 per cent in the amount of labor required. 

These are examples of the mechanical changes that have taken place 
in scores of manufacturing industries which, according to Federal Reserve 
data, increased the output per man some 45 per cent between 1919 and 
1929, and turned loose from their jobs some 500,000 workers, or about 
6 per cent of the total number formerly engaged in manufacturing.^^ 
A similar movement has been going on in agriculture. The use of the most 
improved farm machinery, such as tractors and combines, brought an in- 
crease in agricultural product of 25 per cent per worker in this ten-year 
period. Though we are raising more farm products than ever before, we 
are doing it wdth fewer workers. The number of “gainful workers” in 
agriculture declined by almost two millions from 1910 to 1930, which 
probably means that these farm laborers, with their families, were forced 
by technological unemployment to seek their fortunes in the city. 

The railroads, though handling more freight now than ever before, 
have laid off approximately a million workers since 1920. Switch- 
men and brakemen have been displaced by a mechanism for shifting and 

The Research Department of the International Brotherhood of Electrical Workers 
has compiled a list of forty-six important automatic machines that have done much 
to eliminate human labor from certain branches of industry. See Annals of the American 
Academy of Political and Social Science, March, 1931, pp. 19, 20. 



ECONOMIC INSECURITY: UNEMPLOYMENT 


451 


sorting cars, and 24,000 railway firemen were released through the installa- 
tion of mechanical firing apparatus. Another great basic industry, coal 
mining, has also felt the pressure of mechanical progress. Eighty per cent 
of the bituminous coal produced in the United States is now mined by 
machinery—a fact wiiicii helps to explain why 1 10,000 miners lost their 
jobs in a recent decade. The post-i929 depression, with its labor surplus, 
did not provide much incentive for the introduction of labor-saving ma- 
chinery, and it is too early to know how the technological advances of 
World War 11 will affect peacetime industry; but we may note in passing 
that the installation of dial systems and the merging of companies 
reduced the number of telephone operators by 40,000 between 1930 and 
1940. 

Improved Methods of Management. Some technological changes 
take place suddenly, rendering useless almost overnight the acquired skill 
that trained workers have built up over a long period of years. But per- 
manent layoffs may also be produced by “small, non-revolutionary tech- 
nical changes, by small improvements in management, by the gradual 
tightening of efficiency. Scientific management, for example, is ever on 
the lookout for better methods of procedure, which in some cases make 
it possible to turn out the same amount, or even a larger amount, of 
product with fewer workers. Time and motion studies, which are devices 
of scientific management, tend ordinarily to split jobs into smaller and 
simpler parts. Some of these smaller operations are distinctly repetitive, 
and can be entrusted to the speedy, certain performance of machinery. 
Others are so simple as to require little or no skill on the part of the 
workers. A case in point is automobile manufacture, in which, according 
to the late Henry Ford, 43 per cent of the jobs can be learned in one day, 
and 36 per cent in one day to a week. The adoption of scientific methods 
may result, then, in the displacement of men by machines, and of highly 
skilled workers by those who can perform the tasks put to them wdth almost 
no training. In these and other ways, scientific management is in part 
responsible for technological unemployment. 

Mergers and Unemployment. Business mergers or consolidations, wdiich 
were once viewed with suspicion and apprehension in this counU 7 , take 
fjlace so often nowadays that they no longer excite comment.^^ They, 
too, have helped to raise the total of technological unemployment by laying 
off employees who, by reason of the new arrangements, have been rendered 
superfluous. Many writers have called attention to the excessive productive 
capacity of most of our industries. One-sixth of our 1129 boot and shoe 
factories, if operated on lull time, could produce our present output of 

^^Erom ;1922 to 1928, there were 201 mergers effected,- involving 1259 business .concerns. 
See -Stuart Chase, “The' Iron , Bouncer,” ' in^ Unemployment and 'Adult /Education (A 
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footwear. The total output of cement and bituminous coal needed in this 
country could be produced by three-fifths of our cement mills and one- 
fourth of our coal mines. In some lines of industry this overexpansion of 
plant is now in process of being eliminated through consolidations which 
will close down the less efficient units and thus effect large economies. 

This elimination of waste in industry is highly desirable, from the point 
of view of both enterpriser and society in general, but it does add to the 
burden of technological unemployment. At the same time, however, it 
lessens somewhat the amount of seasonal unemployment. Mr. Sam A. 
Lewisohn says that “unemployment may be due to bad management which 
creates seasonal unemployment or good management which causes tech- 
nological unemployment.’' Excessive productive capacity is wasteful, is the 
result of bad management, and brings seasonal unemployment. When 
mergers eliminate this waste they benefit society at large through the exer- 
cise of good management, but at the same time often increase the quantity 
of technological unemployment. Mergers may cause the displacement of 
factory workers, office employees, salesmen, and other types of labor. It 
is stated that the merger of the Colgate-Palmolive-Peet Company caused 
thousands of salesmen and office workers to lose their jobs. 

The Effects of Permanent Shifts in Demand. Permanent layoffs are 
sometimes the result of permanent changes in demand. If the public refuses 
to buy a commodity, there is obviously no point in making it, and 
employers engaged in its manufacture are compelled to close down their 
plants. A striking example is the ship- and boat-building industry, which 
suffered a serious loss in demand following the close of World War I and 
as a consequence laid off some 337,000 men, but was revived by the press- 
ing need for ships to replace those sunk early in World War IL Social 
customs and fashions bring about changes that are often the despair of 
business men. Presumably because of the almost universal use of the auto- 
mobile, the demand for shoes has fallen off to an extent that has alarmed 
the manufacturers. Short skirts decrease the demand for dress goods, 
but react favorably on the sale of expensive hosiery. Bobbed hair destroys 
the market for hair nets, but provides an abundance of work for barbers. 
And so on. Professor Slichter believes that in at least twenty-three indus- 
tries a major reason, and perhaps the major reason, for the shrinkage 
in employment has been the contraction of markets. Among the industries 
that have been injured in this way he lists shipbuilding, agricultural 
implements, the manufacture of carriages, wagons, horse blankets, fly nets, 
horseshoes, harnesses, whips, buttons, pins, needles, hooks and eyes, hair 
pins, combs, Jewelry, cigar boxes, and sewing machines. 

Finding a New Job. We have spoken of unemployment of this kind 
as consisting of layoffs, Rnd have noted the fact that the 

workers who are laid off are not necessarily slated for permanent unemploy- 
ment. Many of them, after remaining idle for some weeks or mQnths, 



ECONOMIC INSECURITY: UNEMPLOYMENT 45S 

find nexv occupations in other industries. Some, and particularly those 
who are well along in years, may never again find steady work. But in any 
case they are probably permanently cut loose from the type of work to 
which they have been accustomed, unless they should be successful in 
supplanting other workers doing similar work in other plants, in which 
case it will be these ousted workers who suffer from permanent displace- 
ment. The worker who is laid off because of cyclical or seasonal fluctua- 
tions is likely to get his job back with the return of good times or the 
seasonal peak. But the victim of technological unemployment finds him- 
self in a peculiarly tight place, from which he may be able to escape only 
by starting his working career all over again, with not only a new em- 
ployer but a new occupation as well. 

The New vs. the Old Job. It seems probable that in most instances 
the new job is not nearly so satisfactory as the old. Both mental and 
physical changes, and usually changes for the worse, are wrought by 
technological unemployment. The worker’s confidence in his economic 
capacity is shaken, for the craftsmanship in which he placed reliance has 
been scrapped by the march of technical progress. His savings are con- 
sumed as, week after wmek, he looks for work, and he may have to ask 
for aid from relatives or even from charitable organizations or the public 
treasury. When he finally succeeds in getting a new job, it is fairly likely 
to represent a sacrifice in both self-esteem and income. For if, though 
formerly a skilled machinist, boilermaker, or woodw^orker, he must now 
accept employment as counterman in a lunchroom, gasoline station attend- 
ant, or night watchman, he can scarcely help feeling that he has lost 
caste, and his pay envelope will often supply concrete evidence that society 
regards his present occupation as less important than the work from 
which he has been ousted. 

The Absorption of Laid-Off Workers. Our economic system as a whole 
is able to absorb, to a large extent, the labor that is discarded by certain 
industries. New industries are continually springing up, and old ones gain- 
ing in importance. Automobile manufacture is the growth of some fifty 
years, and the commercial development of the radio has taken less than 
three decades. Forty years ago the motion picture industry was a mere 
infant. Air conditioning and television are, of course, of still more recent 
origin. These newer lines of economic activity, and some of the older 
ones as well, have made great gains in the past decade or two, and not 
only have provided employment for a large part of the ever-increasing 
supply of labor, but also have given work to many men and women who 
have been displaced by mechanical inventions, scientific management, 
mergers, and changes in consumers’ demands. Expansion in building 
construction between 1920 and 1940 drew 500,000 additional w^’orkers 
into the building trades; the increasing popularity of the automobile 
added some 700,000 new salesmen and garage workers, and 180,000 workers 
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in filling stations; and the development of the hotel and restaurant 
business has given work to possibly a half-iiiiliioii men and women since 
1920. Between 19S0 and 1940, there was an increase of 176,000 miscellane- 
ous sales people, 624,000 clerical workers, and nearly 600,000 chauffeurs, 
deliverymen, and similar wwkers. 

United States census figures show that there was an addition of 7,209,000 
to the total number of workers from 1920 to 1930 (and of 5,302,000 from 
1930 to 1940). This does not mean, however, that there were seven million 
more persons actually employed in 1930 than in 1920, for the census 
officials include as gainful workers all '‘persons usually working at a gain- 
ful occupation,” even though at the time of census- taking they may actually 
be out of work. There can be no doubt that the expansion of established 
businesses and the rise of new industries provide employment for large 
numbers of persons. But we cannot judge from our labor statistics whether 
developments such as these are capable of taking care not only of the raw 
recruits of our industrial army, but also of that large group of experienced 
workers (estimated at between two and two and one-half millions in the 
“normal” period 1920-27) to whom economic changes bring permanent 
layoffs. We shall again refer, later in the chapter, to the problem of placing 
workers who have been permanently laid off from their former occupations. 

THE STABILIZATION OF EMPLOYMENT 

The Inadequacy of Unemployment Data. Our inquiry into the nature 
and extent of unemployment has been hindered by the absence of full and 
complete statistics on the current volume of unemployment and on changes 
in employment that have taken place throughout the country. When the 
data used have related to millions of workers, they have almost always 
been estimates and not exact reckonings; and when they have dealt with 
small numbers, we could not be certain that our “samples” were sufficiently 
large and diversified to be representative of the general situation. Never- 
theless, the facts that are available indicate the seriousness of the prob- 
lem of unemployment and the importance of finding a solution to it. 
To most students of the question it appears that one of the first moves 
toward a permanent solution must be in the direction of reducing 
the volume of unemployment through the stabilization of business. 

Control of the Business Cycle.^^ In the case of cyclical unemployment, 
the achievement of stabilization is quite beyond the power of the individual 
enterpriser. It is true that business men could, if only they would, do 
something to bring about more stable business conditions by helping to 
prevent the “booms” of business activity which economists refer to as 
periods of prosperity. For, strange as it may seem, prosperity is the prin- 
cipal cause of depressions, and therefore of unemployment. In times of 
The problem dealt with in chap. 37 (voL ^). 
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prosperity, with rising price levels, profits are large and business men wax 
expansive. “Manufacturers produce goods more rapidly than they are con- 
sumed. Merchants load their shelves with inventories. The increased de- 
mand for funds for business leads to increased interest rates, with the 
consequence that new enterprises, like the construction of new buildings, 
which are dependent upon an ample supply of funds at low rates, are 
postponed. There thus ensues a period of reduced business activity and 
reduced employment. If, then, business men in general could be induced 
to hold their business in check when scientific statistical data indicate 
that the danger point is being reached, it might be possible to avoid 
great heights of prosperity and depths of depression, and thus lessen 
cyclical unemployment. But, since business is conducted for immediate 
profits, it seems highly improbable that many enterprisers would be will- 
ing to make the temporary sacrifice; and an attempt to stabilize business in 
this way w^ould be fruitless unless it were carried on by a large number 
of business men. Not only is a single enterpriser pow^erless to affect the 
general situation, but if he should check his own business in time of 
prosperity, when others did not check theirs, he would himself suffer 
financial loss without appreciably delaying the coming of crisis and depres- 
sion. 

Private vs. Public Control. The inherent weakness of private methods 
of controlling business cycles has led many persons to endorse the public 
control of the price level, in the belief that the stabilization of purchas- 
ing power wmuld result also in the stabilization of business activity, 
substituting for our violent cyclical changes in business a slow, steady ex- 
pansion of industry that would increase production only as fast as was 
necessary to meet the needs of growth in population and permanently 
rising standards of living. The soundness of this theory has not yet been 
tested in actual practice. It appears likely, however, that if business de- 
pressions and cyclical unemployment are to be eliminated, it must be 
through public, rather than private, control of credit, investments, or profits 
—or perhaps even through government ownership and control of business, 
So long as the profit motive remains uncurbed, it is hard to imagine 
an economic society free from business depressions, wdtli their heavy toil 
of cyclical unemployment. 

The Murray-Patman Employment-Production Act. During the past ten 
years there has been much talk of the possibility of providing “full employ- 
ment’' for all who are able and willing to work, even though it should 
require large expenditures on the part of the federal government to make 
jobs available for those who wmuid otherwise be unemployed. In Chapter 
37 W'C shall examine in some detail the line of reasoning wTich seems to 
convince many that unemployment could be outlaw^ed dirough goverii- 

■' Randolph',; 'Burgess,: 'Of the .Federal --Resen^e Bank . of ''NeW','' York .Survey 
Graphic, April,' 1929,' p.'', 23., ' 
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mental spending. At this point, we shall merely note the passage, in 1946, 
of the Murray-Patiiian Act, which President Truman called “the begin- 
ning of a fight for a healthy economy.” 

This Act declared it to be the government's responsibility (1) “to 
coordinate and utilize all its plans, functions, and resources for the 
purpose of creating and maintaining useful employment opportunities 
. . . for those able, ivilling and seeking to work,” and (2) “to promote 
maximum employment, production, and purchasing power.” Specifically, 
this new law authorizes the government to adopt an over-all national 
economic policy, and provides a moderate amount of machinery for 
translating this policy into action. The President, assisted by a Council 
of Economic Advisers, “will set national goals, review current economic 
trends and the effects upon employment of government activities, and 
make recommendations for a full employment program.” These recom- 
mendations will be transmitted to a joint congressional committee, and 
presumably will be given whatever consideration our national legislators 
deem appropriate. We shall not know for some time whether this recent 
piece of legislation will be of any assistance in reducing cyclical unem- 
ployment in this country. 

The Reduction of Seasonal Fluctuations. In the case of seasonal 
unemployment, on the other hand, individual attempts to control the 
situation give greater promise of success than public action. The ideal 
arrangement, from the point of view of steady employment, would be a 
spread of production evenly over the twelve months of the year. But 
there are forces that interfere with a neat system such as this. In some 
instances— as in the gi'owing of grains and fruits, the manufacture of 
raw sugar, and the canning of mackerel and salmon— it is the conditions 
of supply, and particularly the perishability of the good, that determine 
when production shall take place. But much more often production takes 
its cue from the conditions of demand, and experiences seasonal jfiuctua- 
tions because consumers insist on having large quantities of some kinds 
of goods at certain times of the year and will buy only small c|uantities 
at other times. 

One careful student of the subject concludes that “the causes of seasonal 
slumps are, for the most part, climatic; certain commodities enjoy a 
naturally good sale in cold weather, others in warm.”^^ Style, which is 
not wholly unrelated to weather conditions, plays an important part in 
some industries, and notably in the manufacture of clothing. The sale of 
toys and fireworks is naturally greatest just before Christmas and the 
Fourth of July, respectively. The lure of the outdoors and the bad radio 
reception often experienced in summer cause the sales of radio receiving 
sets to be six to eight times as great in the fall as in the spring months. 

Edwin S. Smith, Reducing Seasofial Unemployment, New Yotk, McGraw-Hill 
Book Company, Inc., 1931, p. 54. 
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Tradition sometimes affects the seasonality o£ a business; building con- 
struction, for example, though now carried on successfully in the winter, 
is still a business which has by far its greatest volume in mild weather. In 
all of these instances, however, it is the factor of demand that causes the 
industries to be seasonal. 

Examples of Seasonal Stabilization. Since this is true in most in- 
stances of seasonal fluctuation, it is the consumers, rather than the 
producers, who are responsible for the resultant seasonal unemployment. 
Occasionally the ultimate consumer can be induced by price reductions 
to buy at “off seasons” of the year, as, for example, in the case of anthracite 
coal, the price of which is lowered in the spring in order to stimulate 
sales. But the buying habits of consumers are hard to change, and though 
some concerns have been able to stabilize sales by price concessions and 
by advertising the year-round merits of their products, these are obviously 
schemes which are limited in their applicability. It appears that most 
persons “want what they want when they want it,” and refuse to be 
inveigled into buying at times suggested by the manufacturer or merchant. 

It follows, then, that whatever is to be done in the way of lessening 
seasonal unemployment must be done chiefly by producers and not by 
consumers, even though it is the spasmodic buying of the latter that 
causes the trouble. Some manufacturers have virtually eliminated unem- 
ployment by establishing equal monthly production quotas, urging whole- 
salers to buy somewhat in advance of actual needs (sometimes offering 
the inducement of price reductions, or billing the goods only as used), 
and storing surplus stock in warehouses until it can be disposed of. The 
Packard Motor Car Company, Procter and Gamble, the National Cash 
Register Company, the International Harvester Company, and at least 
some dozens of other companies have used plans of this type successfully. 
The method would not be feasible, of course, with products that are very 
perishable or subject to sudden changes in style. 

Another remedy which has possibilities of extension is the development 
of “side lines” that can be made during the slack seasons by the same 
working force as is used in the manufacture of the main product. The 
Beechnut Packing Company, which once packed only bacon, added peanut 
butter, chewing gum, crackers, and various kinds of canned goods to lit 
in with the highly seasonal packing of bacon. A concern manufacturing 
ice cream cones, which are consumed chiefly in summer, is now also 
making sugar wafers and candy bars, wdiich find their greatest market in 
winter. The S. L. Allen Company supplements the manufacture of agri- 
cultural implements with the production of children’s sleds at certain 
times of the year. The side line must be chosen, of course, with great 
care, for not only must it be something that the regular working staff 
can make, but it shoukl^ be a product that the Tegular sales force 
can sell. Otherwise, the whole purpose of the schemev will be, defeated* 
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Some, tlioiigli relatively few, concerns have adopted the so-called 
“flexible working week*’ for the purpose of reducing seasonal unemploy- 
ment. The National Suit and Cloak Company, a large mail-order house 
with branches throughout the country, used to have very great seasonal 
[iuctuations in their New York office. In remedying this situation, they 
reduced their normal working week to about forty-four hours. On this 
basis they established a flexible working week, so that in their peak 
periods they could work up to fifty-one hours and in their valley periods 
as few as thirty-nine hours; in other words, they distributed their load 
among their present people, without reduction of wages. The meat-packing 
house of George A. Hormel and Company adopted, in 1934, the practice 
of paying its workers in 52 weekly installments, regardless of the number 
of hours worked in any particular week; the Nunn-Bush Shoe Company 
also pays wages to its permanent employees in 52 equal installments; 
and the Procter and Gamble Company guarantees its employees, after 
two years of service, not less than 48 weeks of work a year.^® Other firms 
that use the flexible working week in some form or other are the Delaware 
and Hudson Railway, Leeds and Northrup of Philadelphia, and the 
Columbia Conserve Company. 

It should be noted that stabilization of employment by methods of 
this kind appears to be in conflict with the Fair Labor Standards Act 
of 1938 which requires the payment of “time and a half’’ for work done 
in excess of forty hours a week. Employers interested in stabilization are 
hoping that means may be found to resolve this apparent conflict. 

By-Products of Stabilization. These few illustrations give some idea 
of the efforts now being made to lessen the volume of seasonal unemploy- 
ment. It is fair to say, however, that thus far we have merely scratched the 
surface of this problem. The vast majority of employers have done little 
or nothing to stabilize production throughout the year. We may expect, 
however, to see an extension of the regularization of employment as 
business men come to realize that steady work for their employees is not 
only good ethics but good business as well. For the best workers tend to 
seek out those firms that provide regular employment through the year, 
and are even willing to accept hourly wages lower than the current rates, 
in order to enjoy a larger annual income. The assurance of steady work 
is also the proper antidote for “soldiering on the job,” which is frequently 
practiced in order to avoid temporary layoffs. 

This does not mean that we shall soon witness the total disappearance 
of seasonal unemployment. In dealing with commodities that deteriorate 
in quality when stored, that are affected greatly by frequent changes in 

excellent summary of efforts to stabilize employment is given in “Reducing 
Fluctuations in Employment,” No. 27 of Studies in Personnel Policy, Supplement to 
The Conference Board Management Record^ New York, National Industrial Conference 
'■Boards, 'November, :1940- 
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style, or are so bulky that storage charges are practically prohibitive, the 
possibilities of manufacturing for stock are seriously restricted, and in 
many cases are eliminated altogether. Professor Douglas, who has given 
much thought to the matter, believes that even if manufacturers and 
merchants could be persuaded to do their utmost to reduce seasonal 
fluctuations, it is highly improbable that the total amount of seasonal 
unemployment could be cut by more than one- third. This would be a 
great achievement, to be sure, but it would not solve the problem com- 
pletely, for it would still leave (according to Professor Douglas’s calcula- 
tions) a residue of something like 4 per cent, on the average, of our 
American workers deprived of income by seasonal fluctuations in business 
activity. 

The Handling of Technological Unemployment. Any attempt that 
might be made to reduce technological unemployment raises at once the 
perplexing question whether we should try to remove the causes of 
permanent layoffs, for, as we have seen, these causes consist chiefly of 
improvements in mechanical and managerial technicjue or of changes in 
consumers’ demand. It would scarcely seem desirable, from the social 
point of view, to interfere with the “good management which causes 
technological unemployment.” Better methods of production mean a 
larger social income, and no nation is as yet so surfeited with goods that 
it can afford to spurn additions to its volume of commodities and services. 
It would appear unwise, also, to undertake to block permanent changes 
in demand, for these changes represent shifts in consumers’ purchases made 
in the effort to maximize satisfactions. The decline of horse-drawn vehicles 
and the rise of the automobile were changes in demand which doubtless 
brought technological unemployment to carriage-builders, but the net 
gain to society in the way of better transportation facilities is beyond 
question. 

Technical Advance and the Volume of Employment. It must be re- 
membered, moreover, that technical progress does not necessarily lead 
to less work for the employees of the industry affected, or for workers in 
general. The improvements that are introduced may result in lowered 
costs and price reductions, bringing the commodity within the purchas- 
ing range of a much larger group of buyers and thus increasing greatly 
the quantity disposed of. This happy sequence of events would be pos- 
sible, of course, only in the case of goods for which the demand is elastic 
—the total amount expended for the commodity increasing with a re- 
duction in price. The automobile is a commodity of this type, and it is 
significarit that, though tremendous technical advances have been made 
in the field of automobile manufacture, the normal number of workers 
in that industry is now greater than ev^er before. If, because of techiiical 
improvements, the price is lowered in the case of a good for which the 
demand is less will be spent for that commodity than before. 
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but the unspent remainder will be available for the purchase of other 
goods. In this event not all of the old employees could expect to retain 
their jobs; those displaced by the changed conditions of production would 
have to look for work in other fields of economic activity. 

If monopoly control made it possible for the enterpriser to keep up 
the price of his product even though technical change had brought a great 
reduction in the costs of production, his larger profits would be spent for 
either consumers' goods or capital, and would thus tend to ''make work" 
in other industries for his displaced employees. The economists are 
correct, then, in their contention that the use of labor-saving devices or 
better methods of management do not permanently reduce the total 
volume of employment in society. But they may, and often do, throw 
men out of work temporarily, and with quite serious effects upon the 
individuals concerned. If the men laid off are the least desirable of the 
working staff (as is likely to be the case), if they are over rather than under 
forty-five years of age, and if (as usually happens) they refuse to believe 
that there is no chance of getting their old jobs back, the period of re- 
adjustment may cover many months. 

Planning for Technological Changes. But though there may be ample 
reason for insisting that industrial progress shall not be impeded, there 
is little justification for ignoring the plight of the workers whose loss 
through technological unemployment is coincident with society’s gain. 
Many employers, as well as others, feel that it is the duty of economic 
society to lend aid to workers who must make occupational changes be- 
cause their jobs have been wiped out by the adoption of better methods 
of production. One way to help is to plan ahead for the introduction 
of the new arrangement. The major discoveries in industrial technique 
do not ordinarily come into being overnight, but are developed gradually 
over a period of months or years. In every business there is a continual loss 
of employees, resulting from voluntary separations on the part of workers 
who think they see better opportunities elsewhere. It is often possible to 
take advantage of this fact, reducing the working force slowly by not 
hiring new employees to take the places of those who have resigned. By 
the time the new process goes into operation, the natural flow of labor 
from the plant has, in part at least, solved the problem of layoffs. More- 
over, the new device can often be introduced by degrees, as was shown 
by Fels and Company in the installation of soap-wrapping machines, 
each pf wdiich did the work of 250 women wrapping by hand. Two ma- 
chines were needed to handle the firm’s output, but the second was not 
put in until the staff of hand-wrappers had been depleted by death, mar- 
riage, and resignation— but not by discharge. It is doubtless true that 
industry cannot always be so considerate, but business enterprisers should 
be given to understand that there are certain obligations which they owe 
to their employees, and that society will not excuse technological un- 
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employment which might have been avoided through the exercise of fore- 
sight and advance planning. 

Aid in Making Readjustments. It is not too much to demand that 
business concerns, instead of casually turning workers loose to shift for 
themselves, shall first make a genuine effort to transfer them to other 
work in the same plant, and failing in this try to place them tvith other 
firms. Surely this much at least is due men and women who have cast 
their lot with a business establishment and in many instances have given 
long years of unstinted service to their employers. The problem is too 
involved, however, to be solved by employers alone. There is need of 
vocational guidance for the young, so that they may be warned against 
going into industries that are in process of shrinkage; need of employ- 
ment exchanges to offer encouragement and advice in the case of those 
unavoidably laid off; and need of retraining for those unfortunate work- 
ers who, because of conditions over wdiich they have no control, find their 
occupations gone beyond recall. There should be, then, the development 
at public expense of a definite plan for handling the many and difficult 
problems that the rush of technical progress is forcing upon us. 

PUBLIC EMPLOYMENT AGENCIES 

Cyclical, seasonal, and technological unemployment could all be lessened 
somewhat if provisions were made for placing the unemployed workers 
promptly in whatever jobs happen to be open. Even in periods of the 
greatest cyclical unemployment, there are some jobs that remain unfilled 
simply because the right men do not chance to apply for the openings. 
We have been remiss in not developing in the United States the ma- 
chinery for putting unemployed workers in contact with unfilled jobs. 
As a consequence, many workers, who could be placed satisfactorily under 
a sound system of employment exchanges, now walk the streets looking 
despairingly for openings which are unattainable only because their 
existence is unknown to the jobless. 

The Inadequacy of Private Employment Agencies. The agencies we 
now have for placing labor are far from adequate. There are, for example, 
several thousand private employment bureaus, but many of these are 
inefficient or dishonestly operated. Some bureaus charge unreasonably 
high fees, raise their fees in times of gi'eatest scarcity of jobs, split fees 
with the foremen who hire their applicants, and indulge in other highly 
objectionable practices. There are properly conducted private agencies, 
of course; but so flagrant have been the abuses and so inefficient the 
services rendered that fee- taking private agencies are not allowed to 
operate in certain countries. Some employers' associations maintain em- 
ployment offices, but experience proves that they are likely to degenerate 
into agencies for blacklisting active unionists and thus prove an obstacle 
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to Liiiioii organization and collective bargaining. Strong trade unions 
sometimes place tlieir members through employment offices of their own, 
but this arrangement is of no assistance whatsoever to the non-unionists 
who constitute the great bulk of American wage earners. Philanthropic 
institutions, such as the Young Men’s and Young Women’s Christian 
Associations, frequently attempt to find jobs for. applicants, but their 
scope of activity is necessarily limited.^® 

A Public Employment Service. Students of the problem of unemploy- 
ment are in general agreement that if we are to reduce unemployment 
to a minimum in this country, we must develop a system of public em- 
ployment exchanges that is large enough to cover the whole industrial 
United States. “Since the non-public agencies together fall short of meet- 
ing the quantitative needs of employment contract-making, since they 
leave important fields untouched which in the public interest should 
be provided for, and they are not well adapted to the requirements 
either of impartiality or of service on a coordinated national scale, we 
are led to conclude that the development of a national system of public 
employment bureaus seems to offer the greatest immediate promise of 
meeting the unified and growing wants of industry and the community. 

We Americans are not without experience in the business of finding 
work for the unemployed, for we established in January, 1918, the United 
States Employment Service, a public agency under the Department of 
Labor, which at one time had as many as 850 offices in operation through- 
out the country. Laboring under great handicaps, and with the opposition 
of private employment bureaus and the National Association of Manu- 
facturers,2i the Service placed about two and a half million workers 
during its period of greatest activity, the year 1919. Later, however, the 
federal employment offices were taken over by states or municipalities, 
and the national government’s part in the service was confined largely 
to providing federal aid and exercising general supervision over the 
several branches of the system. This arrangement was far from satisfactory. 
In many instances, the offices were poorly located and badly kept. The 
salary scale was usually inadequate, and the personnel often both incom- 
petent and indifferent. There was little or no coordination and coopera- 
tion between the various exchanges, and no uniformity in record-keeping. 
No serious attempt was made to enlist the support and patronage of 
business men, who could frequently have rendered invaluable aid in 
finding work for the unemployed. 

d® The pros and cons of private employment agencies are dealt with in some detail 
in Paul H. Douglas and Aaron Director, The Problem of Unemployment, pp. 266-281. 

20 S|; 5 el 5 y 3 ^;, Harrison, Public Employment Offices, New^ York, Russell Sage Foundation, 
l924,,p,'102;. 

21 The private bureaus wished, of course, to eliminate competition, and the National 
Association of Manufacturers charged the Service with wastefulness, inefficiency, and 
lbms: m'Tcmor:of union labor. 
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The Wagner-Feyser Act. These are some of the defects which, coupled 
with the abuses practiced by the private agencies, led to the passage of 
the Wagner-Peyser Act in 1933. This Act attempted to remedy the situa- 
tion by revamping the United States Employment Service, and having it 
operate a system of employment offices in cooperation with the states. 
There are public employment offices in every state, about 1600 in all, 
which provide free service to workers and employers. In some 3100 other 
places where there are no offices, representatives of the state employment 
service come at regular intervals to receive applications for jobs, to put 
employers in touch with suitable workers for job vacancies, and to render 
other services. In 1938, 1939, and 1940, this federal-state service registered 
some 45 million applicants for jobs, and made about eight million place- 
ments in private employment and two million in public employment. 

Nevertheless, this federal-state system of employment service has not 
been wholly satisfactory. It would seem better to have a chain of offices 
operated by the federal government than for the federal government 
merely to give encouragement and aid to employment offices initiated by 
the several states. Among other things, there is need for a central clearing 
house of information, so that openings may not go unfilled when there 
are workers in other states who are able and willing to take the jobs. A 
nationally operated system of public employment exchanges appears to 
be one of the prime essentials to the solution of the problem of unem- 
ployment. It should be noted that President Roosevelt by Executive 
Order placed the state employment offices under federal control on 
December 19, 1941. How’^ever, on July 26, 1946, President Truman signed 
a bill which provided for the return of these employment exchanges, as of 
November 16, 1946, to pre-war status under state control. 

PLANNED PUBLIC WORKS 

Another type of public aid that has been widely endorsed is the con- 
struction of needed public works in periods of business depression. In 
the past, we have been inclined to build our post offices and court 
houses, dig our sewage ditches and subways, and construct state and 
national highways when business in general was booming rather than 
during hard times. This custom is doubly wasteful. First, since prices 
are high in periods of prosperity, the cost of public works in these periods 
is correspondingly high. In the second place, and of particular importance 
in connection with unemployment, public construction, if carried on 
when business in general is depressed, would provide work for many 
thousands of jobless men. Moreover, the wages paid these men would 
constitute purchasing power for commodities in the making of which still 
'others ■ would V find.. 'employment. . 

' : .Possibilities . of Relief Through ; ^‘Public „ Works.*’ ' ^ It , . is , impossible .. to. 
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say just how iiiiidi relief might be afforded by the planning of public 
works so as to level off the peaks and fill in the depressions of private 
business. To begin with, it must be confessed that we know very little 
about the total volume of public construction work in the United States. 
The estimates run all the way from one billion to two and one-half billion 
dollars' worth of building annually. Doubtless some of this work is urgent 
and must be completed at once, but there is unquestionably a part— 
and again w’^e do not know how much— that could be delayed for a year 
or several years without social loss. If, during years of unusual business 
activity, a half or even a quarter of the work on public construction could 
be postponed and reserved for years in which employment is below nor- 
mal, the effect would be most salutary. Not only would poor business be 
boosted by the adoption of this arrangement, but good business would be 
kept from running amuck. “In substance this type of control over public 
expenditures for construction is analogous to the attempts of central 
banks to control the volume of credit and through that the volume of 
business activity. Both methods contemplate the avoidance of inflation- 
ary practice; and both, in order to be effective, must come to an arbitrary 
decision regarding the proper rate of expansion of business activity, of 
industrial output, of bank credit, or of whatever criterion of inflation may 
be chosen.”22 

Shortcomings of Planned Public Works. Our lack of data and the 
necessity of exercising arbitrary control are but two of the difficulties 
encountered in attempting to utilize the construction of public works in 
the stabilization of employment. Another obstacle to the smooth function- 
ing of the plan is the rather narrow range of jobs available in under- 
takings of these kinds. Though there may be an abundance of employ- 
ment for skilled workers in the building trades, and sufficient work to 
keep thousands of pick-and-shovel men busy, it does not appear just 
how our displaced salesmen, clerical workers, silk weavers, shoe operatives, 
and factory employees in general can fit into the scheme. Public 'works 
offer little or no direct aid to the women in industry whom unemploy- 
ment has left without incomes. Public construction, moreover, may be 
greatly needed in those sections of the country where unemployment is 
least acute, and may not be called for at all in areas in which the jobless 
are most numerous- Also, in some cases, much shifting of labor would 
be entailed, and this is both troublesome and expensive. 

Even more serious is the lack of centralization of authority for public 
building projects, and the consequent inability to control public works 
through a federal agency. Unemployment of the cyclical type is usually 
country-wide— sometimes world-wide— and to apply the suggested remedy 
of planned public works with full success in the United States would re- 

22Leo Wolman, Planning and Control of Public New York, National Bureau 

of Economic Research^ Inc., 1930, p. 173. 
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quire a central agency that not only knows of the contemplated public 
construction plans of the municipah county, state, and national govern- 
ments, but has the authority to modify these plans in the public interest. 
But the present situation is that the various governinental units control 
their own expenditures for public works, and ordinarily guard most 
jealously their rights in this respect. Since probably not more than 10 
per cent of the routine public construction work in this country is under 
federal direction, the difficulties of developing a unified system of planned 
public works are obvious. 

The several obstacles that appear to stand in the way of effective 
planning of public works for the relief of unemployment may eventually 
be surmounted. They are presented not as proof that a plan of this kind 
is unworkable, but simply to stress the fact that, despite the glowing 
optimism of its sponsors, this method of unemployment relief has yet 
to prove its feasibility. 

The Roosevelt administration provided an example of huge expendi- 
ture for public works— though, of necessity, hastily planned public works 
—for the purpose of relieving business depression and promoting recovery. 
Congress appropriated many billions of dollars for carrying on “relief 
work,’' which consisted of federal public works, conservation projects, 
highway improvement, non-federal public works, low-cost housing, rural 
resettlement, and light construction, mainly under the direction of the 
Public Works Administration and the Works Progi'ess Administration 
(later called the Work Projects Administration). In some instances, the 
work was of a strictly federal nature, such as the building of new post 
offices, but in many cases the government made outright grants to localities 
up to as much as 45 per cent of the cost of labor and materials on ap- 
proved projects, and lent the balance at 4 per cent interest. 

The chief object of these projects was, of course, to get money into 
circulation as fast as possible, to carry on undertakings which involved 
the use of labor (so as to reduce the number of the unemployed), and to 
provide relief in the guise of work rather than as a direct dole. Since 
this is true, and since the work done w^as not a part of a carefully planned, 
long-run program of public wwks, it is probably true, as critics of the 
Roosevelt administration have charged, that a large part of the billions 
of dollars spent on “made work” was spent uneconomically. It is likewise 
true, as all social workers know, that indirect relief of the kinds noted 
above is more costly than a direct dole, if considered solely on the basis 
of dollars and cents expended; but it may well be worth the extra cost 
to give men jobs that are not very productive of economic goods, if by so 
doing we can avoid the loss of morale that goes ■with the long-Gontiniied 
acceptance of charity. : ' 

experience with public works in .time of 
depression tells US little of what might be accomplished by means of a 
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thoroughgoing program of planning of the kind we discussed earlier in 
the chapter. The passage of the Murray-Patman Employment-Production 
Act suggests that the need for such a program has at last been recognized; 
and it is reasonable to suppose that we could, with the aid of the Presi- 
dent’s Council of Economic Advisers, do a better job of handling 
public works than we have yet done. Though employment increased in 
volume during the progress of the progiams carried on by the Public 
Works Administration and Works Progress Administration, it is impossible 
to say to what extent the decline in unemployment should be credited 
to these agencies. The fact that they provided direct employment to some 
millions of workers probably does not tell the whole story of their service 
in this respect. For the gain in employment in many businesses through- 
out the country must have been due, in large part, to the purchasing 

Table 27. Earnings of Persons Employed Under Federal Works 
Programs, 1933-1940, Inclusive 

(Source: Social Security Bulletiriy February, 1940, and January, 1941) 


1933 I 521,239,000 

1934 1,094,895,000 

1935 923,021,000 

1936 2,551,683,000 

1937 2,003,985,000 

1938 2,488,369,000 

1939 2,405,148,000 

1940 2,074,088,000 

Total. $14,062,428,000 


power placed in the hands of these publicly employed workers. The 
direct aid to workers, in the form of wages paid to persons employed 
under the federal work programs during years of severe unemployment, 
is indicated in Table 27. It will be noted that these earnings were ap- 
proximately 2 1/2 billion dollars in each of three years, and averaged 
more than 1^ billions annually over the eight-year period from 1933 
to 1940, inclusive. 

UNEMPLOYMENT INSURANCE 

But it is not enough to attempt to stabilize business, to provide for 
public employment exchanges in order to make the most of whatever 
work is available, and to try to increase the amount of employment when 
it is most needed by encouraging public construction in periods of busi- 
ness depression. Despite our best efforts along these lines, it is probable 
that we shall "have an unemployment problem on our hands for many 
years to come. This means that if we are to prevent distress and suffering 
in times of unemployment, we must undertake to provide the jobless 
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with incomes large enough to enable them to buy a sufficient amount of 
food, clothing, and shelter. 

Personal Provision and Private Charity. Heretofore we have gone on 
the comfortable assumption that the American workingiiiaii, if he was 
industrious and thrifty, could so arrange his finances as to make the fat 
years take care of the lean. But each recurrent business depression, with 
its appeals for help for workers and their families, demonstrates the 
falsity of this assumption. Ordinarily 'wt place the blame for lack of 
savings on the workers. *‘When the laborers' pockets are full, they forget 
that there is such a thing as empty pockets," is a common lament of the 
well-to-do. The fact is, how^ever, that the vast majority of our workers 
have never experienced the luxury of a financial surplus. Two studies of 
the National Industrial Conference Board-*^ (a business men’s research 
organization) present some illuminating data on this point. The first 
shows that the average weekly wage in manufacturing industries in 1927 
—when, it might be assumed, w^orkers w^ould be saving against possible 
unemployment in the future, such as that of the post-i929 depression— 
was $27.44, or $1426.88 for a full year of fifty-two weeks. The second of 
these studies estimates the average minimum cost of living in twelve 
industrial cities at $1556.^*^ For 1937, the Conference Board estimated 
the average full-time wages at $1407.64 (average w^eekly w^age, $27.07), 
and the cost of living at $1450. There is no need to point out the diffi- 
culty of providing for cyclical unemployment out of w^ages that, even 
in good times, are too small to buy a sufficient quantity of economic 
goods. Since these are average wages, there are some workers, of course, 
whose wages are more than adequate to take care of their minimum needs, 
but there are likewise some whose earnings in most prosperous times are 
too small to provide them and their families with a “health and decency" 
standard of living. It is true, of course, that wages are now^ higher than 
in 1927 or 1937, but so also are prices. The sad fact is that millions of 
American families are unable to save from their current incom : anything 
like enough to tide them over periods of unemploynient. 

When those who are always impoverished fall upon the specially hard 
times of unemployment, we have expected charitable organizations to 
look after them; and ivhen, as in the great depression of 1929, the resources 
of organized charity proved wffiolly inadequate, we have appealed to 
the public to contribute to relief funds. There are at least three serious 
objections to this method of procedure. First, the voluntary contributions 

23 Wages in the United States^ 1914 to 1927 (1928), and The Cost of Living in Twelve 

(1928) , National Industrial Gonference Board, New York. 

24 It is probable that these figures ^ present a more, favorable , picture than the actual 
conditions warrant. Professor Douglas estimated .. the average wage ior i 926 at 11376; 
and Professor tV. 1. King, for 1927, at |i205. Moreover, most social workers consider 
it impossible to maintain the hypothetical family of four in comfort for less than 
12000 a year, with prices at the 1926 level. 
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ai'e not always forthcoming, as is shown by the failure to raise a $5,000,000 
relief fund in Philadelphia to meet the urgent needs of 1930-31. Second, 
this plan does not conform to the generally accepted theory that in meet- 
ing public obligations the burden should be distributed on the basis of 
ability to pay. When giving is “voluntary,” some who could give millions 
give thousands or hundreds instead, and employed workers whose families 
need their entire earnings are virtually forced to give a day’s pay a 
month, or some other amount set by an employer who wants his firm 
to show up well in the published list of contributions. 

Finally, there is no disguising the fact that assistance coming from 
donations of this kind is charity, and no one who is able and willing 
to work should be humiliated by being asked to accept charity. Rather, 
he should receive whatever he gets as a right, and not as a gi'atuity. Per- 
haps the world does not owe anyone a living, but it may well be argued 
that it owes every man a chance to earn a living. Surely an industrial 
society which is so organized that men are denied the privilege of work- 
ing can properly be charged with the responsibility of maintaining those 
from whom the means of livelihood are thus withheld. This point was 
emphasized by Franklin D. Roosevelt in a speech made on the third 
anniversary of the passage of the Social Security Act of 1935, in which 
he said: “The millions of today w^ant, and have a right to, . . . the assur- 
ance that with health and the willingness to work they will find a place 
for themselves in the social and economic system of the time.”^^ 

When emergencies arise calling for the expenditure of large sums of 
money, this money, though perhaps borrowed immediately, should come 
ultimately from revenue derived from taxation. This is the one sure 
way of obtaining whatever funds are required, and the most likely way 
to spread the burden so that it will cause a minimum of sacrifice. In the 
case of unemployment funds, they should be paid to the jobless as a 
frank acknowledgment of society’s failure to measure up to its obligation 
to provide work for those who want it. And society can scarcely be said 
to be discharging this obligation with undue liberality when it gives 
(as, according to Professor Paul Douglas, it gave during the post- 1929 
depression) its involuntarily unemployed an average of $20 per month 
per family. 

The Principle of Unemployment Insurance. But a better plan for 
enabling the unemployed to survive hard times has been in use in 
Europe for a long time, and in the United States for something more 
than a decade. We refer to unemployment insurance, which aims to 
apply to the problem of unemployment the well-known principle of 
risk-spreading. Unemployment, like fire and death, is the portion of some, 
but not all, in a given period, but no one can predict with certainty just 
which members of the group will be afflicted. It is possible, however, to 

^^The New York August 16, 1938. 
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insure against the economic dangers of an evil such as iiiiemployiiient, 
through the regular collection of small premiums for all who might 
suffer temporary or permanent layoff and consequent loss of iiicoiiie,, and 
the payment of benefits to those to whom unemployment actually comes. 
The benefits that can be paid depend, of course, upon the size of the 
premiums, but care is always taken to see that these benefits are not so 
large as to make unemployment attractive to workers. 

In unemployment insurance, there is the possibility that the funds 
provided by collecting premiums may prove inadequate for the payment 
of promised benefits if the period of unemployment is unexpectedly 
extended and severe. This, indeed, was the experience of the British, who 
found it necessary, upon the exhaustion of their unemployment '‘reserves’' 
during the long siege of unemployment that followed the close of World 
War I, to pay relief benefits provided through receipts from taxation. 

Unemployment Compensation Under the Social Security Act of 1935. 
The passage of the Social Security Act in August, 1935, marked the first 
attempt of the people of the United States to provide unemployment 
compensation on a nation-wdde basis. Wisconsin and one or two other 
states had already adopted insurance of this kind, but the movement had 
been held back by the fear that in passing law^s that made unemployment 
insurance compulsory a state would place its industries at a disadvantage 
in competition with industries in states which had no such laws. 

The unemployment section of the Social Security Act solved this par- 
ticular problem by imposing a federal tax of 1 per cent for 1936, 2 per 
cent for 1937, and 3 per cent per annum thereafter, on payrolls in general 
throughout the United States. The federal government itself does not 
provide unemployment insurance, but it encourages the states to do so, 
by allowing employers to credit as an offset against their federal tax any 
amounts which they contribute under an approved state unemployment 
fund, except that the total credit may not exceed nine-tenths of the federal 
tax for any given year. This one-tenth of the tax, which must be paid 
to the federal government in any case, is used to assist the states in the 
administration of their unemployment plans. 

Since the employers in every state must pay a 3 per cent payroll tax, 
either to the federal government or to the state and federal governments 
combined; since the federal government has removed the fear of putting 
the employers of one state at a disadvantage in comparison with those of 
another, by making the tax nation-wide; since it offers the states financial 
assistance in paying the costs of administering their insurance plans; and 
since none of the money will be spent within a state unless a local unem- 
ployment insurance plan is adopted, it is evident that a state has much to 
gain, and little if anything to lose, by giving its people the protection of 
unemployment insurance. The, result, ^as -has. been charged by,, opponents 
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of the plan, is a system of unemployment compensation which is virtually 
forced upon the states by the federal government. 

Among the specific standards to which every state insurance plan must 
conform are the following: The benefits that go to the unemployed must 
be paid through “public employment offices in the state or such other 
agencies as the Social Security Board may approve”; all monies received 
by the states in their unemployment funds must be paid over at once to 
the Secretary of the Treasury, to be placed in the Unemployment Trust 
Fund, and all money withdrawn by the states from the Fund must be used 
solely for paying unemployment benefits; benefits must be paid to those 
who would otherwise be eligible if these unemployed workers refuse to 
accept new jobs (1) because “the position offered is vacant due directly to 
a strike, lockout, of other labor dispute,” (2) because “the wages, hours, or 
other conditions of the work offered are substantially less favorable to the 
individual than those prevailing for similar work in the locality,” or (3) 
because acceptance of the job involves signing a “yellow-dog” contract; 
and, finally, the states must reserve the right to alter the plans at will. 


Table 28. Annual Payments Made Under Federal-State 
Unemployment Compensation Program, 1938-46 

(Source: Social Security Bulletin, February, 1947) 


Year 

Total 

Payments 

1938 

$ 393,786,000 

1939 

420,298,000 

1940 

518,700,000 

1941 

344,321,000 

1942 

344,084,000 

1943 

79,643,000 

1944 

62,385,000 

1945 

445,866,000 

1946 

1,095,476,000 


Unemployment Compensation in Operation. By July, 1937, unemploy- 
ment plans had been adopted by all of the forty-eight states, the District 
of Columbia, Alaska, and Hawaii. By July, 1938, twenty-eight states were 
already paying unemployment benefits, and by July, 1939, the unemploy- 
ment compensation laws of all the states had been in force at least two 
years, so that all states had by that date attained full benefit-paying status. 

The total annual amounts that were disbursed in the form of unem- 
ployment benefits from 1938 to 1946, inclusive, are given in Table 28. The 
total benefits for the nine years amounted to more than three and 
a half billion dollars, with an annual average of $411,617,000. About 
thirty-six million persons have established “wage credits” under the pro- 
visions of the Social Security Act, and are thus made eligible to draw 
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benefit payments in time of unemployment. In 1946, 4i/2 million workers 
drew unemployment benefits. The average amount of benefit was $18.50 
a w^eek, the average period of benefit payments was 13.4 weeks, and a total 
of $1,095,476,000 was paid in benefits during the year. 

Shortcomings of the Flan. The principle of social security now seems 
to be firmly established in the United States. Says Fortune, following a 
1947 survey of public opinion on this issue: “Americans of every class have 
come to believe that it is the duty of the government to provide security 
for its people. Almost no one would like to weaken Social Security; indeed 
pluralities, or majorities, in every economic class and occupational group 
w^ould extend it.”-^ It seems clear that this federal-state provision for 
unemployment insurance falls short of meeting the needs of the country 
for protection against involuntary idleness. First of all, though some of 
the states do include all employees in their unemployment plans, the Social 
Security Act itself fails to cover those wmrkers who are employed in estab- 
lishments not having a labor force of at least eight workers for at least 
twenty days a year (each day being in a different calendar week), and 
workers who are employed by relatives. It excludes, also, all agricultural 
workers, domestic servants in private homes, officers and crews engaged 
in shipping in United States waters, public employees, and employees of 
non-profit-making organizations. Because of these exclusions, it is probable 
that not more than two- thirds of our “gainful workers’" enjoy unemploy- 
ment benefits under the Act. On this point, Franklin D. Roosevelt said, 
in 1938: “To be truly national, a social security program must include ail 
those who need its protection. Today many of our citizens are still ex- 
cluded from old-age insurance and unemployment compensation, because 
of the nature of their employment. This must be set aright; and it will 

be.”27 

Another weakness of the plan is its lack of uniformity as between the 
states. To the lawmakers of the individual states is left the vital matter 
of the degree of security the workers are to enjoy. The result is federal- 
state unemployment insurance of many varieties. The maximum pre-war 
weekly benefit payment w^as $15 in forty states (or Jurisdictions), $16 in 
five, and $18 in six; the minimum weekly payment (when specified) ran 
from $1.50 in North Carolina to $10 in California. But the weekly benefits 
actually paid in 1940 for total unemployment ranged from $4.68 in North 
Carolina to $14.14 in California, with an average of $10.57 for the country 
as a whole. The average annual benefits paid in 1940 were $100.15 per 
worker for the country, with a low of $42.60 in South Carolina and a high 
of $174.12 in California. Workers must usually be out of work for two to 
three weeks before benefit payments begin, and in most states the maxi- 
mum number of weekly payments a worker can receive in a year is sixteen, 

' / 2® fortune, March,:' 1947,, p. 18.' This survey, 'was cited also' in chap. 24. ' 

The ".'New York Times, August 16,, ■ ■ 
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tli/)ugli in five states it is twenty-six. The maximum benefits were raised 
in some states during World War II, and now go as high as |22 a week. 

It is reasonable to suppose that if industries can build up surpluses from 
profits for the payment of dividends in lean years, as they now do, they 
can likewise afford to contribute, and should be compelled to contribute, 
to unemployment insurance funds from which benefits can be paid in 
periods of enforced idleness.^^ The compulsory feature of the Social Secu- 
rity Act is important, for American experience has shown that employers 
are slow to adopt social insurance of any kind, unless required to do so. 
In only five states are the workers required to contribute to the unemploy- 
ment funds, so that the burden at present falls almost wholly upon the 
employers. But it seems desirable that the federal government also should 
contribute to the unemployment reserve funds, not only to make possible 
the payment of larger benefits, but also to emphasize its responsibility in 
failing to remedy cyclical fluctuations (which, as we have seen, are not 
directly chargeable to individual concerns) and to justify the control of 
these reserve funds by the government. Unemployment is not only a local 
but a national problem as well; and we feel strongly that unemployment 
insurance, like public employment exchanges, should be administered on 
a country-wide basis by a federal agency. 

The Railroad Unemployment Insurance Act of 1938. Three years after 
passing the Social Security Act, Congress produced a new unemployment 
compensation plan which applies to workers on railroads engaged in 
interstate transportation. This plan, as provided for in the amended Rail- 
road Unemployment Insurance Act, places a uniform 3 per cent payroll 
tax on employers, and grants benefit payments which are weighted in 
favor of workers in the low-wage groups. There are seven classes of benefits, 
ranging from $1.75 to $4 a day for time lost through unemployment, with 
a maximum benefit of $17.50 to $40 for any fourteen-day period. The 
maximum annual benefit for an individual worker is $175 to $400, depend- 
ing upon his classification. The million or more railroad employees who 
come under this plan are, of course, no longer covered by the provisions 
of the Social Security Act. 

This program of strictly federal unemployment insurance has several 
points of superiority over the federal-state plan which we have had since 
1935. It is uniform throughout the country, so that the workers who are 
covered receive benefits which are not dependent upon the liberality of 
state legislators. It pays benefits that are substantially larger than those 
paid under the provisions of the Social Security Act. It favors the lower- 
paid workers, upon whom unemployment usually falls most heavily. It is 

Dividends and interest paid in the United States were |428, 500, 000 greater in 1930 
than in 1929, while wage payments fell off $9,600,000,000, according to estimates of the 
Standard Statistics Company. 
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far simpler to administer than the Act of 1935, since it avoids the many 
complications which are inherent in a federal-state system. 

Need for a National Unemployment Program. The Railroad Unem- 
ployment Insurance Act seems to point the way for definite improvements 
in our broader system of unemployment compensation. For the sake of 
efficient and economical operation, our present hybrid scheme should be 
replaced by national unemployment insurance. In the interests of adequate 
compensation, without which an insurance plan is mere pretense, xve 
should increase the benefit payments until they at least equal those now 
prescribed for the railroad wmrkers. And in the name of common justice, 
we must expand the program to admit the large groups of workers who 
are now without protection against the hardships of involuntary idleness. 
The Social Security Board has urged that the coverage of the federal-state 
unemployment plan be extended to those wdio are not now included, that 
the maximum benefits for full-time unemployment be made not less than 
$25 a week, and that benefits be payable for a total of at least twenty-six 
weeks in a year.^o Under the provisions of the Servicemen’s Readjustment 
Act of 1944, commonly known as the ‘'G.I. Bill of Rights,” unemployment 
benefits of $20 a week, for a maximum of fifty-two weeks, were granted 
to veterans of World War II who had had at least three months of service, 
but this was a temporary expedient designed to aid the returned soldier in 
making adjustments to a peacetime economy.^^^ 

Conclusion. In dealing with the problem of unemployment, we have 
often been able to give only a page or two to the description of phases 
of the subject about wffiich whole volumes have been written. Our treat- 
ment represents, therefore, only the barest outline of the problem and the 
plans proposed for its solution. The seriousness of the unemployment 
problem is undeniable. So far as remedies are concerned, there is little 
that can be said with assurance. The truth of the matter is that we are 
just beginning to give this problem the attention that it deserves. What 
does seem reasonably clear is that in relatively few cases are the workers 
themselves responsible for unemployment or for the lack of savings to tide 
them over the period of enforced idleness. The responsibility lies, rather, 
with individual employers and especially with the industrial system as a 
whole. Consequently, it is the duty of business men and of the state to 
see to it that the volume of unemployment is cut down materially, and 
that whatever part remains shall not be allowed to bear too heavily upon 
those affected. It is believed that earnest attempts to stabilize business, to 
control the construction of public works, to improve our facilities for the 
retraining of workers, to provide jobs through public employment ex- 

9th Annual Report, 1944, of the Social Security Board, pp. 
so According to an Associated Press dispatch of March 8, 1947, jobless veterans had 
by that date drawn almost two billion dollars in unemployment benefits under this Act, 
and 217,841 former service men had entirely exhausted their special veterans’ unemploy- 
ment allowance. (T/ze New York Times, March 9, 1947.) 
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cliaiiges, and to develop a sound system of unemployment insurance, can 
do mucli to solve this most serious of the several problems of economic 
insecurity. 


1. “One of the distinctive features of modern economic life is the separation 
of the worker from ownership of the tools with which he performs his daily 
tasks.” What has this fact to do with the problem of unemployment? 

2. “The loss of a job may spell tragedy.” Why? Describe the sort of tragic con- 
sequences that result from the inability to get steady work. 

3. Distinguish carefully between the several types of unemployment. 

4. Summarize the unemployment situation in the United States in the post-1929 
depression, 

5. In what years in the twentieth century has cyclical unemployment been 
especially severe? 

6. Name several industries in which production is highly seasonal, and explain 
why it need be seasonal in these particular industries. 

7. Professor Slichter speaks of teclmologicai unemployment as consisting of 
permanent layoffs. Describe the most important causes of such layoffs. 

8. Stuart Chase has written an article about a gigantic new machine which 
turns out 10,000 automobile frames a day. “When those frames were made 
by the old 'hand' process,” he says, “it took 2000 men to produce 10,000 
frames a day. The machine has eliminated 90 per cent of the sometime oper- 
ating force.” 

a. What type of unemployment has been caused by the use of the machine? 

b. Is it probable that the displaced workers will be permanently un- 
employed? 

9. Are permanent layoffs and permanent unemployment synonymous? Explain. 

10. Explain Mr. Lewisohn’s statement that “unemployment may be due to bad 
management which creates seasonal unemployment or good management 
which causes technological unemployment.” 

11. If this statement is correct, should we not welcome rather than decry 
technological unemployment? 

12. Discuss the special difficulties that confront the worker who is made idle by 
technological unemployment. 

13. What is the goal of the Murray-Patman Act, and what is the nature of the 
procedure through which it is hoped to reach that goal? 

14. In what ways are private employment agencies inferior to a nation-wide 
system of public employment exchanges? 

15. What was the purpose of the Wagner-Peyser Act? To what extent has it been 
achieved? 

16. Discuss the public works programs of the federal government in the post-1929 
depression. 

17. What are the advantages of relief through public works as compared with a 
direct dole? The disadvantages? 

18. Describe briefly the unemployment insurance provisions of the Social Security 
Act .of 'i935.'.. ;■■■' 
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19. Discuss our experience with federal-state unemployment insurance from 1935 
to 1945, 

20. State the defects of this program of unemployment insurance. 

21. What can be said for and against a system of unemployment insurance, 
financed wholly by the employers • and the state, with benefits paid as a 
right of the unemployed and not as charity? 

22. In what respects is the unemployment insurance plan for railroad workers 
superior to the federal-state plan set up under the Social Security Act? 
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WE CONTINUE IN THIS CHAPTER OUR EXAMINATION OF THE PROBLEM OF 

economic insecurity, of which unemployment is a major item. In dealing 
with unemployment we considered men and women who are both able 
and willing to work, if only they are given the opportunity; but in the 
case of accidents, sickness, and old age, we direct our attention to those 
who either are physically incapacitated or have reached an age at which 
industry has no further use for them. The economic consequences are 
here much the same as the consequences of unemployment. Without jobs, 
whatever may be the cause, these “dislocated soldiers of industry” are 
likewise without incomes, and lacking incomes they are faced with the 
problem of needing economic goods but having no purchasing power. The 
problem here, therefore, as in all instances of economic insecurity, arises 
from the fact that human wants continue as long as life itself, regardless 
of whether or not the means of satisfying these wants are available. 

INDUSTRIAL ACCIDENTS 

The Terms “Accident” and “Injury.” In discussing the subject of 
industrial accidents, it is rather common practice to use the words “acci- 
dent” and “injury” as though they were synonymous. Mr. H. W. Heinrich, 
a leading authority on accident prevention, points out that this is by no 
means true, and that much confusion may be avoided by a correct use of 
the terms. ^ An accident, says the lexicographer, is “an event that occurs 
without one’s foresight,” whereas an injury is “any wrong, damage, or 
mischief done or suffered.” Happily, not ail accidents result in injuries. 
And yet, such data as we have relate almost exclusively to industrial 
injuries which are almost invariably referred to as industrial accidents. 
The significance of the distinction will appear in our treatment of the 
costs and prevention of accidents. 

Tile Number of Industrial Injuries. Our records of industrial accidents 

iH. W. Heinrich, Industrial Accident Prevention, New York, McGraw-Hill Book 
Company, Inc., 2nd ed., 1941, pp. 30-35. (We shall cite also, in several instances, the 
first edition of this work.) 
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are far from satisfactory. In four states (Arkansas, Florida, Mississippi, and 
South Carolina) no records are kept of industrial accidents or injuries, 
and in the other forty-four states the figures refer chiefly to injuries for 
which benefits have been paid under the workmen’s compensation acts. 
But a careful study of such information as we have leads to the estimate 
that there are some 17,000 fatal industrial accidents in the United States 
annually, 1,400,000 industrial accidents causing injuries that result in some 
loss of time, and more than 40,000,000 minor industrial accidents resulting 
in injuries that require but little attention. Since '‘for each accident pro- 
ducing a personal injury of any kind (regardless of severity) there are at 
least ten other accidents,”^ we arrive at the conclusion that some 400,000,- 
000 accidents occur in American industry every year. 

Direct and Indirect Costs of Injuries, If we try to express these indus- 
trial injuries in terms of monetary cost, the figures arrived at are appalling. 


Table 29. Direct and Indirect Costs of Industrial Injuries 
(Source: H. W. Heinrich, Industrial Accident Prevention, 2nd ed., pp. 52-61) 


Accident No. 

Type of Industry 

Direct Costs 

Indirect Costs 

1 

Building construction 

S209.00 

S 937.00 

2 

Hardware manufacture 

66.00 

275.00 

3 

Not specified 

0.00 

154.00 

4 

Woodworking plant 

59.00 

262.00 

5 

Machine shop 

11.00 

49.00 

6 

Trucking 

25.00 

140.00 

7 

Woodworking plant 

86.50 

379.50 

8 

Clothing manufacture 

50.00 

230.00 

9 

Drop-forge plant 

22.00 

107.00 




Total 

S528.50 

S2533.50 




Under compulsory state legislation, more than |240, 000,000 in benefits is 
paid out annually to those who have suffered industrial injury, or to their 
dependents, and more than $70,000,000 additional for medical services. 
But compensation payments represent only a fraction of the total costs. 
Professor Edison L. Bowers has estimated that all types of industrial 
injuries taken together cause an annual loss of more than 280,000,000 
working days, and a wage loss of over a billion dollars. When compensa- 
tion payments, wage losses, the costs of medical attention, and indirect 
losses in production are brought together, the total annual loss, Professor 
Bowers feels, can scarcely be less than four billion dollars. 

The importance of indirect as compared with direct costs of industrial 
injuries is frequently overlooked. It is easy to see that payments for work- 
men’s compensation and medical care for the injured are costs that are 
entailed by the failure to prevent accidents. But it has been found, by 


2 For , the caiculations; by which .these ''estimates .are reached, see „pp. 26,.' 27» 50,. 
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analysis, that these direct costs are not more than one-fourth as great as 
the indirect or “hidden” costs that must be met by the employer, but often 
are not charged against industrial accidents. The items of indirect costs- 
that is, those costs over and above payments for compensation and medical 
aid— are time lost by injured employees but paid for directly by the em- 
ployer, time lost by other employees (out of curiosity, sympathy, or desire 
to assist), time lost by foremen and superintendents, spoilage of material, 
breakage of tools, and so on. Table 29, which is made up from nine cases 
taken from actual experience, shows the monetary significance of the 
indirect costs of industrial injuries. With cases such as these before us, it 
is not hard to believe that the “by-products” of industrial accidents are 
four times as costly as the compensation and medical payments. 

We must not quit the subject of costs without reference to the human 
costs involved in industrial injuries. Costs of this kind are, of course, quite 
incalculable. It is true that state compensation laws undertake to evaluate 
arms, legs, eyes, and other scraps of human anatomy in terms of dollars 
and cents; but who would feel fully recompensed if he received in exchange 
for an arm, as he would in Ohio, a maximum of $18.75 a week for two 
hundred weeks? To the personal costs of suffering and lifelong physical 
impairment must often be added a serious loss in earning capacity, and 
consequently a lowered standard of living. Here are human costs that not 
only affect the injured man, but bear heavily upon his wife and children 
as well, as in the case of unemployment. 

The Causes of Industrial Accidents. Industrial injuries result from 
industrial accidents, but what are the causes of the accidents themselves? 
Until we have found the answer to this question we lack the knowledge 
essential to the prevention of industrial casualties of this sort. Nor is it 
enough to know that the injury was brought about by a fall, a blow, or 
an explosion. We must know what caused the fall, or blow, or explosion, 
before we can hope to prevent such accidents in the future. The best 
practice, therefore, in analyzing the conditions that lead to human injuries 
is to work back from the injury (“the wrong, damage, or mischief done or 
suffered”) to the accident (the “event that occurs without one’s foresight”) 
and thence to the cause of the accident, so that the cause may be removed 
and a repetition of the accident prevented. 

Contrary to popular notion, industrial accidents are not very largely 
the result of unguarded machinery, open elevator shafts, defective ladders, 
and other unsafe working conditions that might easily be remedied. It is 
doubtless true that such causes were once responsible for many and serious 
injuries, but progress in managerial methods and state legislation have 
wrought remarkable changes in the physical equipment with which men 
now work.^ In seeking the causes of industrial accidents, we cannot do 

3 As witness the elaborate and ingemous safety devices described by picture and print 
in H. W. Heinrich, Industrial Accident Prevention, Znd ed,, pp. 168-259. 
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better than examine a study of 75,000 cases analyzed by the Travelers 
Insurance Company. This investigation disclosed the fact that, according 
to the customary but improper method of analysis, 25 per cent of these 
accidents would have been charged to physical or mechanical causes in 
the plant, but that in reality many accidents falling within this 25 per cent 
were attributable, wholly or in part, to faulty supervision. The conclusion 
finally reached was that 10 per cent of the 75,000 accidents were properly 
chargeable to physical causes, and 88 per cent to supervisory causes, while 
2 per cent only were classed as unpreventable. 

Since the number of cases entering into this study was sufficiently large 
to constitute a fair sample of industrial accidents in general, we shall note 
very briefly the physical and supervisory shortcomings that accounted for 
these 75,000 accidents. The physical causes listed %vere unguarded or inef- 
fectively guarded mechanical, electrical, steam, and chemical conditions; 
congestion and faulty storage of materials; defective machines, tools, and 
materials; inadequate fire protection and exits, and unsafe floors and 
openings; improper ventilation, sanitation, and light; faulty layout of 
operations and machinery, and unsafe processes; and unsuitable dress 
(such as long sleeves and high heels) and the absence of goggles, gloves, 
and masks. The defects on the side of supervision w^ere faulty instruction; 
inexperience, lack of skill, ignorance, and poor judgment of employees; 
poor discipline, including disobedience and “fooling”; inattention and 
the distraction of attention; such unsafe practices as “chance-taking,” 
haste, and “short cuts”; mental unfitness, including fatigue, violent temper 
and excitability; and physical unfitness, such as bodily defects, w^eakness, 
and fatigue.^ 

Industrial Accident Prevention. Even though we assume that the cases 
investigated by the Travelers Insurance Company are strictly representa- 
tive, and that as a consequence 98 per cent of all industrial accidents are 
preventable, it is too much to expect that so high a percentage wall actually 
be prevented. “Some persons, and among them not a few safety engineers 
and government officials, feel that the limit has been reached in accident 
elimination; that information about injuries, both fatal and non-fatai, 
from now on, must be received as a matter of course. . . . But such an 
assumption seems to be unwarranted,” says Professor Bowers. Mr. Heinrich 
believes that “it is entirely possible and practicable to achieve at least a 
50-per<ent reduction in present accident frequency and accident cost and 
that this may be accomplished speedily with very little expenditure of 
money and by the use of executive machinery which is already estab- 
lished.”^ Even more optimistic was the Committee on Elimination of 
Waste in Industry of the Federated American Engineering Societies. The 
estimate of this Committee was that 75 per cent of all loss from industrial 


^'For the details of this impOTtant study, sqc ibid,, pp. 102-111. 
1st ed.,;, p., '64..; '■ 
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accidents could be eliminated if proper attention were given to accident 
prevention. 

Certainly the records of some of the achievements in accident prevention 
are most encouraging. The United States Steel Corporation eliminated 64 
per cent of its serious accidents in the period from 1906 to 1929, and 88 
per cent of loss-of-time injuries, thus saving 58,533 men from serious injury 
and 433,205 from injuries that would have caused them to lose some time. 
By means of accident preventi6n work, the Fisk Rubber Company saved 
10,120 men from injury from 1918 to 1929, preventing loss of wages to the 
amount of $700,000 and saving $300,000 in compensation insurance pre- 
miums. The Boston Elevated Railway succeeded in reducing the number 
of accidents, from 1927 to 1928, by 20 per cent, and in cutting the cost 
of accidents by 33 per cent.^ The effectiveness of accident prevention work 
is often reflected in the rates charged for workmen’s compensation insur- 
ance. For example, the quarry insurance rate in Pennsylvania is $3.60 per 
$100.00 of payroll; in Alabama, $4.77; Indiana, $5.32; Illinois, $6.57; 
Kansas, $7.44; Georgia, $7.76; Maryland, $7.99; and New York, $9.87. It 
can scarcely be doubted that the low rate in Pennsylvania, which is the 
lowest in the United States, is related to the admirable safety work con- 
ducted in quarrying in that state, and which in one two-year period 
brought a decrease of 22 per cent in fatal accidents and 14.5 per cent in 
non-fa tai injuries. 

We cannot undertake to discuss the details of accident picvention, but 
must be content to indicate the general principles which have been applied 
successfully in bringing about reductions in accidents and injuries. Mr. 
Heinrich lists four such principles: (1) the development of executive 
interest and participation; (2) accurate analysis of causes; (3) selection and 
application of remedies; and (4) the enforcement of corrective practices. 
The point of attack should be the accidents that occur, and not merely 
the injuries suffered. Not only lost-time accidents, but all accidents, 
whether or not they result in injuries, are worthy of investigation. If a 
workman falls but is not hurt, good practice demands that the cause of his 
fall be studied, since the fall constitutes an accident which, if repeated, 
might easily result in injury. “In prevention work, the importance of any 
individual accident lies in its potentiality of creating injury and not in 
the fact that it actually does, or does not, so result.’"^ Every accident, then, 
must be investigated and its cause determined, measures to prevent its 
recurrence must be devised and adopted, and the executives must see to 
it that the precautions prescribed are rigidly adhered to. It is only by 
strict adherence to a definite program that business concerns achieve great 
reductions in accidents and injuries such as have been cited. 

Workmen’s Compensation. But the best that can be done in the way 


^Ihid., pp. 8; 9. 

p. 88. 
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of preventing accidents will leave the problem only partly solved. For the 
total elimination of occupational injuries seems to be unattainable,, and 
so long as any industrial casualties of this kind occur there will be doctor’s 
bills to pay and families to provide for in the event of death or during the 
period of recovery. All the states but Mississippi have decided that the 
employers of the injured workers shall help to meet these expenses. In 
these forty-seven states (and also in the District of Columbia, Alaska, 
Hawaii, Puerto Rico, and the Philippine Islands), workmen’s compensa- 
tion laws have been enacted, requiring the employers to provide in advance 
for the payment of a proportion of "wages to their employees when the 
latter are unable to work because they have suffered industrial injury. In 
addition to these laws, there are two federal compensation acts— the Civil 
Employees Compensation Act, providing for payments by the government 
to any of its employees who may be injured, and the United States Long- 
slioremen’s Act, specifying the compensation to be paid by eiii]>loyers to 
longshoremen and harbor workers in case of industrial accidents resulting 
in injury. 

There are many workers in the United States, however, who are not 
covered by workmen’s compensation laws. Most of the state laws make 
no provision for farm labor, domestic help, and itinerant or casual 
workers. Workers in industries of special importance in particular states 
are in some instances deprived of this protection. Those employed in 
logging in Maine, cotton-ginning in Texas, and distilling in Kentucky are 
specifically excluded from the benefits of compensation laws; and some 
1,50(1,000 transportation workers, because they are in interstate and not 
intrastate commerce, are not covered by compensation legislation. Con- 
cerns employing not more than three "workers in Ohio, four in New York, 
and sixteen in Alabama, are not required by their respective states to pay 
compensation to injured employees, unless the employees are able to get 
awards through civil suits. Taking the country^^ as a whole, it seems prob- 
able that about 80 per cent of all the workers are given protection under 
the several compensation laws. 

The amount of protection enjoyed varies considerably from state to 
state. Disability benefits usually take the form of weekly payments, begin- 
ning after a waiting period of about seven days and extending over a 
specified lengtli of time. The laws specify that the payments shall consist 
of a certain percentage of the worker’s regular weekly wage. In this matter 
there is no uniformity between states, the percentage depending upon the 
liberality of the law, the type of injury sustained, and the number of 
persons being supported by the injured worker. In most states there is a 
maximum limit to the amount of the weekly payment that an employee 
may receive as compensation, with the result that the actual payment is 
often Gonsiderably less than the percentage provision of the law. The 
for '.example, may,' b.e 66.^,; and..tiie .maArimwm 
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week, in which event a worker whose regular wage is |45.00 would draw 
not 66% per cent of that amount, or $30.00 a week, in compensation, but 
only $20.00 (the maximum prescribed by law), or 44% per cent of his 
usual income. In a few states the maximum weekly payment is as high 
as $25. 

The number of payments that can be collected depends, again, upon 
the nature of the injury. In Ohio, the loss of an arm means 200 weeks of 
compensation; the loss of a leg, 175 weeks; of a hand, 150 weeks; a foot, 
125 weeks; an eye, 100 weeks; and a thumb, 60 weeks. In most states there 
is a maximum period for the payment of benefits, regardless of the serious- 
ness of the injury. The highest maximum that has been set is 520 weeks in 
Connecticut, and probably the lowest is the 150 weeks in Idaho. Moreover, 
it is customary to set a maximum monetary award for total or partial 
disability. This award is occasionally as high as $8000, but is usually con- 
siderably less. Maximum death benefits, under workmen’s compensation 
acts, range from $3000 to $15,000, and here again there is no uniformity 
as between states. The payments made to the United States government 
employees are somewhat more liberal than the compensation provided 
for by state laws. An injured government worker receives two-thirds of his 
regular wages (with a monthly maximum of $116.66) during the period 
of total disability, and after his return to work a payment amounting to 
two-thirds of the difference between his earnings before and after the 
injury. In many instances, of course, he is able to return to his former 
job or take a position equally well paid, in which case compensation stops 
immediately. It should be added that in thirty states the workmen’s com- 
pensations also cover all or certain specified occupational diseases. 

Proposed Changes in Compensation Procedure. No one who knows 
the facts can fail to see that the present situation is socially a vast improve- 
ment over the chaotic state of affairs that existed before the passage of 
workmen’s compensation laws. In those dark ages the payment of benefits 
was either voluntary on the part of the employer or contingent upon the 
injured worker proving in court that the employer was legally responsible 
for the accident and liable for damages. The uncertainties and costliness 
of litigation led to the frequent settlement of claims, out of court, for 
pitifully small sums. A major injury, such as the loss of an arm or leg, 
might result in the payment of a few dollars or hundreds of dollars, or at 
times in no payment at all; and there are many instances of death claims 
being settled for as little as $100, or even less. The elimination of the need 
to prove the employer’s responsibility, and the much larger awards that 
are now made, constitute real progress in the handling of this particular 
problem of economic insecurity. The fact that workmen’s compensation 
is now taken as a matter of course and is generally regarded as an essential 
feature of our industrial system is a striking illustration that sweeping 
changes in labor legislation may, when they are being made, give rise ; to 



ECONOMIC INSECURITY: ACCIDENTS 


483 


loud and bitter protests, and yet in comparatively few years be accepted 
as wholly beneficial to all concerned, for compulsory workmen’s compen- 
sation had its beginning in the United States only in 1910. 

But though the situation is greatly improved, our method of dealing 
with industrial injuries today is still far from perfect. For a system to be 
entirely satisfactory it must, first of all, provide abundantly for the eco- 
nomic needs of the injured worker and his dependents, and, in the second 
place, supply an incentive sufficiently strong to effect a steady reduction in 
the number and severity of injuries. In view of the amount of compensa- 
tion provided by the average state law, we can scarcely claim that we “pro- 
vide abundantly” for those injured by industrial accidents. Since the 
maximum weekly benefits range from $12 to $25, or S624 to $1300 per 
year, while the amount necessary for the maintenance of a minimum 
standard of living is set by experts at $1500 to $2000 a year, the inadequacy 
of the payments is obvious. Moreover, the maximum number of weekly 
payments and the maximum monetary award specified by law do not 
guarantee, by any means, that even the payments of $12 to $25 a week 
will extend over the whole period of disability. In twenty states only does 
compensation continue for life in the event of total disability. Medical 
service, which is provided for in the workmen’s compensation laws of all 
states, is often quite inadequate, being limited in some instances to a few 
weeks or months, and, again, by a maximum expenditure of a very mod- 
erate amount, say $150 or $200. Death benefits are definitely limited in all 
but seven states, amounting usually to about three times the annual earn- 
ings of the deceased. 

When workmen’s compensation first gained prominence in this country, 
it was hoped and confidently expected that the desire to keep insurance 
rates down to a minimum would lead employers to guard the safety of 
their workers so diligently that the number of industrial fatalities and 
injuries would be materially reduced. It is impossible to say definitely to 
what extent the introduction of workmen’s compensation has furthered 
the good work of accident prevention. Certainly the predictions made by 
the early champions of compulsory compensation have not been fully 
realized. Some excellent prevention work has been done, as we have seen. 
But in many plants production seems to be conducted in much the same 
manner as before, with little attention given to safety work, and insurance 
premiums charged against costs of production as a necessary and unavoid- 
able expense. It would appear, then, that employers in general are not 
yet convinced that it is cheaper to prevent accidents than to pay compensa- 
tion. We have failed, therefore, to meet the second requirement of a sound 
system of accident compensation, which, as we have already noted, is to 
provide an inducement that will lead employers to give proper attention 
to the prevention of industrial accidents. 

It seems probable that the goals of adequate compensatmn and accident 
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prevention can best be reached through the agency of a substantial in- 
crease ill compensation benefits of all kinds. This increase not only 
would add to the comfort of the injured workers and their families, but, 
unless it was accompanied by a sharp decline in the number and serious- 
ness of injuries, would inevitably be paralleled by a material increase in 
insurance rates. By making accidents very expensive to employers, it 
should be possible to arouse wider interest in thoroughgoing safety work. 
For the arrangement to work out satisfactorily, it would be necessary to 
continue the use of a principle now employed in many states— that of 
making adjustments in insurance premiums, so that concerns having a 
heavy casualty record are required to pay high rates, and those having few 
workers injured each year pay much lower premiums. In this way, the 
burden is placed where it rightly belongs, on the careless, irresponsible 
firms; and it is probable that, if the benefits were increased materially, 
the necessity of meeting these high payments would either force these 
unprogressive concerns to mend their ways, or drive them out of business. 

The extent to which benefits would have to be raised in order to pro- 
vide adequate compensation and stimulate accident prevention would 
be determined by careful investigation and experimentation. There is 
much to be said for continuing a man’s wage in full during the period 
of his total disability, so that he and his family shall not be compelled to 
lower their standard of living. If, upon recovery, he is unable to perform 
his old tasks and must accept low-paid work, he might well expect to 
have his loss made up by the payment of compensation benefits. There is, 
of course, the danger of malingering to be guarded against; but it is 
much more difficult to feign accidental injury than industrial illness, 
and this is a type of abuse that can be prevented very largely by an 
efficient system of medical examinations. Death benefits should certainly 
be increased materially, and should be based upon the capitalized earn- 
ing power of the deceased and the number and ages of his dependents. 

If it should appear that increases in benefits such as are here suggested 
would bear too heavily upon industry, the answer is that one reason— 
and a most important one— for making the increase is to render industrial 
injuries so costly that they will not be tolerated. If 50 to 75 per cent of 
our industrial accidents can be prevented, as experts firmly believe, and 
if accident prevention lies within the province of the employer, as it 
clearly does, then it is high time to bring pressure to bear upon American 
business men so that they will cease to ignore this vital problem. Doubt- 
less the best antidote for indifference is a heavy addition to the costs of 
operation of those employers who refuse to turn over a new leaf.® 

Rehabiiitatiou of the Injured. ''Prevention, compensation, and re- 
habilitation” is the battle cry of those who are warring against industrial 

8 An increase in benefits, of the type here outlined and for the purposes set forth, is 
strongly advocated by Professor Bowers* 



ECONOMIC INSECURITY: ACCIDENTS 


485 


accidents. Prevention, of course, would be the best of all possible solu'' 
tions of the problem. But complete prevention is apparently uiiattainabie, 
and in its absence there is sore need for compensation and rehabilitation. 
Of prevention and compensation we have already said enough, but we 
must not close our discussion without some reference to the possibilities 
of industrial rehabilitation. 

It is socially desirable that the victims of industrial accidents be 
accorded such treatment as will enable them to resume productive work 
promptly. In many instances, however, a complete recovery does not 
mean that the worker is ready for a job, for the seriousness of the injury 
may preclude the possibility of a return to the old occupation. The loss 
of a hand, an arm, or an eye may completely incapacitate a worker so 
far as the performance of his former duties is concerned. Rehabilitation 
is defined by law as “the rendering of a physically handicapped person 
fit to engage in a remunerative occupation.’' The great need for assistance 
of this kind is indicated by an estimate of the director of the Federal 
Board for Vocational Education to the effect that there are some 200,000 
persons permanently disabled in the United States annually. Some of these 
are hopelessly crippled and cannot work again, some are able to resume 
their old jobs fairly soon, and still others— estimated at some 55,000 
persons— need help in getting into employment by means of which they 
can support themselves. But the number of those actually rehabilitated 
is only about 10,000 a year. 

The work of rehabilitation is carried on by the states in cooperation 
with the federal government, by authority of the Civilian Vocational 
Rehabilitation Act of 1920. The states are granted federal aid on the 
basis of population, each state supplying from its treasury an amount 
equal to that provided by the federal government, and the task of training- 
workers for new occupations is carried on under the direction of the 
Federal Board for Vocational Education. Mr. J. C. Wright, former director 
of the Board, has outlined the work of rehabilitation as consisting of 
(1) locating the persons who need training, (2) advising with them about 
the kinds of jobs in -which they would be happy and for which they are 
fitted, (3) training them for the selected jobs, (4) finding openings for 
them in industrial plants, and (5) following up the cases for six months to 
two years to make sure that the rehabilitation has been satisfactorily 
completed. Strangely enough, those who need rehabilitation often have 
to be urged to accept the assistance which is available without cost. This 
fact probably accounts in large measure for the limited effectiveness ot 
the work, which at present is reaching only about 20 per cent of those 
who need aid of this kind. Rehabilitation work will doubtless increase in 
popularity when it becomes more wddely known that most o£ the men 
and women who have been rehabilitated are able to earn more after than 
before they ■ were disabled. The federal Social Security Act ,, recognized 
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tlie importance of this work by increasing by approximately two million 
dollars a year (beginning in 1938) the federal appropriations to be used 
for purposes of rehabilitation of the disabled. 

SICKNESS 

Sickness is very similar to unemployment and industrial injury in its 
economic consequences. The man who is without work from any of these 
three causes is likewise without income and, unless some system of aid 
has been provided, may gradually sink to the depths of poverty. In an 
economic sense, sickness and injury are even more serious than unemploy- 
ment, since they add the burden of medical costs to the worker’s regular 
expenses of maintenance. 

The Extent and Cost of Sickness. Our information on the extent of 
sickness in the United States, like most of our information on conditions 
of social welfare, is extremely meager. Here again, as in so many instances, 
we have to fall back upon estimates. But if these estimates come anywhere 
near the truth, we can no longer afford to ignore this phase of the prob- 
lem of economic insecurity. The National Health Survey of the United 
States Public Health Service estimated, from data collected in 1935-36, 
that “6,000,000 people in the United States are unable to work, attend 
school, or pursue other activities each day during the winter months on 
account of illness, injury, or gross physical impairment resulting from 
disease or illness,” that there are 22,000,000 illnesses disabling individuals 
annually for a week or longer, and that “close to 1^4 billion days are lost 
annually from work at home or in industry, and from school, through 
illness disabling for one week or longer.”^ Professor Abraham Epstein, 
who has written extensively on the subject, says that “from 2,500,000 to 
3,000,000 persons are ill in the United States every day.”^® Dr. Dublin 
believes that the total loss in current production runs to more than $1,250,- 
000,000 per year, and that another billion dollars must be added to cover 
medical costs. We may note, finally, the estimate of the Metropolitan Life 
Insurance Company (made public on December 3, 1947) that the common 
cold alone annually costs the American people $400,000,000 for medical 
treatment; $420,000,000 in lost wages; 60,000,000 work days lost to in- 
dustry; and 1,500,000,000 days of discomfort and reduced efficiency. 

The Need for Public Action. In view of these terrific economic losses, 
not to mention the human suffering involved in such widespread sickness, 
it is surprising that we have done so little in this country to remedy the 
situation. We have had, to be sure, anti-spitting laws and anti-tuberculosis 

^ An Estimate of the Amount of Disabling Illness in the Country as a Whole, 
Washington, United States Public Health Service, Preliminary Reports, Bulletin No. i, 
1938, pp. 1-3. 

10 Abraham Epstein, “Health Insurance~the Next Step,” in The New Republic, 
Eebruary'17,.1937, p. 33..h:, : 
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campaigns; health pamphlets issued by insurance companies and health 
hints written by newspaper columnists; a limited number of public clinics 
for the poverty-stricken, and free medical service for the employees of a 
few progressive firms; sick benefits through trade unions, and health insur- 
ance provided by a handful of employers. But our attempts to safeguard 
the average citizen against ill health, and to indemnify him for economic 
loss wdien sickness lays hold upon him, have been, on the whole, quite 
haphazard. 

There can be little doubt that our tradition of individualism has been 
a serious obstacle to the development of a program of health conserva- 
tion and insurance in the United States. Custom has decreed that who- 
ever can pay must meet his owm doctor bills, and, in the absence of 
ability to pay, either the pride of the needy or the unwillingness of 
doctors to work without pay has often stood in the way of sick persons 
getting much-needed medical attention. “Caught between two naiilstones 
—loss of wages and unbearably hea\qr sickness costs— the sick American 
wage earner first tries to get along wdth as little medical care as possible. 
When this can no longer be done, his alternative is private or public 
charitable medical relief. A compilation of sickness surveys in twelve 
communities in the United States, made by Dr. Michael M. Davis, dis- 
closed that from 25 to 30 per cent of the relatively serious cases of 
sickness had no physician’s care. In the rich city of Rochester, New York, 
39 per cent of the persons suffering from disabling illness had no doctor in 
attendance. The Committee on the Cost of Medical Care concluded: ‘Each 
year nearly one-half of the individuals in the lowest income group receive 
no professional medical care or dental attention of any kind, curative or 
preventive.’ 

Cooperative Health Service. In comparatively recent years, an attempt 
has been made to provide relief through the agency of cooperative 
systems of health service, enabling a family to provide for its medical 
needs by paying a stated sum over a specified period of time, say a year. 
For quite a while, the officials of the American Medical Association w^ere 
outspoken in their opposition to schemes of this kind, apparently wishing 
to keep their business relationships wdth their patients on an individual 
basis, and to charge for each item of service rendered rather than to make 
a set annual charge. However, there has been increasing insistence, on the 
part of both physicians and the public, upon the expansion of cooperative 
health service. The American Institute of Public Opinion made a survey 
in 1938, which showed that seven out of ten doctors favored the adoption 
of a plan which, through regular payments to a health fund, would assure 
necessary medical and hospital care to an individual or family; and that 
53 per cent of the population were willing to pay a satisfactory charge— 


^ibid., p, 35. 
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say, $2.00 a month per person — in order to be certain of having complete 
medical and hospital care when it was needed.^^ 

Another survey, made public in November, 1944, showed that 82 per 
cent of the persons polled thought that ‘‘something should be done to 
make it easier for people to get medical care when they need it’’; and 
that “68 per cent of the American people favor extending social security 
to cover doctor and hospital care, while 67 per cent would be willing to 
pay $3.00 a month if assured complete doctor and hospital care for them- 
selves and their families anytime in the future. Just a year later, 
President Truman addressed a message to Congress, asking that legisla- 
tion be passed to establish, among other things, a program for the pre- 
payment (through social security contributions) of medical costs, including 
medical, dental, hospital, nursing, and laboratory service; and declaring 
that “by preventing illness, by assuring access to needed community and 
personal health services, by promoting medical research, and by protect- 
ing our people against the loss caused by sickness, we shall strengthen 
our national health, our national defence, and our national productivity. 
We shall increase the professional and economic opportunities of our 
physicians, dentists, and nurses. We shall increase the effectiveness of our 
hospitals and public health agencies. We shall bring new security to our 
people.”^^ 

The Case for Socialized Medicine. Though cooperative health service 
would be a great advance over the situation that exists today, and would 
mean better health and longer life for many, it seems evident that many 
millions of our poorer citizens could not pay even the modest charge 
proposed in most plans of this kind. For those in the lowest income 
groups, adequate medical attention seems to be out of the question unless 
it is provided without any charge whatsoever. The advocates of socialized 
medicine argue that, since the public health is scarcely to be regarded 
as less important than general education, there is no good reason for not 
socializing our health service as we have socialized our grade-school and 
high-school education, providing medical advice and treatment and free 
hospitalization for all who need them, at the expense of the state. They 
even insist that, far from being a costly piece of social engineering, a 
health program of this sort would be a great money-saving venture, cutting 
down materially the loss in total national income which we now suffer 
because of sickness. That such a program, properly carried out, would 
reduce the death toll is indicated by the statement of Dr. Russell L. 
Cecil, of the Medical Society of New York State, to the effect that “25,000 
to 30,000 lives might be saved annually in this country if inexpensive or 
free pneumonia serum were generally and quickly available,'' 

New York Times, June 15, 1938. 

November 19, 1944. 
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In March, 1946, the Labor Government of Britain introduced into 
Parliament a national health program which proposed that government- 
financed medical and dental care be given to "all the 40,000,()0() people 
in England and Wales.” This bill provided for the public ovviiersiiip 
of all hospitals except those giving instruction to doctors, and free hos- 
pitalization for all patients who need it; the estabiislinient of new public 
health centers for hospital, clinical, dental, and specialist services, with 
free treatment and medicine; and eye examinations and the provision of 
glasses at no cost.^^ This program, which is scheduled to go into effect 
in 1948, is quite definitely socialized medicine (since it will provide for 
the needs of all citizens without payment), in contrast to the plan proposed 
for the United States by President Truman, who repeatedly stated that 
he was proposing not socialized medicine, but a prograrn which would be 
paid for “through expansion of our existing compulsory social insurance 
system.” The cost of the British program, estimated at $608,000,000 
annually, will be shared by national and local governments in the ratio 
of about five to one. However, the national government's payment will 
come out of the national social security fund, so that the plan, in its 
financial aspects, is not strikingly different from President Truman’s. It 
may be added that in Britain “all patients wdil be free to choose their 
own doctors, even their family doctors if [the latter] join the service; or, 
if they prefer to pay, there will be no ban on private practitioners and 
they can go on as before.”^® Reports from England are to the effect 
that “the bill, in its general outlines, has received universal approval, 
since the Conservatives and Laborites alike agree on the principle of 
comprehensive medical services free to everyone.”^® 

Wage Payments During Illness. Leaving, now, the question of wdiether 
medical and hospital care are to be provided individually, cooperatively, 
or socially, we shall examine briefly the problem of indemnifying the 
workers for the loss oLincome resulting from the inability to perform their 
daily tasks. There has been much argument as to whether this should 
be done at ail, and if so, to what extent and at whose expense. An examina- 
tion of the situation seems to indicate that sickness benefits should and 
must be paid to ailing workers, if we are to have a system of health preser- 
vation wmrthy of the name. Industrial workers usually feel that they can- 
not afford to quit their jobs on account of illness as long as they are 
able to keep going. As a consequence, we have many workers in our 
stores, offices, and factories who should be at home under a physician's 
care; and the result is that common colds, influenza, and other diseases 
take a far heavier toll than need be. 

. Until we make it easy for the sick worker to stay in bed, we have 
not adequately protected those who will have to work with him and ride 

. , Philadelphia March 22, 1946. 

' The New ■ York Times, MsLich l94cQ. . 
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beside liim in crowded street cars if he tries to carry on. We believe, 
therefore, that a sound public health program must include provision for 
the payment of sickness benefits that will permit workers to get rest and 
treatment in the early stages of their illness. The possibility of malinger- 
ing must not be allowed to interfere with this essential feature of health 
conservation, for there are ways of guarding against it, and even at its 
worst it is far less expensive than epidemics. President Truman’s proposal 
for health service recognized the need for provision against the loss of 
wages through sickness and disability, in these words: '‘A comprehensive 
health program must include the payment of benefits to replace at least 
part of the earnings that are lost during the period of sickness and long- 
term disability. This protection can be readily and conveniently provided 
through expansion of our present social insurance system, with appropriate 
adjustment of premiums.”^'^ 

Who Shall Pay the Bill? Many persons will consider it entirely fitting 
and proper for the worker to contribute to the health insurance fund, 
but some may object to the employer being taxed (as he would be under 
the Truman plan) for this purpose. So far as the inability to work is 
caused by occupational disease, the employer can rightly be charged with 
being largely responsible for the loss of time, just as in the case of indus- 
trial injuries; but only a part, and probably a minor part, of the illness 
of workers is attributable to the neglect of employers to provide sanitary 
working conditions. If the employer’s contribution to health insurance 
requires justification, it is doubtless best to place it on the ground of 
social expediency. Since the worker is to pay something, the most con- 
venient and least expensive method of collection is to have the employer 
hold back a specified amount of his wages. But since the worker cannot 
afford to meet the whole expense, it is expedient from the social point of 
view to let the employer also make a contribution. In most instances at 
least, this contribution will enter into the costs of production, and 
therefore into the selling price. In this way the employer will usually find 
it possible to shift the ,burden of health insurance to the ultimate con- 
sumers of his product. It should be observed that President Truman’s 
message to Congress implied that a part of the expense might have to be 
met from general revenues. 

Health insurance, it may be said once more, must he compulsory if it 
is to benefit those who need it most. With workers interpreting too literally 
the Biblical precept, “Take no thought for the morrow,” and with em- 
ployers none too willing to assume social responsibilities that involve 
money payments, it will not do to entrust so vital a measure as health 
insurance to the vagaries of voluntary acceptance. Its adoption, like that 
of workmen’s compensation and other forms of social insurance, must 
be enforced by the state. 


Ibid,, ’November 20, 1945. 
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OLD AGE 

For the worker who escapes or manages to survive unemployment^ 
industrial injury, and loss of time through sickness, old age lies in wait 
at the end of the trail. Flow ill equipped the average worker is to cope 
with this last great bearer of economic insecurity may be judged by 
reference to the figures we have already given relating to average yearly 
wages and minimum yearly expenditures in the United States. The pros- 
pect of living to a ripe old age is not so alluring when it is realized that 
two out of every three persons who attain the age of sixty-five in this 
country are from that time forth dependent upon others for support. 

The Extent of Old Age Dependency. It is estimated by the National 
Industrial Conference Board that 6.9 per cent of the population of the 
United States, or nearly 10,000,000 persons, were sixty-five years of age or 
over in 1940, and that die percentage will be 10.2 by 1970.^® About two- 
thirds of these persons are dependent upon public, private, or family aid. 
Nearly 70 per cent rely upon their children or other relatives for sup- 
port, the others being cared for through private and public relief, in 
and out of institutions. 

“Old Age” in Middle Life. In referring to persons sixty-five years of 
age and over, we have not meant to imply that this is necessarily the 
point at which old age sets in. The ability to render useful service is not 
restricted to youth and middle age. The old saying that a man is as 
young as he feels has much truth in it, for we can find abundant ex- 
amples of men who remain young at seventy-five and others who are 
worn out at forty. Many persons are self-supporting long after they 
have reached sixty-five; but it is unquestionably true that, as the years 
accumulate, the average worker finds it increasingly difficult to secure and 
hold a remunerative job. 

The situation has become particularly acute of recent years, for there 
has developed, on the part of business enterprisers, a growing reluctance 
to take on new w^orkers who are more than forty or forty-five years of age. 
Indeed, it is the policy of some concerns to limit the hiring age to 
tliirty-five years in the case of unskilled labor. Our census figures show 
that in agriculture, in small businesses, in professions, and in public 
service, this discrimination against the older workers has not been exer- 
cised extensively, but in the great extractive and manufacturing indus- 
tries the age limit has undoubtedly been declining steadily. ‘"At the High- 
land Park Plant of the Ford Company,” wrote Dr. Harry W. Laidler some 
years ago, “about three-fourths of the men were found to be under forty. 
It is practically impossible for a man over forty to get a job there, while 
men who have reached that age find difficulty in holding their jobs. In 

The '.Economic Aimamc, ' 1943-46,^ Hew York, National Industrial .GoaCeretice Board, 
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a recent investigation in certain steel mills, it was found that the average 
age of the steel workers was not far from thirty/’ The adoption of 
specific age limits is usually attributed to the lower wages of younger 
ivorkers; their greater speed, endurance, and adaptability; the higher 
cost of group insurance when older workers are included; the adoption of 
non-contributory pension systems; and the cost of workmen’s compensa- 
tion. (Of course, the manpower shortage of World War II changed this 
situation temporarily.) 

Despite the current practice of turning workers loose at an age that 
used to be thought the prime of life, the measures that have been taken to 
care for old age dependency have seldom provided for payments before 
sixty-five in the case of men, and sixty in the case of women. These were 
found to be the usual ages of retirement in a study of industrial pensions 
conducted by the National Industrial Conference Board. This means in 
reality that those able to hold their jobs until they attained the ages 
mentioned would then begin to draw pensions, other workers being dis- 
missed in the meantime as they appeared to their employers to be liabili- 
ties rather than assets. The public pension systems thus far inaugurated 
in the United States stipulate that payments shall not begin before 
the age of sixty-five, and in some instances not until the dependent has 
reached seventy years of age. If industrial workers are to be “scrapped” at 
forty, forty-five, or fifty, a pension that does not provide payments before 
sixty-five is clearly deficient. Unless the present tendency to discriminate 
against the older workers is checked, it will be necessary to revise our 
working concept of old age, and to define it as that age at which a worker 
is no longer wanted by industry and is therefore unable to secure even 
reasonably steady employment. 

Savings as Security Against Old Age. It is hard to dislodge from the 
minds of successful business men the notion that whoever is industrious, 
sober, and thrifty can himself provide against the various forms of eco- 
nomic insecurity. “When businessmen think of security for their businesses 
against the day of misfortune, they think in terms of surpluses,” said 
a former president of the National Association of Manufacturers in a 
public speech. “The building up of corporate surpluses ... is generally 
recognized as not only a sound principle of business, but a saving prin- 
ciple, and I see no reason why it is not as applicable and essential to the 
economic program of an individual as to that of a corporation. I cannot 
conceive of security of enduring character apart from the practice of thrift 
and energetic exercise of individual responsibility.”^^ This cheerful 
philosophy assumes that there are times in the life of every man when 

Elements of Industrial Pension Plans, New York, National Industrial Conference 
Board, 1931, p. 20. 

20 Jokn E. Edgerton, ‘"Principles of Economic Security,” in Annals of the American 
Academy of Political and Social 'Science, March, 1931, p. 70. 
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his income is greater than his necessary expenses: otherwise, he would 
experience considerable difficulty accumulating a surplus. But studies of 
wages and family budgets show the w^eakness of this fundamental assump- 
tion. If, as w^e have seen, the average wage in the United States is barely 
large enough to buy a “comfort’’ standard o£ living, it is idle to talk of 
setting aside surpluses to meet the emergencies of uneniployment, accident, 
sickness, and old age. 

We are not here suggesting that it is impossible for any tvage earners to 
save. The two and a half billion dollars in the “thrift accounts” of the 
Postal Savings System are evidence to the contrary. The unknown volume 
of workingmen’s deposits in savings accounts is further proof that very 
modest surpluses can be, and are, built up, at least temporarily, by the 
more fortunate wage earners. But the futility of asking 'wage earners in 
general to guard against economic insecurity by adopting the corporation 
plan of accumulating surpluses “out of their earnings during the days 
of profitable operation” becomes apparent when we recall that at times 
one-third of the wage earners in the United States receive only from 
$500 to $1000 a year each, while the incomes of another third range 
between $1000 and $1500.^1 

Trade Union and Industrial Pensions. Trade unions and individual 
business concerns have done something to relieve old age dependency 
by arranging to pension their members and employees, respectively. 
According to officials of the American Federation of Labor, nine interna- 
tional unions and six local unions are paying $4,000,000 a year to about 
11,500 pensioners. Figures from the United States Pauper Census indi- 
cate that 80,000 persons are receiving industrial pensions, with total 
payments estimated at from $50,000,000 to $60,000,000 annually. Through 
these two types of relief, therefore, about 90,000 dependents receive aid, 
amounting on the average to $350 a year for the trade unionists, and 
from $625 to $750 annually for the industrial pensioners. 

Pensions for Public Employees. A much larger number of old age de- 
pendents are taken care of under the pension systems provided for 
certain employees of the federal, state, and municipal governments. Givi! 
service employees of the United States government contribute 5 per cent 
of their basic salaries to a pension fund from wffiich, at the age of sixty- 
tw^o, they draw annual benefits that may go as high as $1200 or even 
higher. They are also protected against total disability prior to the age 
of retirement. In 1944, payments to the amount of approximately $86,- 
000,000 were made to some 85,000 federal civil service pensioners; and 

,21 In 1945, a year ,of huge production in the United States, 20 per cent of .American 
families had total incomes of less than $1000 each, 27 per cent of the family incomes 
ranged'from $1000 to,' $2000, and ,23 per cent from' $2000 to $3000. (Report for the Biisi- 
July ,25#"„1946, p, '4.) ■ 
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$ 138 , 000,000 was paid in benefits to 164,000 retired workers under the 
provisions of the Railroad Retirement Act, 

Public-school teachers form the largest group of state and' municipal 
servants now enjoying retirement privileges, though pensions have also 
been provided by these governmental units for certain other classes of 
workers. It is estimated that more than 800,000 public-school teachers 
come under the protection of state or municipal pension systems, and 
almost as many state and local employees of other types have protection 
under pension plans. Other pensioners in the field of public or semi-public 
service are war veterans, in certain classifications, to whom payments 
are made by the United States government; college teachers, who come 
under the retirement provisions of the Carnegie Foundation, or the an- 
nuity system of the Teachers’ Insurance and Annuity Association; and 
superannuated preachers and their dependents, who are provided for by 
the church boards of the several denominations. 

The Case for Industrial Pensions. The scattered data presented here 
are unsatisfactory in many respects, but they serve at least to show that 
federal, state, and municipal governments have recognized more fully than 
business enterprisers an obligation toward employees who are no longer 
capable of earning a living. This does not mean that employers are 
oblivious to the merits of industrial pensions, or that they have done 
nothing toward putting pension plans into operation. We have noted the 
fact that 80,000 retired workers are now drawing industrial pensions; and 
it has been estimated by Mr. A. D. Cloud, an authority on the subject, that 
probably 5,000,000 workers are covered by formal pension systems of 
the United States, besides those coming under informal plans. It seems 
probable, then, that some 20 per cent of all persons gainfully employed 
in industry are in some measure protected against old age dependency 
by the prospect of receiving pensions. But the protection is not complete, 
since only 30 per cent of the pension systems are contractual, comprising 
definite obligations to the performance of which the employer is legally 
bound. In many cases, whatever “rights” the worker may have are those 
of a pensioner and not of an employee. Usually the employer attempts to 
word the agreement in such manner that he is unhampered in granting or 
denying a pension, the worker being uncertain whether he wdll receive 
any benefits from the system until he is actually placed on the pension list. 
However, the employer’s “disclaimer” is often declared invalid in the 
event of litigation. 

There is no reason to suppose that many employers ivould fail to live 
up to the spirit of any pension system which they had voluntarily adopted. 
Indeed, the payment of pensions is coming to be regarded by our largest 
industries as a business proposition, and not an act of philanthropy. There 
has until recently been no legal obligation to adopt a pension system 
for superannuated workers, but the truth is that these aged workers have 
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been recognized by enlightened concerns as '‘drags upon production/’ and 
many enterprisers have believed it too costly to keep them at their accus- 
tomed tasks. Of course they might have been discharged, but the thought 
of “firing” employees who have grown old in service is repugnant to most 
employers, and, moreover, this sort of practice tends to break the morale 
of those who remain. But many concrete advantages accrue to the employer 
who adopts a pension system, not the least of which is a reduction in labor 
turnover. It is probable, indeed, that a pension plan cafi pay for itself by 
increasing the continuity of service. 

The Need for Compulsory Pensions. Despite the benefits that a busi- 
ness enjoys through the operation of an industrial pension plan, the 
adoption or rejection of a pension system cannot safely be left to the 
individual enterpriser. In this, as in all types of social insurance, com- 
pulsion is an essential feature; for if the proposed measure for relief is 
put on a voluntary basis, there will inevitably be unprogressive employers 
who will ignore it completely. This lesson was long since learned by the 
nations of Europe, to whom social insurance of various kinds is now an 
old story. No important country has voluntary old age insurance today; 
but there are at least tw^enty-five countries operating under compulsory 
systems, with pensions paid from general funds to ivhich employers and 
employees, and sometimes the state as well, contribute. 

Old Age Annuities Under the Social Security Act of 1935. The Social 
Security Act (as amended in August, 1939) provides for a system of 
annuities to be paid to workers over sixty-five years of age who have 
aided in building up a fund by making periodic payments in their earlier 
years. It also provides payments for certain dependents and survivors of 
such workers. The basic annuity plan consists of a contractual arrange- 
ment between the federal government and the worker who contributes to 
the fund. The annuity which the worker receives in his old age is his by 
right and not by grant. It is his regardless of whether he has or has not 
other sources of income; and it is his to spend, save, or give away, as he 
may choose. 

This annuity scheme is a federal and not a state plan, and applies to 
all workers in certain trades throughout the United States. It is financed 
by taxes or contributions made by both employers and employees, dating 
from January 1, 1937. This annuity plan, like the unemployment insur- 
ance arrangement provided under the Social Security Act, does not apply 
to agricultural workers, domestic servants in private homes, officers and 
crews engaged in shipping in the United States waters, and employees of 
non-profit-making organizations. Individual enterprisers, such as self- 
employed farmers, professional men, and small shopkeepers, are not 
covered by the plan; nor are the 24,000,000 housewives or the millions of 
others who do not rate as “gainful workers.” Business concerns that have 
" had '.their own private pension systems in the" past .have in many,' cases. 
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coordinated tlieiii with the terms of the Social Security Act, instead of 
abandoning the private plans. Indeed, the number of private pension 
plans has increased since 1935. By January, 1947, 1,324,496 persons were 
drawing old age or survivor benefits, and the Social Security Board 
estimates that between 3 14 and 5 million aged men and women will be 
receiving these kinds of monthly benefits by 1960. The total amount of 
such payments in the year 1946 was $329,156,700. About 35 million persons 
are now making contributions which will eventually lead to the receipt 
of old age or survivor benefits under the provisions of the Social Security 
Act. 

Both employers and employees were required to contribute to the 
annuity fund 1 per cent of the first $3000 of wages or salaries received 
from 1937 to 1942, inclusive, with increases in this percentage from 1943 
to 1949, wdien the tax will have reached 3 per cent each for employer 
and employee,^^ or a total of 6 per cent of the taxable portion of the 
latter’s earnings. As in the case of unemployment insurance, the payments 
made by both employers and employees will doubtless be shifted, in large 
part, to the ultimate consumer, appearing in the form of higher prices. 
Up to this time, the receipts have been considerably greater than the 
disbursements, so that the Federal Old-Age and Survivors Insurance Trust 
Fund, as it is called, now amounts to $6,615,000,000. But later the dis- 
bursements may exceed the receipts, so that the Trust Fund may even- 
tually be exhausted, making it necessary to finance benefit payments in 
part from current taxation. 

The benefit payments received by the wmrkers vary from $10 to $85 a 
month, depending upon the amount of the individual worker’s average 
monthly wage up to $250 a month. The basis of calculation is the worker’s 
“primary benefit,” which is found by taking 40 per cent of the first $50 
of his average monthly wage, adding 10 per cent of the balance up to $250, 
and then adding 1 per cent of this sum for each year since 1937 (when 
the law became effective) in which he received $200 or more in wages. Let 
us take the case of a worker in a covered occupation, whose average 
monthly wage since 1937 has been $200 and who reached the age of sixty- 
five in 1947. His primary benefit—the amount of his monthly old age 
benefit— -is computed as follows: Forty per cent of $50, or $20; plus 10 
per cent of $150, or $15; plus 1 per cent of the total, $35, for each of ten 
years, or $3.50; giving this worker after 1947 a total benefit of $38.50 a 
month, which he will receive as long as he lives. The payment of 
benefits began in 1940 for insured workers who reached the age of sixty- 
five in that year. 

Payments for Workers’ Dependents and Survivors. Under the 1939 
amendment of the Social Security Act, provision was made for monthly 

--The tax was actuaily /‘frozen” at 1 per cent in 1943, instead of being raised as 
originally planned, and was still set at that figure in 1947. 
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payments to certain dependents of the retired worker or for specified 
survivors upon his death. These payments are based on the worker’s 
primary benefit, which is the personal annuity he receives regardless of 
any family responsibilities he may have. However, if he is married, his 
wife (if she is sixty-five years of age) is entitled to an additional payineiit 
amounting to one-hali the primary benefit; and each child under sixteen 
(or under eighteen, if in school) is granted a similar payment. This would 
mean, for the hypothetical worker whose primary benefit was calculated 
in the preceding paragraph, a total family income of S57.75 for himself and 
wife of sixty-five or over; or a total of S77.00 if they had a child of seven- 
teen or eighteen still attending school. But it would not mean $96.25 if 
they had two such children; for the law limits a family income to twice 
the amount of the primary benefit, or 80 per cent of the worker’s average 
monthly tvage, or |85.00, whichever is the smaller. 

The payment for dependent children ends at age eighteen, but the 
wife’s payment continues as long as she and her husband both live. If she 
survives him, her payment is increased 50 per cent— that is, it becomes 
three-fourths of the primary benefit instead of only one-half. If a worker’s 
wdfe is under sixty-five at the time of his retirement, she does not draw 
benefits until she reaches that age; she then receives one-half the primary 
benefit if her husband is living, and three-fourths if he has died. A type 
of benefit knowm as ‘‘wddow’s current” is available for the widow (regard- 
less of her age) of any deceased insured worker who has in her care a 
child or children of her deceased husband, and who also meets certain 
other requirements. Dependent parents of sixty-five who outlive a worker 
are entitled to survivors’ payments if the insured has left no widow or 
young child. The benefit in this case is one-half the primary benefit for 
each dependent parent. 

In December, 1946, the average monthly benefit paid to retired workers 
was 124.60; to wives of retired Tvorkers, $13.00; to children, $12.55; to 
aged widows, $20.20; to wddows with a child or children (widow’s cur- 
rent), $20.10; and to dependent parents, $13,15. 

Federal-State Old Age Assistance. This system of compulsory annuities 
relieves many of our workers of the fear of a wholly penniless old age. It 
leaves but meagerly protected, however, those workers whose average 
monthly incomes have been very low; and overlooks entirely, as we have 
seen, the w^orkers in many occupations whose daily tasks do not bring 
them under the provisions of the Social Security Act, Such persons are 
entitled to support in their declining years, as w^e have acknowledged 
through the maintenance of almshouses or poorhouses, which now, 
happily, are giving way to more humane and less costly methods of caring 
for the aged. 

For a good many years, prior to 1935, about a dozen of our states 
provided old ' age' pensions Tor their citizens. These navments -were not 
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annuities,, such as we have described in the preceding section, but allow- 
ances for old persons with no other source of income. In general, the age 
at which payments began was sixty-live to seventy; the maxwium allow- 
ances of the several states ran from |250 to $360 a year; and there were 
residence requirements ranging from one to fifteen years of residence in 
the country, and from ten to fifteen years in the state. 

In an attempt to extend old age assistance to the destitute aged through- 
out the country, the framers of the Social Security Act of 1935 included 
in its provisions the payment by the federal government of one-half of 
payments made by any state to its needy aged, up to the total of $30 a 
month, or a maximum contribution of $15 a month by the federal govern- 
ment per individual; and the amendment to this Act in 1939 raised the 
maximum federal contribution to $20. This means at least some assistance 
to the indigent aged in the states which accept the terms offered by this 
section of the Act, and all the states have done so. However, the needy 
do not always receive as much as $40 a month, for some states have decided 
upon smaller maximum allowances. The grants in 1945 varied from a 
high of $47.42 in California to a low of $11.58 in Kentucky, with an 
average of $30.69 for the country as a whole. In 1946, approximately ttvo 
million persons were paid some $800,000,000 in old age assistance of this 
kind. 

These payments are clearly in the nature of charity, being paid avow^edly 
to destitute persons only, who are required to prove that they have no 
other source of income. This seems to us to be a disadvantage. We believe 
that federal provision should be made for either an annuity or an old 
age allowance for every person of sixty-five or over, whose total income 
from other sources does not exceed a stated amount, say $400 a year. We 
propose, in other words, that everyone in the country shall enjoy the 
protection of a guaranteed old age income. The aged person would col- 
lect, then, from the annuity plan to which he has contributed, or from the 
old age assistance plan, but not from both. The public allowance for 
those without annuity provision should be of such size as to insure at 
least a minimum of comfortable subsistence, and should vary with changes 
in the price level. We believe that dependence upon old age provision 
of this kind should not involve a loss of self-respect on the part of the 
recipients, and we see no reason for any greater stigma attaching to the 
acceptance of an industrial annuity or public allowance than now attaches 
to the acceptance of free public school training or police protection. 

We referred, a little while back, to the costliness of caring for dependents 
in almshouses and similar institutions. Old age assistance is more economi- 
cal, largely because the operation of poorhouses entails very high costs of 
administration, sometimes amounting to more than 50 per cent of the 
total appropriations for these institutions. After eight months’ experience 
with old age assistance in Pennsylvania, the commission in charge reported 
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that the total cost of the system in that state would not exceed $5,000,000, 
and added that for that sum “we would be able to take care of more than 
three times the number of people now supported in our almsliouses, upon 
which institutions we are now making an annual cash expenditure of 
approximately $6,000,000/' Through the adoption of a comprehensive 
system of old age assistance we have the opportunity not only to repay 
a debt, long since overdue, to the aged men and women whose labors 
have swelled the incomes of the well-to-do, but also to handle humanely 
and economically a problem wdiich has been dealt with largely in a 
barbarous and wasteful fashion. 

Further Federal-State Aid to the Needy. The amended Social Security^ 
Act has provided for further assistance for the needy. Blind persons who 
cannot support themselves are cared for under a prograni which is very 
similar to the federal-state old age assistance plan that we have described. 
The federal government contributes as much as the state toward the 
benefit payment of each blind dependent, wdth a maximum of |20 a 
month for the federal half of the total benefit. Benefits of this kind to 
the blind amounted in 1944 to $25,000,000. The government also makes 
contributions equal to those of the state, to be used in caring for needy 
children who are living with a parent or other close relative. The maxi- 
mum total payment is $18 a month for the first dependent child, and 
$12 a month each for additional dependent children in the same house. 
Of these amounts, the federal government pays $9 and $6, respectively. 
In 1944, payments for dependent children amounted to $135,000,000. 

Conclusion. The limitations of space have made it impossible for us 
to give to the problem of economic insecurity the thorough examination 
which, by virtue of its social consequences, it deserves. We have looked 
into the matter sufficiently, however, to understand that the problem con- 
sists of maladjustments over which the worker has no control— maladjust- 
ments which, nevertheless, cut off his income and thus deprive him of 
purchasing power that he must somehow secure if he and his dependents 
are to have the necessities of life. 

We have proposed that whatever aid is required shall be provided, 
either directly or indirectly, by the community of which the worker is a 
member. In this country, the “community” wall in some cases be the 
state and in other cases the nation. The means by wbich aid may best be 
rendered appears to be social insurance of appropriate types. We believe 
that premiums covering insurance for unemployment, industrial accidents, 
sickness, and old age are legitimate costs of production, so far as these 
forms of maladjustment are unavoidable. The consuming public should 
expect to pay, and be walling to pay, prices that include these necessary 
costs; and it is inevitable that, in the long run, irreducible costs for social 
insurance wall enter into the selling price of any good into the competitive 
productioii ; of ' which. , labor protected by compulsory , social insurance,: has 
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entered. Consequently, such insurance will not, in a given industry, impose 
a burden upon those concerns which succeed in reducing unemployment 
to a minimum, safeguarding their employees against accidents and sick- 
ness, and so conserving the strength and skill of their workers as to make 
it unnecessary to pension employees until they have reached an advanced 
age. It is only those firms that fail to duplicate the performance of such 
socially-minded concerns that, by reason of high insurance premiums, will 
be forced to bear any part of the burden of social insurance; and, as we 
have suggested, this penalty of high costs will provide the incentive to 
lessen the maladjustments that give rise to these high costs. 

It is probable that there will always be some members of society who, 
because of physical or mental defects, cannot be expected to support 
themselves. Unfortunates of these kinds will have to be cared for at the 
public expense, unless they have friends or relatives who are able to look 
after them adequately. But as for the great mass of industrial workers 
who are anxious to be self-supporting, we believe that, in general, it is 
both fair and feasible that the industries with which the workers ally 
themselves should be made responsible for providing economic security. 
Once a wmrker has attached himself to an industry, this industry should 
be made to contribute to a fund from which he will receive an income 
when he is not working, just so long as his idleness is not voluntary. In 
times of unemployment, he should receive unemployment benefits; if 
incapacitated by accident or sickness, he should have “compensation” or 
“sick pay”; and when, by reason of the infirmities of old age, he is no 
longer able to perform his daily tasks, he should have either an annuity or 
old age assistance provided by the state. 

Ordinarily, the cost of industrial security may properly be levied against 
the industry that is involved, but in certain instances, as we have already 
suggested, it may be better for the state or federal government to make 
the payments directly to those entitled to them, from funds collected 
through steeply graduated taxation. In either case, we believe that the 
community should definitely accept the responsibility for providing, 
directly or indirectly, a substantial income to all members of society who 
are willing to work but who, because of circumstances wholly beyond their 
control, are unable to command the purchasing power needed to buy the 
necessities of life. 


1. It is said that confusion in the use of the words “accident” and “injury” 
leads us to give less attention to accidents of all kinds than they deserve. 
Explain. 

2. Distinguish carefully between “direct” and “indirect” costs of injuries, and 
give some idea of the relative monetary significance of the two. 
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3. It has long been believed that most industrial injuries are caused by the 
failure to provide safe physical conditions of work. Argue that this belief 
is or is not sound. 

4. How might the cause of accident prevention be advanced through modifica- 
tions of the benefits paid to injured workmen under the provisions of the 
workmen's compensation laws? 

5. “It would pay society in dollars and cents to provide free medical and 
hospital service for all who need it, and to require employers to pay sick 
benefits to ailing workers.” Examine critically the facts upon which this state- 
ment is based, and decide whether they are or are not adequate. In other 
words, determine whether the above conclusion is warranted by the facts 
that are presented. 

6. What is the attitude of the medical profession in general toward socialized 
medicine? 

7. “Sickness benefits should and must be paid to ailing workers.” Argue pro 
and con. 

8. What relationship, if any, do you see betw’een '‘old age'' in middle life and 
technol ogica I une rnp I oy rneti tf 

9. To what extent does dependent old age exist in the LTnited States at the 
present time, and what measures have been taken to care for the destitute? 

10. Discuss the possibility of handling the problem of old age maintenance by 
means of savings accumulated during working years. 

11. The champions of social insurance usually insist that it must be of the 
compulsory and not of the voluntary type. What grounds are there for 
believing that voluntary social insurance would not meet the needs of the 
situation? 

12. Outline the old age annuity program w4iich was provided for in the amended 
Social Security Act. 

13. Discuss the manner in w^hich, under the Act, grants may be made to dependents 
or survivors of an insured wwker. 

14. In wdiat respects does federal-state old age assistance differ from federal 
old age annuities? Why is it thought desirable to have two types of old age 
provision? 

15. “Too much is being expected of government. Louder and louder the voice 
of the demagogue is sounding through our land, and bolder are becoming 
the forces of resistance to orderly procedure. The number of those who openly 
confess their communistic dreams is still relatively small, even though it has 
been growdng in this season of discontent. . . . From such conditions and 
sources there naturally come, and -will probably continue to come until the 
conditions have passed, proposals for public unemployment insurance and 
other schemes in the name of charity to subtract from private responsibility 
and add to that of the government.” 

In the light of this statement, criticize the proposals for social security 
that were made in the present chapter. 

16. Unemployment, industrial injury, sickness, and old age have been dealt wdth 
as phases of the general problem of economic insecurity. What have these 
four items in common that makes it possible to consider them as parts of the 
one,' broad',' problem? ' 
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IN THE PRESENT CHAPTER AND THE ONE WHICH FOLLOWS, WE LOOK INTO THE j 

distribution of the national income among individuals, families, and j 

groups, with special reference to the problem of economic inequality. j 

The existence of inequality of this kind is apparent even to the least J 

observant. In most instances, perhaps, this knowledge comes to a person |j 

through observing that his economic status does not compare favorably |j 

with that of certain other persons. Nearly every man is painfully aware, 
at one time or another, that his dwelling, his automobile, or his theater 
seats are inferior to those of some other members of society, and readily 
understands, in most instances, that the fault lies in the leanness of his 
purse— that is, in the inadequacy of his money income. Relatively few, 
however, realize the extent of inequalities in income in the great industrial 
nations, and still fewer give serious thought to the consec|uences of these 
ineciualities, which gravely affect many phases of human life. 

The truth is that economic inequality, as it exists in the United States 
today, means poverty for many in this land of plenty, and largely invali- 
dates the American tradition of equality of opportunity. Inequality breeds 
inequality, and thus perpetuates a condition that keeps some persons 
from attaining the full development of their abilities, and from competing 
effectively with others of equal talents whom fortune has cast in happier 
roles. The problem of economic inequality, as tve see it, will be solved 
only when society has insured equality of opportunity for all its members, 
so far as this can be accomplished through the removal of artificial obstacles 
to the full development and utilization of personal capacities. 

vSOME' DATA ON DISTRIBUTION OF INCOME 

Statistics on the distribution of income in the United States, like so many 
kinds of economic statistics, are available only in fragmentary form. We 

shall, have to manage with figures ■ which, .though, admittedly unsatisfactory 

in some respects, . serve nevertheless to. indicate the major groups , of ■ in- 
comes in this country, ranging from those' too small to buy even, a ‘'health • ■ 
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and decency’^ standard of living to others so huge as to encourage the 
most extravagant spending. The most recent large-scale, detailed study of 
American incomes is the analysis made by the National Resources Com- 
mittee of data gathered in a nation-wide survey of consumer purchases.^ 
The ‘‘sample” covered some 300,000 families and a much smaller number 
of single men and women, and included incomes of all kinds. From 
these data, estimates were made of the incomes received, in the twelve- 
month period from July, 1935, to June, 1936, by the country’s 29 million 
families of two or more persons and the 10 million single persons living 
alone or as lodgers. 

These estimates, which are presented in Table 30, give a fair picture 
of the extent of economic inequality in a mid-depression year when 
production in this country was about 75 per cent as great as in the 
“normal” year of 1926. Though the amounts of income are different in 
“good” and “bad” years, the “distribution spread” is not radically differ- 
ent (as may be seen by comparing statistics for 1918, 1929, and 1935- 
36), and the existence of inequality would be apparent from the study of 
income figures for any year. If the reader should question the desirability 
of considering “families” and “single individuals” together, he will be 
interested in the Committee’s comment in this connection: “Such treat- 
ment is justified by the lack of a sharp distinction between the two 
groups from the standpoint of the receipt and use of income. The 
diversity among the consumer units that make up the 29 million families 
is fully as great as that between families as a group and single individuals. 
An income of $1000 a year means, to be sure, one thing to a single man 
or woman and another to an average family of four. But it also has 
quite different meanings to the family of two persons and to the family of 
eight. These two major groups of consumer units can therefore be com- 
bined, at each income level, to show . . . income distribution for the 
nation as a whole. ”2 

^National Resources Committee, Consumer Incomes in the United States: Their Dis- 
tribution in 193 5 6 j, Washington, Government Printing Office, 19S8. 

A less fully detailed estimate of incomes in the United States, for the highly abnormal 
year of 1945 {Report for the Business Executive, July 25, 1946, p. 4), is given below: 


Income Distribution in the United States, 1945 



No. of Families 

Per Cent of Total 

Income in Billions 

Per Cent of Total 
Income 

Under $1000 

9.2 millions 

20 

$ 4.9 

'4 

$1000-$2000 

12.4 

27 

19.4 

16 

$2000-$3000 

10.6 

23 

27.8 

23 

$3000-14000 

6.9 

15 

25.4 

21 

$4000-$5000 

3.2 

7 

14.5 

12 

$5000-$7SO0 

2.3 

,5 i 

13.3 

11 

$7500 and over 

1,4 

3 

15.7 

13 


46.0 

100 ' 

$121.0 

100 


^Ibid.y pp. 4, 5. 
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This study by the National Resources Committee indicates that the 
most prosperous 1 per cent of the income receivers got more than 13 
per cent of the total income, the most prosperous 3 per cent got 21 
per cent, and the most prosperous 10 per cent got more than 36 per 
cent. It shows, also, that 87 per cent of the income receivers in this 

Table 30. Distribution of Families and Single Individuals 
AND OF Aggregate Income Received, by Income Level, 

1935-36 


(Source: Study of Consumer Purchases, Bureau of Home Economics) 



Families and Single 





Individuals 


Aggregate Income 

Income Level 


Per 

Cumu- 

i 

! 

Per 

Cumu- 



Cent at 

lative 

Amount 1 

Cent at 

lative 



Each 

Per 

(in thousands) 

Each 

Per 



Level 

Cent 


Level 

Cent 

Under $250 

2,123,534 

5.38 

5.38 

$ 294,138 

0.50 

0.50 

$250-1500 

4,587,377 

11.63 

17.01 

1,767,363 

2.98 

3.48 

S500-S750 

5,771,960 

14.63 

31.64 

3,615,653 

6.10 

9.58 

$750-11,000 

5,876,078 

14.90 

46.54 

5,129,506 

8.65 

18.23 

|1,000-$1,250 

4,990,995 

12.65 

59.19 

5,589,111 

9.42 

27.65 

SI, 250-11,500 

3,743,428 

9.49 

68.68 

5,109,112 

8.62 

36.27 

$1,500-$1,750 

2,889,904 

7.32 

76.00 

4,660,793 

7.87 

44.14 

Sl,750-S2,000 

2,296,022 

5.82 

81.82 

4,214,203 

7.11 

51.25 

$2,000-$2,250 

1,704,535 

4.32 

86.14 

3,602,861 

6.08 

57.33 

S2,250~$2,500 

1,254,076 

3.18 

89.32 

2,968,932 

5.01 

62.34 

$2,500-13,000 

1,475,474 

3.74 

93.06 

4,004,774 

6.76 

69.10 

S3,000-S3,500 

851,919 

2.16 

95.22 

2,735,487 

4.62 

73.72 

$3,500-S4,000 

502,159 

1.27 

96.49 

1,863,384 

3.14 

76.86 

S4, 000-14,500 

286,053 

.72 

i 97.21 

1,202,826 

2.03 

78.89 

S4,500-S5,000 

178,138 

.45 

97.66 

841,766 

1.42 

80.31 

15,000-17,500 

380.266 

.96 

98.62 

2,244,406 

3.79 

84.10 

$7,500-$10,0000.... 

215,642 

.55 

99.17 

1,847,820 

3.12 

87.22 

$10,000-$15,000.... 

152, *682 

.39 

99.56 

' 1,746,925 

2.95 

90.17 

$15,000-$20,000.... 

67,923 ^ 

.17 

99.73 

1,174,574 

1.98 1 

92.15 

$20,000-$25,000.... 

39,825 ^ 

.10 

99.83 

889,114 

1.50 ^ 

93.65 

$25,000-130,000....: 

25,583 : 

.06 

99.89 i 

720,268 

1.22 

94.87 

|30,000-$40,000.... 

17,959 

.05 

99.94 ! 

641,272 

1.08 

95.95 

$40,000-150,000.... 

8,340 

.02 

99.96 

390,311 

.66 

96.61 

$50,000-$100,000.. . 

13,041 

.03 

99.99 

908,485 

1.53 

98.14, 

$100,000-1250,000.. 

4,144 

.01 

100.00 

539,006 

.91 

99.05 

S250,000-$500,000.. 

916 

a 


264,498 

.45 

,99.50 

|500,000-$1,000,000 

240 

a 


134,803 

',.23 

99.73 

$1,000,000 and over 

, ' 87 

a 


157,237 

.27 

100.00 

'AE levels.. ... ... 

.,39, 458, .300 

! 100.00 

I 


$59,258,628 

o 

q 

o 

o 


Less' than''. 0.005 of one per cent. 
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country in 1935-36 had incomes of less than $2500 for the year, 65 
per cent had incomes of less than $1500, 42 per cent had less than 
$1000, and 14 per cent less than $500. 

A further set of figures, to which we shall have occasion to refer in 
the next chapter, is given in Table 31.^ We see here that the larger the 


Table 31. Percentage Distribution of Total Incomes in Income Tax Returns for 
1936, BY Net Income Classes, Showing Distribution Between Incomes from 
Wages and Salaries and from Property 


(Source: United States Treasury Department, Bureau of Internal Revenue) 


Net Income Glasses | 

(thousands of dollars) 

Percentage from 
Wages and Salaries 

Percentage from 
Property 

Under 5 (estimated) 

70.22 

29.78 

5- 10 ! 

48.72 

51.28 

10- 25 

36.37 

63.63 

25- 50 

26.24 

73.76 

50- 100 

19.29 

80.71 

100- 150 

15.08 

84.92 

150- 300 

9.97 

90.03 

300- 500 

5.96 

94.04 

500-1000 

2.36 

97.64 

1000 and over 

1.09 

98.91 



income, the smaller is the proportion of the income that comes from 
wages and salaries, and the larger the proportion from property. For 
example, almost 49 per cent of the incomes ranging from $5000 to 
$10,000 a year are made up of wages and salaries, while slightly more 
than 1 per cent of the very largest incomes (1 million dollars and over) 
represent payment for personal services. Wages and salaries, then, form 
only a slight part of the incomes of the very wealthy, but are increas- 
ingly important as we move down the income scale, and comprise prac- 
tically the whole income of the great mass of the gainfully employed. 
Returns from the ownership of property, on the other hand, are of 
almost no significance in the incomes of the “working classes,” but provide 
more than one-half of the total incomes of all persons receiving $5000 or 
more annually, and ah overwhelming proportion of the incomes of 
the very wealthy. Thus we see that there are great inequalities in the 
distribution of wealth, as well as in the distribution of income. However, 
we should always bear in mind, when considering economic inequality, 
that our system of steeply graduated federal income taxes takes from 
those in the upper income brackets a large percentage of their total in- 
comes, and our federal estate tax and state inheritance taxes do a good 
deal by way of redistributing huge accumulations of Aveaith, as is 
shown in Chapters 30 and 44. 


^Statistical Abstract of the United States, 19 p9, p. 188. 
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THE CONSEQUENCES OF ECONOMIC INEQUALITY 

But of wiiat significance are these inequalities in the distribution of 
income? Is there any evidence to show that they result in hardship or 
injustice? May they not, indeed, be beneficial rather than iiarmful to 
society? It is questions such as these that we shall now undertake to 
answer, by attempting to interpret economic inequality in terms of 
standards of living, economic security, educational opportunity, legal jus- 
tice, and the control of government. 

Economic Inequality and Standards of Living. In the present day and 
age, no one is likely to dispute the statement that there is a dose relation- 
ship between money incomes and standards of living. Indeed, we may 
say that a man’s standard of living consists of the total economic goods— 
commodities and services— that he can buy with his money income. The 
data on incomes that w^e have just examined show dearly that tliere are 
•wide variations in incomes in this country, and it is c|uite apparent that 
standards of living in the United States and other countries vary almost 
as greatly as incomes. It is a far cry from the scanty diet of the poor to 
the overloaded tables of the rich, from the thin soles and threadbare 
clothing of the many to the fur coats and diamonds of the few, from 
the dingy rooms of most of our w'age earners to the palatial residences 
of our multimillionaires. It is small ^vender that tve find pale, scrawny 
children on the East Side of New York, and ruddy, plump boys and girls 
on suburban estates. We are speaking here of great extremes, to be sure, 
but between these extremes are gradations in standards of living that run 
the whole gamut from genuine privation to satiety. It is evident, then, 
that with inequality in incomes goes inequality in standards of living. 

Many attempts have been made to determine the amount of income that 
is necessary to provide for the basic needs of a family of five. Such an 
estimate, which was called a “Minimum Health and Decency Budget,” 
was published by the United States Bureau of Labor Statistics in 1919,^ 
and has been brought up to 1940 by the Labor Research Association. 
The budget includes the following items: 

1. Nourishing food. 

2. Houses in low-rent neighborhoods and with the smallest possible 
number of rooms consistent wdth decency (about four rooms and 
a bath). 

3. The upkeep of household equipment, but with no provision 
for the purchase of additional furniture. 

4. Clothing sufficient for warmth, but with no further regard for 
style than wmuld permit one to appear in public without slovenli- 
ness or loss of self-respect. 

Monthly Labor December, 1919, pp. 22-29. 
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5. Services of doctor, dentist, and oculist, $80; amusement and recrea- 
tion, $20; union dues, $10; church and religious organizations, $13; 
incidentals, $52. 

It should be borne in mind that this is a minimum budget, and one 
which, according to the Bureau of Labor Statistics, “does not include many 
comforts which should be included in a proper ‘American Standard of 
Living.’ ” The Bureau found that this standard of living could be pur- 
chased in Washington, D. C., in 1919, for $2262.47. The Labor Research 
Association estimated the budget, in 1940, as costing from a minimum 
of $1770 in Reading, Pa., to a maximum of $2262 in San Francisco, Cal, 
with an average cost of $1982 for ten American cities. In 1935-36 (the 
period to which the income figures in Table 30 apply), the average cost of 
this budget in the country as a whole was $1911, or slightly less than in 
1940. 

On the strength of these figures, it might seem that no total income 
which fell below $1770 in 1935-36 could be considered a “living wage,” 
since that amount was the lowest cost of the budget specified by the gov- 
ernment as representing the bottom level of health and decency. But 
this would be true only if every income were spent on a family of five 
or more persons, and this is clearly not the case, for 10 million of the 
incomes in Table 30 are those of single individuals. The National Re- 
sources Committee throws additional light on the situation by isolating 
and analyzing the fafnily incomes. This analysis shows that the least 
prospei'ous 21 million families (or 72.60 per cent of the total) had incomes 
of $1750 or less, that the least prosperous 16 million families (54.88 per 
cent) had total incomes of $1250 or less, and the least prosperous 7 million 
families (27.13 per cent) had total incomes of $750 or less. 

It would be incorrect to suggest that all of these 21 million families 
were compelled to live below the standard of health and decency. Some of 
them doubtless consisted of so few persons that their standard wms well 
above the poverty level. But there were unquestionably many families 
of five or more persons (and some considerably larger than five) that had 
less than $1750 income apiece, and in instances of this kind there is real 
cause for apprehension and need for a remedy. Especially desperate was 
the situation of the 16 million families with annual incomes of less than 
$1250 each and the 7 million of these which had less than $750 for the 
year. 

As we have already noted, these 1935-36 figures relate to a period 
of depression, wLen the national income was about 25 per cent lower 
than in the prosperous year of 1929. But the story they tell us is essentially 
the same as is told for 1918 by the detailed data that are available 
for that year of excellent business. And the same general thesis—that 
millions of families in the United States are never above the “health 
and decency” level of earnings— is confirmed by an examination of in- 
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comes in the boom year of 194S. In that year of enormous production, 
manpower shortages, and unusually high wages in many industries, nearly 
15 million, or 36,6 per cent, of our “consumer units” (families or indi- 
viduals) had $1750 or less to spend.^ In that year also, the Bureau of 
Labor Statistics found that the average cost, in thirty-three cities in the 
United States, of a “maintenance level” family budget which “does not 
approach the content of what may be considered a satisfactory American 
standard of living” was S1768.® 

The lack of exact data about these unfortunate members of society 
must not be allowed to blind us to the fact that poverty has existed and 
still exists in the United States. “Poverty,” says Dr. Robert W. Kelso, 
“is that condition of living in which the individual, whether from lack 
of means or the failure to apply them, consistently fails to maintain 
himself, and those properly dependent upon him, at a plane of living 
high enough to insure continuous bodily and mental fitness to carry on 
permanently in his occupation and locality; and which allows him and 
them to live and function in their community with decency and self- 
respect.” With this concept of j^overty in mind. Dr. Kelso reaches the 
conclusion “that the unskilled laborers of America live in poverty; and 
that of those who work with their hands but are nevertheless skilled, 
from a third to a half possess [under our present social arrangements] 
neither the means nor the potentiality for the maintenance of a minimum 
standard of social competency.” 

In addition to the study of the National Resources Committee, we 
may mention conclusions reached in other surveys of family incomes. In 
1918, the United States Bureau of Labor Statistics studied the incomes 
of more than 12,000 families (average size, 4.9 persons per family) in 92 
localities of 43 states, and discovered that the average family income was 
$1513, or $700 less than the Bureau’s health and decency budget in 1919, 
when general prices were substantially the same as in 1918.'^ A study of 
100 families in Muncie, Indiana, in 1924, revealed the fact that the total 
family income of 74 of these families was below the budget estimate 
of the Bureau of Labor Statistics.® An inquiry into the incomes of 467 
families of unskilled 'workers in Chicago, in 1924, showed that slightly 
more than one-half of these families were able, with income from all 
sources, to meet the Chicago Standard Budget for Dependent Families, 
placed at $1548. 84 over and above rent.^ A survey of Philadelphia family 

^ The Economic Almanac, 1946A7, New York, National Industrial Conference Board, 
1946;p. 5'8. 

^ Labor Fact Book 7, New Y'ork, International Publishers, 1945, p. 128. 

Lador .jRewezif.,' December,: 1919,. p. 41, 

, , ® Robert and Helen M. Lynd, Middletown, Y'ork, Harcourt, Brace .& ■ Company, 
Inc,, 1929, p. 85. ' 

®',Leila' Houghteling, '.'T/ze. Income and Standard of Living^of . Unskilied^': Laborers in 
Chicago, Chicago, ' University of Chicago Press, 1927, p. 130. 
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incomes, made in 1928 under the auspices o£ the Public Ledger of that 
city, indicated that ‘'50 per cent of the families have an income of less 
than 12000 yearly/’^® A study of the incomes of 536 working-class families, 
conducted by the New York State Department of Labor, showed that 
“half of the families had an income which was less than the amount 
necessary to maintain a standard of living at a minimum of decent sub- 
sistence for a family of five/’^^ Finally, there is the estimate of the Brook- 
ings Institution, to the effect that about 12 million families in the United 
States, or more than 42 per cent of the total, had family incomes of 
less than |1500 each in 19294^ These scattered investigations, and others 
leading to similar conclusions, are sufficient proof that poverty does exist 
in this country, though to what extent it is impossible to say with any 
degree of accuracy or assurance. 

If these total family earnings are at all representative of the incomes 
of large numbers of the people of the country~and we believe they are— 
it follows that there is widespread poverty in this richest of all nations. 
But is this poverty the result of inequality of distribution, or does it 
arise, rather, from the fact that our national income is not large enough 
to provide a satisfactory standard of living for the country as a whole? 
The answer to this ciuestion may be found in the per capita income of 
the United States. If we assume a national annual income of only 90 
billion dollars and deduct 15 billion for additions to industrial equipment 
(our estimated national income and savings, respectively, in pre-depression 
1929), we have left some 75 billion dollars available for the purchase of 
consumers' goods over a twelve-month period. If production did not de- 
cline under a regime of strict equality, we could divide this amount on 
a per capita basis, giving $625 to every man, woman, and child, or a 
total of $3125 for a family of five. We are not advocating equality of 
income, either for all members of society or for all engaged in economic 
activities, but we present these figures to show that poverty is attributable 
to the way in which goods are distributed rather than to a shortage of 
economic goods. An allowance of $3125 would seem appallingly low to a 
considerable fraction of our people, but it would raise materially the 
standards of living of the rank and file, and would unquestionably con- 
vert the United States into a country in which poverty was virtually un- 
known, if the cost of living remained unchanged. And if we should find 
it possible to produce as large a national income in time of peace as in 
wartime (that is to say, 150 billion dollars’ worth of usable goods), it is 
obvious that the standard of living could be raised to hitherto unheard-of 
heights. 

Philadelphia, Chamber of Commerce, Philadelphia, January, 1929, p. 14. 

Stuart Chase, Prosperity: Fact or New York, Albert and Charles Boni, Inc., 

J:929,-pp. 86,,:87..: "■■■■' 

Maurice Leven, Harold G. Moulton, and Clark Warburton, America's Capacity to 
Consume, Washington, Brookings Institution, 1934, p. 55. 
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In 'a' later cliapter^^ we shall show that great inequalities in wealth and 
income lead to conspicuous consumption, and shall argue that a move 
in the direction of equality w^ould tend to reduce waste of this kind. 
This is almost necessarily the case, for there would be but little point 
to an attempt to '‘show off” through competitive spending in a society in 
which incomes were wholly, or even approximately, equal. The attrac- 
tiveness of conspicuous consumption lies chiefly in the ability to spend 
on a scale so grand that at least some other members of society are out- 
shone. In a society in which incomes range from hundreds to millions, 
there is likely to be a very large number of “income classes,” with each 
class striving to outdo the class immediately beneath it in the scale. But 
in a society in which incomes were equal, there would be little incentive, 
as well as little opportunity, for conspicuous spending. The fact that any 
family, by virtue of the equality of money incomes, could match the spend- 
ing of any other family would detract immensely from the zest of the 
game and w^ould, in all probability, sound the death knell of conspicuous 
consumption. 

In dealing wdth problems of consumption,^^ we shall undertake to dis- 
tinguish between individual and social waste of this kind. We shall sug- 
gest that there is individual waste in coyisumption whenever an individual, 
for any reason whatsoever, fails to secure the maximum of utility through 
the expenditure of his money income, and social waste in consuinption 
whenever society fails to get the maximum of total utility from whatever 
goods are produced by society as a whole. We shall indicate, further, that 
in the presence of extreme differences in individual incomes the attempts 
of individuals to maximize the utility to be derived from their money 
incomes may easily lead to social waste in consumption. Indeed, it is 
scarcely too much to say that the elimination of both individual and 
social waste in consumption can be attained, if at all, only in a society 
in which differences in incomes are far less pronounced ’than at present. 
An acceptance of the Law of Diminishing Utility leads to the conclusion 
that, in all probability, the greatest possible social satisfaction is dependent 
upon approximate equality of money incomes. If, then, should ever 
achieve such an ecjuality, we might expect also to achieve the niaxiinum 
social satisfaction; and it is conceivable that we might have, at the same 
time, the maximization of satisfaction from the expenditure of individual 
money incomes— in which case we should have eliminated waste in con- 
sumption! ' 

It is a commonplace that “money talks,” and it appears to talk loudest 
and most effectively when it is concentrateci in considerable qiianti ties. 
The “demand” for an article consists, of course, not only of desire for 
the good hilt also of purchasing power to back up that desire. As a con- 


^3 Chap.;30. 
Chaps. '29 . and 
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sequence of this fact, the things that rich men want are more likely to be 
produced than the things that poor men need. If a Philadelphia millionaire 
wants a |5, 000, 000 private yacht while workingmen need small, sanitary 
houses, the yacht is built and the workers and their families continue to 
live in tenements. Whenever agents of production are diverted from the 
making of necessities and used in the manufacture of luxuries, there is a 
tendency for the prices of necessities to rise, so that the person of small 
income gets less for his money than he would have been able to get if 
luxuries were not produced. Obviously, there would be no $5,000,000 
private yachts, $1,000,000 “coming out” parties,^^ $60,000 sable coats, 
or $2000 silk hosiery,^® if incomes were anything like equal; and as a con- 
sequence the plain, substantial goods that minister to the needs of the 
many wmuld be produced in larger quantity and sold at smaller prices 
than at present.^^ Furthermore, there can be no doubt that many poorly 
paid persons now spend part of their incomes for the sake of keeping up 
appearances, and under existing circumstances such spending may be 
necessary for the maintenance of self-respect. But a reduction in the in- 
equalities of incomes (such as might be expected to result from an increase 
in equality of opportunity) would lessen the opportunity for ostentatious 
display and make feasible the expenditure of incomes for solid comforts 
instead of some of the tawdry jimcracks that class conventions make 
necessary today. 

Economic Inequality and Economic Security. A study of present-day 
economic life shows that fluctuations in business activity lead to instability 
of income that affects, to a greater or lesser degree, the members of all of 
the many income groups found in our economic organization. However, 

The Savarona, built for Mrs. Richard M. Cadwallader of Philadelphia in 1931, 
was said to have cost this sum. This “finest private sailing vessel the world has ever 
seen” was manned by a crew of seventy. {The New York Times^ July 19, 1931, and 
October 11, 1931.) 

“Auditors of the Mayflower Hotel, in Washington, report that the famous party 
which Mr. H. L. Doherty, of Cities Service, threw there in honor of his adopted 
daughter, cost him a cool million dollars, or, in other words, $500 for each of his 2000 
guests.” (New Republic, January 7, 1931.) 

The New York Tribune, of September 25, 1921, listed some of the personal posses- 
sions of Mrs. Edward Henry Smith Wilkinson, of Nottingham, England, including 
$3,400,000 worth of jewelry, $128,000 worth of gowns, $64,000 worth of hats, and a $60,000 
sable wrap. (Cited in Stuart Chase, The Tragedy of Waste, New York, The Macmillan 
Company, 1926, p. 90.) 

^®In the Philadelphia Bulletin, oi October 5, 1931, appeared a picture of “the most 
expensive hosiery in the world,” They were made “of sheerest chiffon, ornamented with 
diamonds set in pendants of platinum,” and cost $2000 per pair. 

^®In this statement is found the answer to a question that is often asked, Does not 
the extravagant spending of the rich benefit the poor by providing them with work? 
The concentration of money does lead to a demand for expensive goods, and thus it 
provides employment. But this money, if more equally distributed, would still lead to 
a demand for goods— though, as we have suggested above, for goods of a simpler 
type' — and there is no reason to suppose that it would provide any less employment 
than when spent for luxuries. 
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it should be clear, from our chapters dealing with economic insecurity, 
that variations in income do not affect all groups in the same iiianner I 

or to the same extent. When industrial depression forces a successful 
manufacturer to close down his plant temporarily, his manner of living 
and that of his family are not, as a rule, substantially altered. He may 
have to dispense with one or two of his cars, to get along -with fewer i 

servants, and perhaps to take his family on a relatively inex| 3 ensive trip j 

to Europe during the summer season, instead of opening up his elaborate j 

and costly warm-weather retreat in the Adirondacks. But so far as his I 

needs and most of his comforts are concerned, he does not suffer. He does j 

not have to cut down on his consumption of meat, his chiiciren need not I 

go without milk, nor are he or his dependents in danger of eviction from [ 

their home for non-payment of rent. | 

But it is precisely these hardships, and others of similar nature, that 
must be endured by the families of many workingmen whenever a serious 
business depression overtakes society; and this, judging from past experi- 
ence, means at least once in every decade. In our discussion of unemploy- 
ment, we gave some attention to the human suffering caused by a shortage 
or total loss of income during periods of depression. There is no need to 
multiply the harrowing details, as related by social workers. That privation 
is the portion of many in our years of industrial blight is evident from the 
fact that, in the great post- 1929 depression, less than five dollars a week 
per family^ provided by a Relief Committee, was the sole income of most 
of the unemployed of Philadelphia who received aid from this Committee. 

Certainly, a very large number of the 12 million unemployed Americans 
fared no better than the jobless citizens of Philadelphia and other great j 

cities. The wealthy and middle classes may have to retrench at times, as j 

we have indicated above, but they know nothing at first hand of the || 

skimping that fails to the lot of millions of members of the so-called i 

working class. i; 

The hazards of occupational disease and industrial accidents fall very | 

heavily upon the wage-earning group. We noted in Chapter 26 the in- 
adequacy of the accident compensation laws of most of our states. Except I 

so far as hospitalization and medical treatment are provided through 
social or governmental agencies, the cost involved in securing these vital 
services either places them beyond the reach of the average worker or, by ; 

consuming a part of his income, crowds other essential items out of his " 

meager family budget. The outcome of this situation is that many people 
who need medical attention fail to get it. In a nation-wide survey con- 
ducted in i9S8, the American Institute of Public Opinion found that 42 
per. cent of those interviewed throughout the country said that^ they had ' 
put off going to the doctor, at some time or other, because of the cosL 
And, of cou:rse,„''the’loss. of working time 'that results- from- accident - or,; ■ 

illness affects;:the,;workePs:, income in; 'a. way quite outside' the; experience 
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of those whose incomes are derived from property. Interest and dividends 
are wholly independent of the health of their recipient. The fact that he 
is well or sick, working or idle, .does not affect the regularity or the size 
of such payments. Wage incomes, on the contrary, depend upon the health 
of the worker in the sense that usually they are promptly cut off if ill 
health interferes with his ability to engage in productive work. 

The rich get old as surely as the poor, though perhaps not so rapidly, 
if tve think in terms of physical deterioration, since they are able to get 
the best medical and surgical attention that money can buy. In the 
preservation of health, more fully than in. most matters, it is true that a 
stitch in time saves nine. The great age of some of our millionaires is at 
least partly attributable to their ability to engage the services of personal 
physicians, whose duty it is to keep their employers in health, and to the 
fact that any aid to health— such as residence in Florida in winter and in 
Maine in summer— is well within their reach. But whether physical decline 
comes soon or late, economic old age, in the form of loss of income, over- 
takes large numbers of our citizens and, in effect, makes beggars of them. 
The prospect of old age seldom holds for the rich the same fear of 
dependency that it holds for the poor. We have already seen that of all 
persons in this country who attain the age of sixty-five, two-thirds are 
dependent upon public or private charity, either wholly or in part. Now, 
no one would contend that the groups whose incomes appear in the 
upper income brackets— that is, the well-to-do and the wealthy— furnish 
their per capita share of these aged paupers. The specter of old age 
dependency is reserved almost exclusively for the contemplation of the 
propertyless masses— those who have no personal stake in the great ac- 
cumulation of national wealth of which even they have been taught by 
press and public school to be proud. 

We are concerned here not with the manner in which economic in- 
security causes the annual incomes of millions of our people to be lower 
than they would otherwise be, but with the fact that, because their cus- 
tomary wages are low, a loss in income is a much more serious matter to 
them than to those whose normal incomes are high. Coming events cast 
their shadows before, and the psychological effects of the temporary or 
permanent loss of economic competency long precede the fact, because of 
the worker’s ever-present fear of that loss. Its physical effects are paraded 
before his very eyes, as he sees his children stunted, both physically and 
mentally, by his inability to secure the steady income needed to provide 
for their proper development. 

Furthermore, whatever uncertainties the incomes from property may 
be subject to, it is evident that variations in these incomes do not lead 
to such grave effects upon the lives of their recipients as are produced 
by fluctuations in wage incomes upon the daily lives of the large percentage 
of our population that find it impossible to accumulate property. Wage 
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incomes do not permit of expansion to meet the needs of emergencies. As 
one writer has pointed out, “a wage or salary can rarely be capitalized 
in times of special need, such as illness (except by means of insurance 
payments), while income from property, unless the capital is Tied up,’ 
can within limits be increased at wall, by selling or mortgaging part of 
the principal. 

Economic Inequality and ■ Educational Opportunity. According to 
figures compiled by government officials, approximately 23 per cent of 
the total population of the United States was enrolled in schools and 
colleges in the year 1936. Table 32 shows the distribution among the 


Table 32. Enrollment in Schools and Colleges 
IN THE United States, 1936 

(Source: Statistical Abstract of the United States, !St39) 


! 

I 

1 

Number 

Per Cent 

Elementary and kindergarten 

22,706,805 

6,424,968 

1,208,227 

: 74.8 

Secondary schools 

21.2 

Colleges and normal schools 

4.0 


Total 

1 30,340,000 

= 100.0 

1 


several classes of educational institutions. The enrollment was heavy in 
the elementary schools, but decreased greatly in the secondary schools, 
and still further in colleges and normal schools. If all children were to 
continue their education through high school and college, we should 
expect the number of secondary and college students together to approxi- 
mate the enrollment in elementary schools, since the elementary work 
covers as long a period of time as the high-school and college work com- 
bined. However, we find that there were only one-third as many students 
in secondary schools and colleges as in elementary schools in 1936. A 
rough and admittedly inexact calculation indicates that of every group of 
100 elementary students, about 55 reached high school while only about 
10 went on to college or other institutions of advanced training. Com- 
parable figures were 40 in high school and 10 in college in 1930, and 68 
in high school and 14 in college in 1942. 

We have no intention of suggesting that all students who fail to get 
to high school or college are the victims of economic inequality. As every- 
one knows, there are many boys and girls who are so lacking in ability 
that they simply cannot Anakc the grade,” while others detest mental 
exertion so heartily that they insist on ending their formal education at 
the earliest possible moment. The fact remains, however, that education- 
even ‘Tree" education— is costly, and large numbers of boys and girls with 

20 Josiah WedgwoGd, The Economics of Inhentance, London, George Rou tledge & 
Sons, Ltd., 1929, p. 10. 
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good minds and abundant ambition are forced by economic necessity to 
get along without it. The existence of child labor on a large scale-^ in 
some sections of the country means that even an elementary education is 
beyond the reach of a considerable portion of the population. Laws 
providing for compulsory school attendance, but specifically exempting 
children whose parents cannot supply them with proper clothing— as do 
the laws in some of our states — are sufficient evidence that education may 
be “free” and at the same time so expensive that members of our low- 
income groups are unable to take advantage of it. We have here, in all 
probability, at least a partial explanation of the fact that in 1930 there 
were 4,283,753 illiterates in the United States.^^ This number included 
4.3 per cent of the total population over ten years of age. 

Despite the growth of tax-supported elementary schools and high 
schools and the great development of state universities, it still remains 
relatively true that learning and the paraphernalia of culture are readily 
available to the children of the w^ell-to-do, but difficult of attainment by 
the poor. When the son of a coal miner quits school as early as the law 
allows, or as soon as he can get his working papers, we are not surprised. 
If the son of a rich man fails to get his bachelor’s degree, it is a matter 
for inquisitive comment. The “health and decency budget” of the Amer- 
ican worker includes no allowance for “higher education,” but the son 
of the wealthy business or professional man goes to college as a matter 
of course, and spends in a college year a sum greatly in excess of the 
average total family income of the unskilled or semi-skilled workers of 
this country. 

The oft-repeated statement that anyone who has ability and really wants 
a college training can get it, is simply not true. It is a bit of pleasant 
palaver, comparable to the saying that every boy has a chance to be 
President. The fact is that an ambitious young man may be prevented 
from going to college or professional school by the absence of a high- 
school training, which was rendered impossible by the necessity of con- 
tributing to the family budget in early youth; he may lack the unusual 
physical stamina that is needed to pursue college studies and earn a 
living at the same time; or he may find it necessary to help support his 
family but impossible while paying his college expenses and carrying his 
college work. Obstacles such as these may easily be insurmountable even 
for an exceptionally able young man. They are difficulties such as the 
well-to-do and the wealthy seldom have to face. As a consequence of 
inequalities in income, the enrollment in our colleges and universities is 

In 1940, there were 1,278,812 children, fourteen to seventeen years of age, listed 
among the “gainful workers” of the United States. This figure included 5.2 per cent 
of ail persons in the country who were fourteen or fifteen years of age, and 21.0 per 
cent of all persons sixteen or seventeen years old, 

^^Statistical Abstract of the United States, 1939, 41. 
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based very largely on financial status.-*^ To a lesser degree, this is true of 
secondary schools also. 

The absence of equal opportunity for education means that the iiieni- 
bers of families having small incomes are greatly restricted in their choice 
of occupations. Having made a study of the movement of individuals 
between classes in England, Professor Morris Ginsberg reached the con- 
clusion that “the social ladder so far lifts only relatively small numbers.” 
The difficulties experienced by working men in rising to higher economic 
positions have led some Europeans to refer to the United States as the 
land of unlimited opportunity. However, the data on American incomes 
presented in this chapter show that, while we are an extremely wealthy 
nation, we are not so prosperous as individuals. The all-important con- 
sideration is not the possibility but the probability of “getting up in the 
world.” Inequality of income provides both a large number of persons 
anxious for economic advancement, and an attractive goal toward which 
to strive, but it brings so great an inequality of educational cjpportunity 
as to make advancement for the masses highly improbable. “A right to 
the pursuit of happiness,” as Mr, R. H. Tawney points out, “is not 
identical with the right to attain it.” Until we have a larger degree of 
equality of income, it is idle to speak of equality of opportunity. 

Economic Inequality and Legal Justice. Equality before the law is a 
matter of supreme importance, and civilized nations have long boasted 
that they provide a legal “square deal” for all persons, of both high and 
low degree, coming within their jurisdiction. But for some years there 
has been growing up, in America at least, the notion that the law before 
which all are supposed to be equal provides one kind of justice for the 
rich and another for the poor. This unpleasant suspicion arises from the 
fact that while all citizens may be equal before the law% the iiiachiiiery 
through which the law operates works most smoothly and satisfactorily for 
those wffio are able to pay a good price. We are not suggesting that judges 

23 0£ course, the “G.I. Bill o£ Rights,” by providing training for veterans at govern- 
ment expense, has changed the situation for hundreds of thousands of service men aiid 
women; but this legislation offered educational assistance only to selected gToiips and 
over a limited period of time. However, President Truman’s Commission on Higher 
Education for American Democracy has made proposals directed “toward equalizing 
opportunity” which, if put into effect, would do much to solve a part of the problem of 
economic inequality. Following are extracts from the Commission’s first report, presented 
December 15, 1947: 

“The American people should set as their ultimate goal an educational system in whicli 
at no level— high school, college, graduate school or professional school — ^will a quali- 
fied individual in any part of the country encounter an insuperable economic barrier 
to the attainment of the kind of education suited to his aptitudes and interests. . . . 

“We may be sure that the private colleges and universities will, in the future as in 
the, past, contribute immeasurably to the expansion and . ira.proveme'nt of our facilities 
for higher, education, and 'it is. hoped . that., .they, will be .able to find . the , necessary 
funds. '.without increasing, ,. the cost.. to the .individual. But in , the , nature of things ..the 
.major' burden, for. equalizing educational opportunity ' must ' rest on publicly .supported 
institutions.” . 
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and juries are susceptible to bribery, though this is occasionally the case. 
Rather, we have in mind the costliness of legal procedure. The services of 
lawyers, with certain honorable exceptions, are bought and sold in the 
open market as material and labor for manufacture are bought and sold. 
This means, when combined with the practice of assessing court costs, 
that equality before the law is little more than a legal fiction, since justice 
dealt out under such circumstances has a price, just as truly as an auto- 
mobile, a coat, or a loaf of bread has a price. 

The almost insuperable obstacle that faces a poor man who challenges 
a rich individual or corporation in the courts is illustrated by the follow- 
ing example of one expensive phase of legal procedure— the cost of appeals 
to higher courts: 

Once upon a time there was a brakeman who sued a railroad because of 
injuries sustained in the course of his work. He was awarded |4000 damages. 
The company appealed, and two years later the judgment was reversed. The 
brakeman sued again, and this time was awarded |4900 damages. The company 
appealed, and again the judgment was reversed. 

Three years after this the plaintiff sued a third time. In this instance the 
judgment was for the company; whereupon, five years later, the brakeman 
himself appealed. Failing, he went to a higher court, and, after another three 
years had passed, w^on a reversal and a fourth trial. He won a fifth trial. The 
company appealed. He won a sixth trial. The company appealed. With a seventh 
trial the business reached its end, and the plaintiff walked away I 4500 richer and 
eighteen years poorer. Poorer, too, for whatever he had paid out in legal fees.-^ 

Moreover, those whose purses are well lined are enabled-through post- 
ponements, appeals, and other legal devices— to put off and often to escape 
the consequences of violations of the law that would quickly land lesser 
men behind the bars. The oil scandals and other malodorous federal cases 
that were aired some years ago indicated clearly that it pays to be well 
heeled when the law is on one’s trail. Indeed, it sometimes appears that 
the chance of evading punishment for misdeeds is directly proportional to 
the size of one’s bankroll. The wholesale rumrunner is more completely 
immune from successful prosecution than the retailer who peddles by 
the pint. The banker who steals on a large scale is less likely to draw a 
long sentence than the clerk who deals in petty theft. For the vast majority 
of principals in both civil and criminal cases, as we have already intimated, 
the lower courts become in fact the courts of last appeal, but for those 
who have abundant financial resources the higher courts open up almost 
endless possibilities for the delay and even the perversion of justice. ‘'There 
is one law for the rich and another for the poor/’ writes Professor Laski, 
“whenever the preparation of a defence is an item of importance in the 
case.” Something could be done in' the way of aiding justice in our 
criminal courts, if we were to provide of ability as we 

-^The New York Times, February 14, 1940. 
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now provide public prosecutors, so that the defendant’s case would be 
adequately presented regardless of his financial status; but on the whole 
we need not look for genuine equality before the law until we have 
achieved at least a reasonable degree of economic equality. 

Economic Inequality and the Control of Government. Wdiat has been 
said about economic inequality meaning inequality in standards of living, 
economic security, educational opportunity, and access to the courts may 
seem to some readers to be more or less obvious. In the field of politics, 
however, we see an aspect of inequality which is much less generally 
recognized, but which must not on that account be considered less im- 
portant than the inequalities we have already noted. 

The enthronement of the principles and forms of political democracy, 
in the late eighteenth and early nineteenth centuries, did not mean that 
all men were to have an equal voice in government, despite the great 
pronouncement “Ail men are created free and equal.” It meant, rather, 
that political power was to rest with those who already held economic 
power. In a capitalistic system of society, economic power is derived 
chiefly from the ownership of property. It is primarily the distribution of 
property, therefore, which determines the distribution of political power. 

“Government is a form of social organization i\diich has developed 
because, in the long run, it has afforded the means of supplying men with 
certain services more efficiently and more economically than these could 
have been supplied by each for himself.”^^^ But precisely which services 
are to be supplied socially is a question that is not decided merely by 
setting up a definition of this kind. Whether the provision of electric 
current, compensation for industrial accidents, or tariff protection against 
competing commodities should be undertaken by governmental agencies 
are matters which must ultimately be determined by political means. 
With* strict equality of political power, a laborer would have quite as 
much influence as his employer in deciding such questions. Henry Ford 
and his lowliest mechanic, for example, would have an equal voice in 
determining how high, the tax on super-incomes should be. But no intel- 
ligent person believes for a moment that this is the situation today. 

It is not wdthout significance that when ex- Ambassador Janies W. 
Gerard set out to name the actual rulers of the United States some years 
ago, he drew up a list of sixty-four wealthy industrialists and liiianciers, 
including a sprinkling of prominent newspaper publishers. In any modern 
political state, numerous and diverse demands are continually being made 
upon the government by the citizens. Not all of these demands can be 
satisfied. Gonsequentiy, there must be adopted some process of selection 
through' which the .government' may choose from among 'these ■. iiiulti- 
tudinous demands those which shall be met, and announce, for instance, 
“We shall provide pensions for the" veterans o£ foreign wars, , but not for 

25 H. L. Lutz, Public Finance, New York, D, Appleton & CampanytTnc., 1936, p. 3. 
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the veterans of industry.” This process of selection is one of necessity. 
If an administration is to survive, it must satisfy the demands of that 
portion of the electorate that is most powerful— that is, of those citizens 
who, if their wishes are not complied with, will bring about a change in 
administration. The extent to which individuals can gain recognition of 
their desires depends, therefore, upon their ability to enforce their de- 
mands. The ability to enforce political demands is a function of economic 
power which, except where labor has mobilized its strength for collective 
political action, rests primarily upon the ownership of property. To 
expect any substantial degree of equality of political influence in the 
presence of great inequality of wealth and income is to assume that men 
possessed of tremendous economic power will refrain from exercising that 
power through political channels. That they do not refrain is sufficiently 
clear from past experience. Rather, by the expenditure of large sums, they 
influence nominations and elections, and demand that our legislators pass 
measures that will strengthen them— the propertied classes— in their con- 
trol of the political machinery of the country. '‘These men,” said Mr. 
Gerard, in submitting his list of America’s “rulers,” “are too busy to hold 
political office, but they determine who shall hold such office.” Here, then, 
is another form of gross inequality that has grown out of economic in- 
equality, upon which it continues to fatten. And here, again, the remedy, 
if we are to find one, appears to lie in the achievement of a larger degree 
of equality of opportunity. 


1. “Inequality breeds inequality, and thus perpetuates a condition that keeps 
some persons from attaining the full development of their abilities.” Explain. 

2. Argue that equality of opportunity does, or does not, exist in the United 
States today. 

3. Cite figures showing that there is inequality in the distribution of income 
in this country. 

4. What was the average income in the United States in 1935-36, as computed 
by the National Resources Committee? 

5. “The larger the income, the smaller is the proportion of the income that 
comes from wages and salaries, and the larger is the proportion from 
property.” From what source is it possible to get information of this kind? 

6. What is the meaning of the term “standard of living”? 

7. What items are included in a “minimum health and decency” standard 
of living? How much does such a standard cost? 

8. Through what process of reasoning may we arrive at the conclusion that 
there is “poverty for many in this land of plenty”? 

9. It is believed by many that “conspicuous consumption” arises very largely 
out of inequalities in income. State the line of argument that appears to lead 

;'v;v.:to:' this ..'conclusion. . 
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10. Is the purchase of very expensive luxuries by the wealthy beneficial or 
harmful to the poor? Explain. 

11. Cite examples of extravagant expenditure. 

12. What can be said for the argument that the conspicuous spending o£ the 
rich provides work for those who would otherwise be uneniployed? 

13. Discuss the consequences of business depressions, as they affect the well-to-do 
and the wealthy, on the one hand, and the poor, on the other. 

14. “Interest and dividends are wholly independent of the health of their 
recipient, but wages are not.” Explain the significance of this statement. 

15. “The rich have a better chance than the poor of living to a ‘ripe old age.' ” 
Why? 

16. Discuss the relationship between economic inequality and educational oppor- 
tunity. 

17. What percentage of the population of the United States is illiterate? 

18. Is it not true that anyone who has ability and really wants a college training 
can get it? Explain. 

19. This chapter argues that the poor fare less well than the rich, so far as 
legal justice is concerned. Defend or refute this contention. 

20. Explain the significance of Mr. Gerard’s statement about “the actual rulers 
of the United States.” 
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KEEPING IN MIND THE CONSEQUENCES OF ECONOMIC INEQUALITY, AS OUTLINED 

in the preceding chapter, we may now inquire briefly into its causes and 
then suggest some measures the adoption of which would certainly bring 
about a larger degree of equality of opportunity than now exists, and 
might even make life bearable for those who, because of their limited 
endowments, are unable to ‘'make good” when thrown wholly upon their 
own resources. 

THE CAUSES OF ECONOMIC INEQUALITY 

Differences in Natural Endowments and in Luck. If we could trace 
economic inequality to its beginnings, we should doubtless find that it 
has started, in all instances, either from inequalities in individual abilities 
or from inequalities in “luck as regards circumstances wdiich it is beyond 
the power of the individual either to forecast or control.”^ The existence 
of differences in natural endowments is beyond dispute. Even within the 
limits of a single family are found variations of such extent that, despite 
equality of environmental opportunity, one child reaches great heights 
while another barely escapes mediocrity. No one who has looked into the 
matter at all carefully is likely to make the mistake of contending that 
all men are created equal, in the sense of being provided by nature with 
identical mental and physical capacities. 

On the question of luck, there is perhaps more room for argument. 
Some persons subscribe to the copybook maxim of James A. Garfield that 
there is no such thing as luck, while others are more inclined to agree 
with the late Julius Rosenwald, the multimillionaire head of Sears, Roe- 
buck and Company, who once said, “I believe that success is 95 per cent 
luck and 5 per cent ability. ”2 Probably the truth lies somewhere between 
these two extremes. There are certainly some great economic successes 
that have had in them a large element of luck, chance, or good fortune— 

^Josiah Wedgwood, The Economics oj Inheritance, London, George Ron tledge 8; 
:,Spns^: 'Ltd.,; 1929, 'R 

^ The New York Times, 
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call it what you will-while examples are not lacking of achievements that 
seem to rest chiefly, if not wholly, upon the possession of unique abilities. 

Differences in Environment. But however inec|uaiities may have come 
about in the first place, there can be no doubt that they have been 
perpetuated, in iiiany instances, through differences in environment and 
through inheritance. Americans in particular are prone to advance the 
argument that persons of ability may be trusted to rise above their environ- 
ment, no matter how hopelessly situated they may appear to be. The 
cheerful philosophy that a good man cannot be kept down has been 
properly and seriously questioned by Professor Hobson, who says: 

The notion that genius, like murder, will “out” is a false sentimentalism. Some 
men of genius do, indeed, make their way in spite of adverse circumstances, 
forcing themselves out of the obscurity of their surroundings; they “break their 
birth’s invidious bar, and breast the blows of circumstance, and grasp the skirts 
of happy chance.” That is to say, some sorts of genius are united with qualities of 
audacity, persistence, and luck, which enable them to win “through.” But how 
many men of genius do not possess these faculties and therefore do not emerge, it 
is from the nature of the case impossible to learn. But it is probable that much 
genius, talent, and ability, capable of yielding fine social service, is lost. Indeed, 
it is probable that many of the finest human variations, involving unusual delicacy 
of feeling and perhaps of physique, will by natural necessity be incapacitated 
for making their way and forcing recognition amid uncongenial surroundings. 

It is likely that far more human genius is lost than is saved, even in the more 
civilized nations of today. For what are the conditions of the successful utilization 
of genius, and for what proportion of the population are they securely attained? 
Leisure is a first condition for all free and fruitful play of the mind. . . . Education 
is the next condition. , . . Until all the new minds brought into the world are 
placed in such free contact with every fertilizing current of thought and feeling, 
and enjoy free, full opportunities of knowing the best that has been thought 
and said in all departments of human knowledge, we cannot tell how much 
creative faculty perishes for lack of necessary nutriment.*^ 

Inequalities, then, are passed on from generation to generation because 
of the environmental differences that result from inequalities. As Pro- 
fessor Pigou puts it: “The environment of one generation can produce 
a lasting effect, because it can affect the environment of future generations. 
Environments, in short, as well as people, have children.'’'^ The environ- 
ment of the well-to-do is conducive to the development of native abilities; 
the environment of poverty is not. Thus we have a vicious circle, in which 
economic inequalities lead to inequalities of opportunity, and these in 
turn give rise to still further inequalities in economic status, “Wealth in 
modern' societies is distributed according, to opportunity,’' writes 'Mr. 
Tawney. “And while opportunity depends partly upon talent and energy, 

J. A. Hobson, Work and WeaUh,.'Ntw York, The Macmillan Company, 1926, pp. 51, 52. 

^ A. C. Pigou, The Economics [W elf me, London, Macmillan S; Company, Ltd., Srd 
ed„ 1929, p. 115. 
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it depends still more upon birth, social position, access to education and 
inherited wealth; in a word, upon property. For talent and energy can 
create opportunity. But property need only wait for it.”^ 

Obviously, the prospects of two boys of equal natural endowments- 
one the son of a pick-and-shovel man, the other born of wealthy 
parents— are widely different. The former, as Mr. Tawney suggests, may 
create opportunity through his heritage of talent and energy, but the 
latter has opportunity almost thrust upon him. From childhood to man- 
hood, his health is looked after; his schools and college are chosen with 
care, and tutors are provided if they appear to be necessary; the proper 
social contacts are developed; and, finally, if he is to take up business 
or a profession^ his father, or other relative, or perhaps a friend of the 
family, is ready with a suitable opening. 

The Influence of Inheritance. But inequalities are passed on, also, 
through the institution of inheritance. Indeed, inheritance is believed by 
most economists to be the chief agent for the perpetuation of economic 
inequalities. The figures given in Table 31 show clearly that the owner- 
ship of property accounts for much of the income received today by the 
well-to-do and the rich. Through inheritance, this property is handed 
down from father to son, and the inequalities of today become the in- 
equalities of tomorrow. Professor Taussig, in dealing with the effect of 
inheritance upon inequality, has said: “Its influence is enormous. It is this 
which explains the perpetuation of the incomes derived from capital, land, 
income-yielding property of all sorts, and so explains the great continuing 
gulf between the haves and the have-nots.’’^ 

Not only are inequalities continued through inheritance, but in many 
instances they are vastly increased, since great fortunes have the habit of 
multiplying. The Astor fortune, started by John Jacob As tor more than 
a century ago, is a case in point. The 20 millions left by him in 1848, 
plus a half-million left by Henry Astor, had by 1905 grown to 275 mil- 
lions. It is possible, of course, that those through whose hands this 
fortune passed added to it not only by saving a part of the interest, 
dividends, and rents that this great accumulation of property brought 
them, but by exeixising their personal abilities as well. But whether true 
or not, this point does not concern us here. What is important for our 
purposes is to note that there was no need for the descendants of John 
Jacob Astor to exert themselves unless they wished to do so. The property 
at their disposal assured them an income so large that whatever they 
desired in the way of “the good life*’ was theirs for the asking, provided 
only it was something that could be had for money. 


5R. H. Tawney, The Acquisitive Society, York, Harcourt, Brace & Company, 
Inc., :I921, pp.''33,;34.'.. , 

® F. W. Taussig, Principles of Economics^ New York, The Macmillan Company, 4th 
ed., 1939rVol, ii. p* 298, 
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Inherited wealth has a slighter influence upon economic inequality 
in newly settled countries than in those -which have been long exploited, 
because of the greater opportunity to acquire an income through taking 
up cheap land, or getting in on the “ground floor” of an industry and 
“growing up” with it. But this is a stage which passes fairly quickly. On 
this point Professor Cannan has observed: “As the United States ceases 
to be a hiew’ country, more and more property will be inherited in 
proportion to that which is acquired in the lifetime of a generation, and 
there will consequently be more scope for inequality of inheritance. . . . 
America may be free from inequalities arising from grants of land made 
by William the Conqueror, but it is just as easy to be the lucky inheritor 
of a farm which becomes part of the site of a great city there as in 
England. The Astor inheritance in America has the same source as the 
Grosvenor inheritance in England, and the Vanderbilt and Morgan 
millions are no more likely to disintegrate’ than those of the Roths- 

childs.”7 

As was suggested in the last sentence of the preceding paragraph, the 
day has passed when the old adage of “three generations from shirt-sleeves 
to shirt-sleeves” had some significance. Some of the fortunes of today are so 
huge that there is no danger of their being dissipated, particularly in view 
of the recent development and wide use of trust funds. Though invested, 
in the interests of security, at a very lo-w rate of return, they still provide 
incomes so large that they cannot be spent without genuine effort on the 
part of the recipients. Hence it is that the concentration of wealth proceeds 
apace, and inequalities become progressively greater with the passage of 
time. It se^ms fair, therefore, to say that the institution of inheritance is 
the chief instrument in perpetuating and increasing inequalities. Con- 
sequently, any serious attempt to solve the problem of economic inequality 
must include a modification of this ancient institution, the present-day 
usefulness of which is in serious question. 

PROPOSED METHODS OF DISTRIBUTION 

The obvious and glaring inequalities in the distribution of income have 
led certain socially-minded persons to question whether the basis on which 
income is distributed is fair and just. Indeed, some of the doubters have 
gone so far as to propose substitutes for the principle of distribution-' 
reward on the basis of contributions to the economic process— wdiicli, as 
we have seen, seems in general to explain the division of the national 
income among the owners of the agents of production. We shall examine 
briefly several of the proposals that have been made. 

Equality of Income. To some people it seems eminently fair .that,: the 
total income of the country should be divided equally among the adult 

LEdwIn ■ Caiman, ' London, '?. S."K.ing Sc Son,' Ltd., 1924, pp. 18S, 184.' ■ 
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members of society. Just as we now gi'ant one vote to every citizen of the 
United States, so would those who advance this theory of distribution give 
to every citizen an equal share of the total national income. 

This arrangement would have the merit of simplicity, and, if we assume 
that its adoption would not reduce the national income, it would un- 
cpiestionably do much to improve the economic status of members of the 
low-income groups, though of course at the expense of the middle classes 
and the very wealthy. But there are many who hold that distribution on 
the basis of strict equality would almost certainly mean a much smaller 
income to divide; for some persons who now labor long, hard, and skillfully, 
for the sake of personal gain, would be unlikely to exert themselves so 
strenuously for an individual reward which in no case could be greater than 
the pay of a lazy, careless, or incompetent worker. As we shall see a little 
later, in our discussion of economic incentive, this argument is not neces- 
sarily conclusive, but it is one which cannot be ignored. 

A second objection is that some posts in the economic world today seem 
to require higher salaries than a bare equality in distribution would pro- 
vide, if the duties of these positions are to be discharged efficiently. An 
important executive, whose work involves mental concentration, may need 
more ample cpiarters at home as well as in the plant, better means of trans- 
portation, and more expensive food and clothing, than the machine-tender 
who is employed in the same establishment. To some extent these “extras” 
might conceivably be granted him as a perquisite of office and not a personal 
wage; but it is entirely possible that some of an executive’s “needs” that 
must be met, if he is to be of maximum usefulness in production, are so 
largely personal in nature and so highly subject to sudden change, that 
they could be cared for only by placing at his disposal a very considerable 
fund to be used as he might see fit. And such a fund, of course, would 
come very close to being a personal wage. 

There is the further fact that strict equality in the distribution of 
income would run counter to the very general feeling in present-day society, 
that there should be some relationship between a man’s contribution to 
the national “goods heap,” and the amount of goods he is allowed to take 
from that heap. The familiar saying that a worker should be paid “what 
he is worth,” though it niay not stand up well under close inspection, yet 
suggests the prevalence of the notion that some contribute much to produc- 
tion and others but little, and that each should be paid in proportion to 
his contribution. Public opinion, even if it should happen to be mistaken, 
is a factor that must be reckoned with. 

Finally, differences in individual incomes of a given type provide a con- 
venient means of apportioning the agents of production throughout our 
economic system in such a way as to economize most in the use of those 
agents which are particularly scarGe. We have seen that those agents which 
are verv. limited in Quantity, and at the same time are much in demand. 


ECONOMIC INEQUALITY: CAUSES AND CURES 527 

command high prices. A high price is, o£ course, a very effective iva ruing 
that the productive agents to which it is attached— say, a given grade oi 
labor— should be used sparingly, and only in those places where a more 
abundant grade of the agent would not serve. Moreover, a high price for 
labor, or other agent of production, tends to bring about an increase in 
the quantity of that factor, and thus to overcome its scarcity. In the absence 
of differences in w^ages, some other device -would have to be set up to insure 
the most productive use of labor; and this remark is applicable, also, to the 
apportionment of land and capital among their several possible uses. 

Income According to Need. Probably the most nearly ideal principle 
of distribution that has ever been proposed is the payment of income on 
the basis of need. Few of its critics have ventured to question the desirability 
of giving to every member of society an income which would enable him 
to take care of his needs; but, on the other hand, many have risen up to 
challenge the feasibility of the plan. 

It is said, in the first place, that needs are subjective, and that it is 
impossible to determine—for every man, woman, and child in the country- 
just what his or her needs are. Wants might be ascertained readily enough 
through the simple process of personal inquiry, but probably few persons 
wmuld hold that a requisition thus drawn up would represent genuine 
needs and nothing more. However, Professor Hobson^ and others wmild 
insist that, though needs cannot be ascertained with absolute accuracy, it 
is certainly possible for experts in diet, housing, and other fields to deter- 
mine, within fairly narrow limits, w^hat might be termed the legitimate 
needs of individual members of society— making allowances, of course, for 
environmental, occupational, and possibly certain other differences as 
between individuals. 

The payment of income according to need presupposes, of course, that 
everyone would be glad to pitch in and do his share of society’s work. 
Indeed, the slogan in which this principle of distribution is commonly 
expressed— “from each according to his ability, to each according to his 
need”— implies that all members of society may be counted upon to con- 
tribute generously of their productive powder. But it is by no means certain 
that the principle would work out this way in actual practice. For if all 
were assured incomes according to their needs, there is at least a possibility 
that some would not concern themselves greatly about their obligations as 
producers. Hence, in addition to the difficulty of ascertaining needs, there 
would be the problem of inducing people to work industriously. Unless 
this problem could be solved, the national income might not be sufficiently 
large to meet' the needs of society. 

Income According to Effort Expended. To some persons it. appears 
gro'ssly unjust' that people who labor long and hard sometini'es receive very 

' s cb A. Hobson, Work and Wealth, London, Gtorgt Allen Unwin, Ltd., rev. ed., 
1933, chap. H 
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small pay, while others with short hours and light tasks draw handsome 
incomes. Would it not be much fairer, they ask, to reward workers on the 
basis of the effort they expend, giving large incomes to those who exert 
themselves greatly in production, and small ones to those who work less 
diligently? 

The answer to this query seems to be that society is not, on the whole, 
interested in having its members work particularly hard, unless by so doing 
they turn out goods that society wants. Our present method of distribution 
rewards workers who make goods that are wanted, and pays premiums to 
those who produce these goods in unusually large quantities. Since what 
society wants is goods, not toil, it pays for the former rather than the latter. 

This arrangement tends to direct workers into those occupations for 
which they are best fitted, since it is here that they are best paid. But if 
incomes were paid on the basis of energy expended, we might easily have 
an appallingly large number of misfits in the world of production—those 
who labored exceedingly hard and were therefore well paid, but who 
nevertheless turned out— because they were in unsuitable occupations— 
either an inferior product, or a quantity of product that was excessively 
small in view of the incomes they received. To adopt this principle of 
distribution would be equivalent, therefore, to encouraging waste in pro- 
duction. It should be added that it would be exceedingly difficult, if not 
impossible, to measure accurately the amount of energy expended by every 
worker in society. 

Income According to Social Usefulness. Yet another proposal is that 
income should be based upon the social usefulness of the service that is 
rendered. Under our present system of distribution, it sometimes happens 
that larger incomes may be had by catering to the whims of the wealthy 
than by taking care of the genuine needs of the masses. For example, it 
may be more profitable, from the point of view of personal income, to build 
pleasure yachts for millionaires than to put up dwellings for poorly paid 
workingmen. But the dwellings would probably far outweigh the yachts, 
if judged on the basis of social usefulness. Should we not, then, encourage 
the production of “first things first,’’ by rewarding the producers of neces- 
sities more generously than the producers of luxuries? 

Possibly so, but the difficulties of administering the principle would 
seem to be well-nigh insuperable. It w=^ould involve not only distinguishing 
between luxuries and necessities— a very considerable undertaking, since 
what is a luxury for one person might be a necessity for another— but, in 
addition, drawing up a list of all economic services that are rendered in a 
modern civilization, rating them in the order of their social significance, 
and then deciding upon income differentials which would represent 
accurately their relative importance to society. This is a task of such 
dimensions that it is almost inconceivable that it could be performed 
satisfactorily. 
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Income According to Productivity. We must call a halt on our survey 
o£ principles of distribution which might possibly be substituted for the 
one that obtains in most economic societies today. And, though we have 
not been able to do full justice to the substitute plans that we have out- 
lined, we feel warranted in suggesting that, all in all, payment on the basis 
of productivity seems to us to be the best arrangement that has yet been 
proposed for distributing income— assuming, as we do, the continuance of 
an economic order in which competition, self-interest, free enterprise, and 
private property play important roles. 

We have no desire to suggest that this is an ideal principle of distri- 
bution. Indeed, we have gone to some trouble to point out certain of its 
defects. But, in spite of its imperfections, payment according to individual 
productivity has advantages which we cannot afford to^overlook or under- 
estimate. It helps to stimulate workers to do their best, and thus it tends 
toward the maximization of national income. And it is, moreover, a prin- 
ciple which appeals to most people as fair— for who will contend seriously 
that a man can rightly claim, as a matter of economic justice, more than 
he produces, or should be required to accept less? Of course, those who 
under this system cannot support themselves must be supported by the 
state— but in the name of common humanity, and not economic justice; 
and individual incomes, based upon individual productivity, must be 
taxed so that society may be able to meet this and other legitimate expenses 
of government. 

We are far, then, from proposing an absolute equality of income among 
the members of our economic order. We believe that the government 
should undertake to eliminate ail anti-social ways of getting income (such, 
for example, as the exercise of monopoly control, the adulteration of 
goods, misrepresentation through advertising, and so on), and then en- 
courage every member of society to try to outdo his fellows in rendering 
sewice—\'^h.ic\i, as Professor Carver points out, would then be the only 
means left through which one could hope to get an income.^ But, as we 
said at the beginning of Chapter 27, the problem of economic inequality 
wdll not be solved until there is equality of opportunity for all members 
of society, so far as this can be accomplished through the removal of 
artificial obstacles to the full development and utilization of persona! 
capacities. 

THE CURES FOR ECONOMIC INEQUALITY 

The Need, for Equality of Opportunity. , From, what has been said 
thus far, it will be seen that we do not hold that the abilities of individual 
members of' society are equal, nor do we believe that it is :possib!e ; or 

■ , Carver ,.' in Social Justice, Cambridge, , Ha.rvard University ; Press, 1915, 

chap. ,6.';' ■ ' ' 
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desirable to attain equality of this kind. Furthermore, we do not contend 
that incomes should be equal, though we believe the gross economic in- 
equalities that exist today are socially undesirable and must be done away 
with. That is to say, they must be done away with if we are to have the 
equality of opportunity which is the sine qua non of a democratic economic 
society. For equality of opportunity, as Mr. Tawney has shown, “obtains 
in so far as, and only in so far as, each member of a community, what- 
ever his birth, or occupation, or social position, possesses in fact, and not 
merely in form, equal chances of using to the full his natural endowments 
of physique, of character, and of intelligence.”'^^ The late Stephen Leacock 
had the same idea in mind when he insisted “that every child of the 
nation has the right to be clothed and fed and trained irrespective of its 
parents’ lot.” “No society is properly organized,” he continued, “until 
every child that is born into it shall have an opportunity in life. Success 
in life and capacity to live we cannot give. But opportunity w^e can. We 
can at least see that the gifts that are laid in the child’s cradle by nature 
are not obliterated by the cruel fortune of the accident of birth; that its 
brain and body are not stunted by lack of food and air and by the heavy 
burden of premature toil. ... If, with all our vast apparatus of machinery 
and power, we cannot so arrange society that each child has an opportunity 
in life, it would be better to break the machinery to pieces and return 
to the woods from which we came.”^^ 

Limitations on Inheritance. A little thought suggests that equality of 
opportunity cannot be achieved so long as huge accumulations of wealth 
are passed on from generation to generation in the form of bequests from 
certain individuals to others. Hence, the first requirement of equality of 
opportunity would seem to be a thoroughgoing federal estate tax, to pre- 
vent the inheritance of large fortunes by individuals and insure their use 
in the interests of all. If this tax is to do its full share in reducing in- 
equalities, it must take a large proportion of great estates, leaving only a 
moderate provision for direct dependents, instead of the enormous be- 
quests that have sometimes placed the children of the wealthy hopelessly 
in advance of those whose parents have had no property to bestow.^^ 

There is much to be said for shuffling the cards between deals, and for 

R. H. Taivney, Equality, New York, Harcourt, Brace & Company, Inc., 1931, 
p. 125. 

Stephen Leacock, The Unsolved Riddle of Social Justice, New York, John Lane 
Company, 1920, pp. 138-140. 

^2 Of the 116,000,000 fortime left by the late J, P. Morgan, who died in 1943, the 
federal tax took 17,384,309 and the New York State tax $2,064,414, or a total of nearly 
60 per cent of the entire estate. {The New York Times, March 7, 1947.) 

To the wealthy, such taxes must seem to be already unduly high. However, these 
estate and Inheritance taxes may be assumed to reflect the views of the American 
people, as expressed through their elected representatives, and may go even higher-™ 
though any such move, if it is not to defeat its purpose, must take into account the 
possibility that excessively high rates migh if interfere with the incentive to accumulate 
large fortunes, and hence with productivity, as we note later in the chapter. 
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having all the runners in a race start from the same point. It is equally 
important that contestants in the race of life shall have an even start, so 
far as the elimination of artificial obstacles is concerned. If the inheritance 
of income-producing property were very greatly restricted, we should at 
last have a chance to judge fairly the qualities of the racers— some thing 
we can never hope to know under a system that often penalizes the %veak 
and favors the strong. It is scarcely necessary to add that an estate tax, if it 
was not to be evaded, would have to be accompanied by a gift tax which 
would prevent the transfer of property in anticipation of death, or would 
at least tax such transfers at a high rate. 

So far as the recipient is concerned, inheritance is obviously unearned 
income; and this fact may account in large part for the willingness of 
legislatures, both state and federal, to impose upon such income the fairly 
stiff tax rates that are noted in our discussion of taxation in Chapter 44 
(Volume 2). If our lawgivers should see fit to impose even higher inherit- 
ance and estate taxes, they would by so doing provide a larger degree of 
ecjuality of opportunity than now prevails, by still further weakening the 
institution of inheritance, the functioning of which is (as we have said) a 
major cause of economic inequality. 

Permanently High Income Taxes. In addition to preventing the in- 
equalities of one generation from being passed on to the next, something 
should be done to reduce inequalities even in the short run. It seems to 
us entirely fitting and proper that the wealthy— even those who have 
gained their tveaith through their own efforts and not by inheritance- 
should be asked to pay a very large part of the running expenses of society. 
We propose, in this connection, a system of federal income taxes with 
per?nanently high rates in the high-income brackets. 

Just how high these rates should be, we are not prepared to say. This 
is a matter to be determined by experiment. But our use of high personal 
income taxes in wartime indicates that our peacetime use of income tax- 
ation has by no means exhausted our possibilities of securing rc\'enue 
through this agency. Surtaxes in the United States reach a inaxiniurn of 
88 per cent on portions of individual incomes that exceed $200,000— but 
these are, of course, relatively few. Experience in England and other 
countries seems to indicate that \\e might well adopt permanently higii 
rates in certain brackets, somewhat along the line of the supposedly 
temporary increases that were adopted to aid in linancing our war needsd'^^ 
Such rates, to be “fair’*— that is, in accord with the principle of ability 
to . pay^^— w^ould have to'' be steeply- graduated, taking only a small percent- 
age of incomes but a large percentage of those running into the 

^'^We are unlikely, however, to go to such extremes as the legislators of England, where 
(in 1947) the tax on an individual’s income iw excess of $80 ftOO was 97.1- per cent. 

i^See chap. 44. The relative merits of various kinds of taxes are discussed in that 
chapter. 
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hundreds o£ thousands or millions, though not so large as to deter persons 
of unusual ability from engaging enthusiastically in productive enterprises. 
Moreover, they should be so arranged as to lay a particularly heavy toll 
upon ‘‘unearned” incomes— those derived from the ownership of property 
—while dealing more gently with wages and salaries, since the latter repre- 
sent a payment for personal services. To prevent evasion of the income 
tax, there would be need, of course, to eliminate all tax-exempt securities. 

The Question of Incentive. It must not be supposed that a permanent 
tax program of this kind could be put into effect without meeting con- 
siderable opposition. Once it was publicly proposed, prophets would rise 
up and proclaim that a very high income tax would eventually destroy 
incentive, while a very high estate tax would both discourage production 
and lead to wasteful spending. But these are matters about which we know 
little or nothing from actual experience, so that these prophets, being on 
uncertain ground, would do well to tread softly. In the past, it is true, we 
have depended chiefly upon the lure of material gain to induce men to 
do their utmost in the field of production. But it is entirely possible that, 
in our worship of material things, we have overlooked other incentives 
that would prove equally potent, if only we brought them into play. 

Indeed, there are many callings— such as the military and diplomatic 
service, and the so-called professions— in which some non-material incen- 
tive, such as the desire for authority or prestige, an interest in the work, 
or the feeling that this task or that is particularly worth while, appears 
to be a force sufficient to impel men to pursue their occupations with 
earnestness and enthusiasm. It seems inevitable that, in a society which 
to a large extent has eliminated economic inequalities, the economic 
motive would lose much of its power, giving way to other motives that 
might prove equally productive of economic goods though less productive 
of human misery.!^ 

But this is frankly a field of speculation, with one man’s guess about 
as good as another’s. It may be true that an estate tax such as we have 
proposed would lessen men’s desires to work and thus reduce their pro- 
ductivity, or cause them to spend their accumulations before making their 
final exit. On the other hand, it is equally possible that our captains of 
industry and merchant princes are more intent upon establishing reputa- 
tions as leaders in their respective fields than upon establishing fortunes 
to be handed down to their descendants. The effect of high income taxes 
upon production is likewise debatable. Some persons believe that such 
taxes lessen incentive, while others are equally certain that they increase 
it. The latter argue that if a business man has set |20,OGO as the amount 
needed to buy a satisfactory standard of living, the imposition of a 50 

^^Readers who are interested in the question of industrial motives should consult 
J. A. Hobsqu, Incentives in the New Industrial Ord^r, New York, Thomas Seltzer, 1925; 
and Paul H. Douglas, “The Reality of Non-Commercial Incentives in Economic Life,” 
in Rex G. Tugwell, Editor, The Trend of Economics, New York, Alfred A. Knopf, Inc., 
1924.- ■ 
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per cent income tax might spur him on to greater deeds, since he would 
then need a gross income of S40,000 in order to have the use of a net 
income of $20,000, the amount formerly available for spending. 

But even if the prophecies of reduced production should be fulfilled, 
society instead of losing might still be the gainer. For the goal of produc- 
tion is the satisfaction of human wants, and a small volume of economic 
goods, well distributed, might easily give more satisfaction than a larger 
volume concentrated in the hands of the few. All in all, then, there is no 
conclusive evidence that very high rates of taxation on exceedingly large 
incomes or inheritances would reduce society’s output of commodities and 
services, or that this reduction, if it should come to pass, would neces- 
sarily mean a loss in social welfare. 

The Extension of Social Services. The permanent adoption of steeply 
progressive taxes on inheritances and personal incomes would do much to 
reduce economic inequality, and at the same time produce an enormous 
amount of revenue. One of the uses to which such revenue might well 
be put is an extension of the social services. 

We have already examined^^’ various forms of social insurance, and the 
provision of free medical and hospital service for all who need it. Here, 
surely, is plenty of scope for spending advantageously a considerable part 
of the revenue of which we are speaking. With the hazards of unemploy- 
ment, accident, sickness, and old age taken care of, one of the most serious 
consequences of economic inequality— the worry and hardship of economic 
insecurity— would be virtually eliminated. Another— the lack of educational 
opportunity— could and should be removed through such an expansion of 
our facilities as would give every' boy and girl, man and woman, as much 
training as he or she is able to absorb. This educational program, of 
course, would involve not only free tuition in the elementary and second- 
ary schools and higher institutions, but also such allowances for living 
expenses as would make it unnecessary for the members of working-class 
families to quit school from lack of funds. In this way our “free” education 
could be made genuinely free. We have already noted the desirability of 
having public defenders as well as public prosecutors in our system of legal 
justice. It seems necessary to have, also, a legal advising service, provided 
by the state, from which any person in legal difficulties would be able to 
secure expert assistance in the conduct of his case; and this assistance 
would have to include appeals to the higher courts without cost. Other- 
wise, there can be no justice worthy of the name. 

Conclusion. It wdil be recalled that w^e began our discussion of eco- 
nomic inequality with a plea for a readjustment of social conditions that 
would insure “equality of opportunity for all members of society, so far 
as this can be accomplished through the removal of artificial barriers to 
the full development and utilization of personal capacities.” We have 
indicated measures which socially-minded persons have proposed for insur- 


In ; ' chaps. 25 and 26. 
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ing a fair degree of equality in. the way of economic security, educational 
opportunity, a,nd legal justice. With an increase in the number and im- 
portance of the functions performed by the state through the extension of 
social services, we should expect our citizens to manifest a greater interest 
in the control of government than they have shown in the past. This in- 
creased interest, combined with a reduction in the economic power of our 
‘Tig business men,” should weaken somewhat the hold that these “actual 
rulers” have upon the affairs of government. We do not suggest that the 
proposals here outlined for taxation and social services would bring 
equality in income or standards of living, but they would unquestionably 
do much to reduce the most glaring of present inec^uaiities. And we do 
believe — and this is the most important item of ail — that this program 
would establish a substantial degree of equality of opportunity, so that 
such inequalities as continued would be the result of differences in native 
endowments and not differences in environmental conditions. 

In suggesting means for bringing about an increase in economic equality, 
we have limited ourselves to recommendations which we are convinced 
could be worked out within the framework of a capitalistic economy, as 
described in Chapters 4 and 17. Indeed, we hold that the proposals we 
have outlined, far from weakening the present economic order, would 
do much to strengthen it. The best possible safeguard of a given type of 
social system is the feeling, on the part of its members, that it is essentially 
fair. Properly administered, our program for providing equality of oppor- 
tunity should appeal strongly to the pronounced individualistic leanings 
of the average American, and (assuring him of a chance to develop his 
personal abilities to the utmost, and to sell the fruits of his Tabor in a 
competitive market) give him a new stake in a revivified system of free 
enterprise from which artificial obstructions had been removed. 


1. *‘A11 men are created equal.” Examine this statement critically. 

2. Compare the views of James A. Garfield and Julius Rosenwald on the 
subject of “luck.” 

The adoption of this program would not, of course, make up for such serious personal 
deficiencies as physical invalidism or feeble-mindedness. Hence, to repeat a statement 
made in chap. 26, “it is probable that there will always be some members of society 
who, because of physical or mental defects, cannot be expected to support themselves. 
Unfortunates of these kinds will have to be cared for at the public expense, unless they 
have friends or relatives who are able to look alter them adequately.” We believe that 
such persons should be provided with a standard of living that will enable them to 
live in health and decency, but that they should be prevented from propagating 
their kind. It is often suggested that, if their defects are of a transmissible type, 
these public charges should be required (in return lor their maintenance) to submit 
to segregation or sterilization, since society cannot afford to have an increase in the 
numbers of those even under conditions of approximate equality of opportunity, are 
so lacking in ability as to be unable to provide for themselves. 
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3. “The notion that genius, like murder, will ‘out’ is a false sentimentalism,” 
says Professor Hobson. Comment. 

4. What, according to Professor Hobson, are “the conditions of the successful 
utilization of genius”? 

5. Explain the significance of Professor Pigou’s statement, “Environments, in 
short, as well as people, have children.” 

6. “Talent and energy can create opportunity. But property need only wait 
for it,” says R. H. Tawney. Precisely what does this mean? 

7. Professor Taussig says that inheritance “explains the great continuing gulf 
between the haves and the have-nots.” Discuss. 

8. Show, by reference to the Astor fortune, the possibilities of increasing wealth 
through inheritance. 

9. Why should inheritance have a slighter influence upon economic inequality 
in newly settled countries than in older countries? 

10. Comment on the significance of the old saying, “It is only three generations 
from shirt-sleeves to shirt-sleeves.” 

11. Discuss equality of income as a principle of distribution, stating its advantages 
and disadvantages. 

12. “From each according to his ability, to each according to his need” is a 
slogan that has been used by certain collectivists. Some people say it would 
not “work out.” What is your opinion, and why? 

13. “Those who work hardest should get the largest incomes.” Comment. 

14. It is suggested in this chapter that the government should undertake to 
eliminate all anti-social ways of getting income. Give examples of income- 
getting that might be regarded as anti-social. 

15. What is the meaning of equality of opportunity, as proposed in this chapter, 
and why should we seek to attain such equality? 

16. What part might taxation play in bringing about equality of opportunity? 

17. Might we not destroy economic incentive, if we should undertake seriously 
to provide equality of opportunity for all? Explain. 

18. Distinguish between “economic inequality” and “economic insecurity.” 

19. Examine carefully the implications of the term “free education.” 

20. Even though perfect equality of opportunity should be attained, there would 
still be some members of society who were unable, because of personal short- 
comings, to earn a satisfactory living for themselves. What should society 
do about such persons? 

REFERENCES FOR FURTHER READING 

See list of references at the end of Chapter 27. 
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CONSUMPTION IS THE GOAL OF PRODUCTION-MAN MAKES ECONOMIC GOODS IN 

order to have them available for use in the satisfaction of his many wants. 
Of the multiplicity of human wants and the difficulty of fulfilling them 
because of the scarcity of goods, we had much to say in Chapter 2; and in 
the chapters that followed we have dealt with some of the complicated 
processes through which economic goods come into being, are evaluated, 
and eventually are divided among those persons who have provided 
society with the agents of production— land, labor, capital, and business 
enterprise. Having spent a considerable time examining the operation of 
our productive system, and noting, as we have proceeded, some of its 
major defects as well as its very considerable merits, we shall venture, in 
this chapter and the next, into the field of consumption, toward which we 
have been marching through some hundreds of pages. 

The Meaning of Consumption. In much of our discussion we have 
talked about producers' goods, or capital, but we now center our attention 
upon consumers' goods, which we defined in Chapter 3 as produced goods 
in the possession of the persons by whom they will be used in the direct 
satisfaction of wants. Consumption consists of the utilization of goods 
which answer this description, and of the non-material goods which we 
call services. Producers’ goods, too, z-xe utilized, but utilization of this 
kind is production, not consumption. When a baker uses his oven to make 
a loaf of bread, he engages in an act of production; but when a hungry 
man uses the loaf to satisfy his craving for food, his is an act of consump- 
tion. The baking of the loaf— production— makes possible the appease- 
ment of hunger— consumption; the former is the means, the latter the end. 

“Neglect” of Consumption by Economists. In view of the obvious im- 
portance of consumption, it may seem strange that we have allotted but 
two chapters— less than four per cent of the total number in the present 
work— to its treatment. This, however, is more space than is commonly 
given to a consideration of consumption in economic textbooks. Professor 
Hobson, whose writings have shed much light upon this branch of eco- 
nomic thought, has commented upon the subordination of consumption 
to production in the works of writers on economics. “When the products 
of industry pass over the retail counter, economic science almost loses 
count of them,” he says, “They pass from sight into the mysterious maw 
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of ‘the consumer/ It has never occurred to the economist that it is just as 
important to have a clear and close knowledge of what happens to prod- 
ucts when they have become consumers’ goods, as it is to trace their 
history in the productive stages.”^ 

There is unquestionably something of justice in this observation, but 
it must be added that the seeming neglect of consumption by writers 
on economics has not necessarily resulted from a lack of appreciation 
of its significance. The truth of the matter is that there is surprisingly 
little that can be said about consumption in an exact way; and many 
writers have preferred to write but sparingly, or not at all, on a subject 
which does not lend itself readily to scientific treatment. 

The fruits of production are economic goods, which are objective and 
measurable; but the fruits of consumption are human satisfactions, and 
are therefore subjective, variable as bemeen individuals, and largely in- 
capable of measurement. Nevertheless, consumption is a vital process, 
there are things that can and should be said about it, and— having warned 
the reader that the subject is not, in general, reducible to exact principles 
—we shall proceed to say them. 

THE CHOICES OF CONSUMERS 

The wants of people are made effective, in a price economy such as 
ours, through the medium of demand; for demand, from the individual’s 
point of view, is the expression of his wants, backed up by purchasing 
power. But human wants are many, and goods are scarce. Relatively 
few persons have money incomes sufficiently large to permit them to 
satisfy ail of their wants in the way of economic goods. Consequently, 
most people must go without some of the goods they would like to have; 
and this means that decisions, or choices, are continually being made by 
all who exercise their function as purchasers of consumers’ goods. 

The Basis of Consumers* Choices. Just why people choose to buy cer- 
tain commodities and services rather than other goods that are available, 
is a question we cannot pretend to answer, except in the most general 
terms. It is probable that most choices are made in the hope of maximizing 
the satisfactions that can be had through the expenditure of a given 
money income— and this is an idea that we shall develop in some detail 
a little later in the present chapter. To this statement we may add 
Professor Hobson’s reflection to the effect that three factors— environ- 
mental, industrial, and conventional— influence powerfully the choices 
that people make in spending their money, and that the environmental 
and industrial influences are more largely productive of wise choices than 
are.' conventional 'influences.; 

But having said this, we can scarcely claim to have given an adequate 
"" ^ , and JWeaii/ij New York, The Macmiilan Uompany, 19'26, p. 6. 



ECONOMICS: PRINCIPLES AND PROBLEMS 


538 

explanation of consumers’ choices. Indeed, most economists have aban- 
doned hope of finding a completely satisfactory explanation, at least for 
the present. The truth of this statement is evident in the usual treatment 
of value theory. In explaining how the price of an economic good is 
determined, it is customary to assume a condition of demand and to 
proceed upon that assumption, without undertaking to explain the con- 
sumers’ choices that have combined to bring about the given condition 
of demand. We are not criticizing this procedure. On the contrary, 
we commend it; for human motives in the field of consumers’ choices, as 
in other fields, are difficult if not impossible to fathom; and it is surely 
the part of intellectual honesty to admit the fact frankly. There can be 
no objection, of course, to listing (as some writers do) the factors which 
may possibly play a part in affecting consumers’ choices. 

The Regulation of Consumption by Prices. Of the effect of one such 
factor—price—we can speak wuth considerable assurance. For however 
much a person may desire a certain good, and for whatever reasons, he 
cannot make his desire effective, and thus convert it into a consumer’s 
choice that has significance, unless he is able to pay the price which sellers 
insist upon getting. The high price of many an economic good puts it 
quite beyond the reach of most members of society. Moreover, a change 
in the price of a commodity or service that is in very common use will 
also affect the amount that is consumed.^ 

Consumption, then, is very largely regulated by prices, and the in- 
fluence that prices exert is, of course, one which tends to encourage the 
consumption of a good which is plentiful and discourage the consump- 
tion of one which is scarce. In these ways, prices exercise a stabilizing 
influence over consumption, spreading out the available quantity of a 
given good fairly smoothly over a period of time, and thus avoiding 
seasons of great scarcity or glut. A similar point was made in connection 
with our discussion of speculation, in which we noted that the operations 
of professional speculators lead, among other things, to a greater stability 
in both the use and price of the commodity in which they deal. 

Our price system provides a sort of automatic regulator of social 
consumption which, in the interests of stability, would have to be re- 
placed by an arbitrary control if the present economic order should ever 
give w^ay to one which lacked a system of prices related to scarcity. 

-Consumption, the Guide to Production. .How do business enterprisers 
know’' wdiat goods to produce, and in what quantities? Shall they turn 
out less clothing and more food? If so, shall they increase the output of 
meat or cereals? And if the former, shall the increase take the form of 
beef, pork, or mutton? These and similar questions by the thousands must 
find answer day by day in our economic order. And—with certain ex- 


2 See, in tins connection, chap. 12. 



THE PRINCIPLES OF CONSUMPTION 


539 


ceptions which will be dealt with in the next chapter— the answers must 
come from consumers. 

For, in the final analysis, it is the consumers who tell the enterprisers 
what to produce, and what not to produce. Since consumption is the 
goal of production, the goal is not reached unless and until the com- 
modities and services turned out are acceptable to and accepted by the 
consumers. Economic goods are commonly produced in anticipation of 
demand, and if, when they appear on the market, they do not appeal to 
the prospective consumers, the expected demand will fail to materialize. 
That way, as enterprisers know, lies bankruptcy. And so, though some 
rash souls produce goods with the thought of bulldozing the public into 
buying, by far the larger number of producers keep an ear to the gTOimd, 
listening intently for word of what the consumers are likely to buy. 

In the case of v/ell-established commodities and services, this informa- 
tion is not particularly hard to get. Consumers’ choices lead to a steady 
demand, year after year, for many kinds of goods. This is especially likely 
to be true of staple items, in which there is but little scope for the ex- 
pression of individual taste. But in some fields of consumption have 
come changes in demand almost revolutionary in their nature, so sudden 
have they been and so widespread their consequences. In the commercial 
theater, for example, during the past quarter-century, the '‘legitimate” 
drama and vaudeville were almost wholly supplanted by silent pictures, 
and these in turn gave way to the “talkies.” Where, we might ask, are 
the blue serge suits so popular among the men of two decades ago? And 
what has become of the miniature golf courses that dotted the landscape 
from coast to coast in the late nineteen-twenties? They have, of course, 
gone the way of all economic goods that fall into disfavor with that 
court of last resort— the consumers. Only so long as people continue to buy, 
can enterprisers continue to produce. 

Far-Reaching Effects of Consumers’ Choices. Whether people buy or 
refuse to buy may have important economic consequences. When there 
was a radical change in feminine coiffures a number of years ago, some 
thousands of Orientals lost their means of livelihood because of the decline 
in the demand for hair nets. And w^^hen women turned from high to low 
shoes, wTicli required only a fraction as much leather in their manufac- 
ture, this change in consumers’ choices was felt in businesses that apparently 
had little or no connection with the shoe industry. It resulted, for example, 
in higher prices for house-plastering! For the lessened demand for leather 
led to a smaller production of goats; this in turn reduced the quantity of 
goat hair available for use in the plastering trade; and this decrease, in 
the absence of any change in demand, raised the costs of production in 
house-plastering, and brought a price advance in this branch of the build 
ing industry. 

Indeed, it is almost inevitable that every change in consumers’ demand 
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will be felt somewhere— probably fairly near at hand, but possibly on 
the other side of the globe— in the field of consumption or production, or 
both. If the demand for a consumers’ good declines, the money formerly 
spent for it is likely to be used to buy other kinds of consumers’ goods, 
and they of course will experience an increase in demand. This means a 
shift ill the agents of production; for land, labor, capital, and business 
enterprise tend to move about continually, shifting from declining indus- 
tries to those which for the moment are expanding. We saw, in our study 
of technological unemployment,^ that the shift of labor is not always 
easily made, and that genuine privation may result when industrial 
workers are cast aside. Capital, too, is often difficult to transfer, for much 
of our industrial machinery is highly specialized, and is useless for any 
purpose other than the one for which it was designed. By way of casual 
illustration, we may note that the sudden change from silent to “talking” 
pictures meant the scrapping of huge quantities of specialized capital, and 
the purchase of new equipment of a different kind, on the part of both 
the producers of films and those who exhibit them to the picture-loving 
public. As one writer has said, “business has wings” and its movements 
in some fields are exceedingly erratic. But this would seem to be a natural 
and unavoidable situation so long as consumers are free to choose what 
they will buy, and more particularly in those countries in which many 
people have incomes sufficiently large to enable them to consume luxuries. 

We are not, on this account, suggesting that the consumers’ freedom of 
choice should be curbed. We feel that, in general, the consumer is in a 
better position than anyone else to direct the expenditure of his money 
income. This statement should be qualified by the observation that society 
owes it to its members to give them as much assistance as possible in 
arriving at wise decisions; and we shall develop this idea somewhat in the 
following chapter. But we hold to the view that the consumers’ power to 
accept and reject has aided in the development of many genuinely useful 
commodities and services; and it seems probable, further, that the satisfac- 
tion experienced in the consumption of a good may be enhanced by the 
fact that the good was chosen freely by the consumer, and not thrust 
upon him by another. 

" INDIVIDUAL AND SOCIAL MAXIMIZATION 
OF SATISFACTIONS 

Since production is the creation of utility, and consumption is the goal 
of production, it follows that production comes closest to realizing its 
full possibilities when real income is so constituted as to bring about the 
maximization of'; satisfactions,'': . 

, '..A Note on' the Principle of Dimimshing .Utility,. , , It is. scarcely . po.ssible 


3 In chap. 2B. 



541 


THE PRINCIPLES OF CONSUMPTION 

to talk intelligently about the maximization of satisfactions without refer- 
ence to the principle of diminishing utility, which we discussed in our 
treatment of the La'iv of Demandd The principle was there stated as 
follows: The intensity of a person's desire for a unit of a given good 
diminishes progixssively as additional units of this good are acquired. 
Since we use the words “utility" and “desiredness" interchangeably,'"’ we 
are justihed in restating the principle of diminishing utility in these 
words: The utility of a unit of a given good diminishes progressively as 
additional units of this good are acquired. 

In the interests of strict accuracy, we must again note a point which 
w^as made in Chapter 12— that the buyer of a good may find, upon con- 
suming his purchase, that his advance calculations were faulty; that he 
has received less, or more, satisfaction from the good than he anticipated; 
and that, though the price paid unquestionably measures the rnarginal 
utility of the good (since otherwise he would not have bought it), it does 
not, in the strict sense of the term, measure accurately the satisfaction 
derived from consuming it.^ But having made this explanation, we shall 
proceed for the present to disregard the distinction benveen utility and 
satisfaction. For we concur in Professor Pigou’s view that, in general, “not 
much harm is likely to be done by the current practice of regarding money 
demand price indifferently as the measure of a desire and as the measure 
of the satisfaction felt when the desired thing is obtained."'^ 

Individual Maximization of Utility. Applying now the principle of 
diminishing utility to the expenditure of a money income, we suggest that 
in order to derive the maximum utility obtainable from the use of a 
money income the spender must distribute his purchases so that the 
marginal utility of the last dollar spent for one kind of good will equal 
exactly the marginal utility of the last dollar spent for every other kind. 
That is to say, there must be an equalization of marginal utilities in all of 
the several fields of expenditure. We may illustrate the point by use of a 
hypothetical illustration, wdiich has been drawn up with some regard 
for the estimates of budget-makers who have studied the actual expendi- 
ture of wages in the low-income groups. 

Let us assume, then, that a certain laborer receives a wage of fifteen 
dollars a week. In the case of a very small income, it is exceedingly im- 
portant that it shall be made to go as far as possible— for there is no 
room here for waste. This means that the laborer must act in accord with 
the principle of diminishing utility— paying strict heed to its implications— 
for in no other way can he hope to maximize the utility that is obtainable 
through the expenditure of his exceedingly modest wage. 

^ See chap. 12. . ;■ ■ 

■ 

;p. WO. ■ 

^ A. C. Pigou, The Economics of Welfare, London, M^cmilUn k Company, Ltd., 1929, 
'p.'24. .: : 
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To tills end, he must watch carefully the expenditure of every dollar. 
He must never spend a dollar for a good, if a dollar’s worth of some 
other good holds greater utility for him. Let us examine, for a few mo- 
ments, Fig. 38, which illustrates graphically the expenditure of the 
laborer’s weekly wage of fifteen dollars. For the sake of simplicity in 
explanation, we have assumed that there are but five possible fields of 
expenditure in the economic order in which this laborer lives— that is, 



Fig. 38. The Expenditure of a Money Income. 

The diagram illustrates the operation of the principle of diminishing utility, 
The shaded portions of all five columns are of equal size, showing that this dis- 
tribution of money income has resulted in the equalization of “marginal utilities" 
essential to the maximization of utility in the expenditure of a given money 
income. 

he may buy only food, clothing, housing, fuel, or furnishings. Each of 
the spaces marked off in the five columns showm in Fig. 38 represents the 
utility of a single dollar’s expenditure. In the ‘‘food” column, for instance, 
there are seven spaces, the largest at the bottom and the smallest at the 
top. This gradual decline in size is intended to show that the principle of 
diniinisliing Utility is operating in the laborer’s purchase of food. If the 
4iagram,.;pictures;; the; '.situation:; accurately,, the ;;utility of '.the.; .seventh' 
dollar’s purchase of food is substantially less than that of the first dollar’s 
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purchase in the same field. The “clothing” and “housing” coliiiiiiis also 
indicate the workings o£ the principle of diminishing utility. 

It is obvious that a minimum of food, clothing, and housing is essential 
to survival itself. But beyond the point of bare subsistence, there is con- 
siderable scope for the exercise of freedom of choice. The diagram sug- 
gests the relative importance of the several kinds of economic goods to 
the fifteen-dollar-a-week laborer, for it shows that he spends seven dollars 
of the fifteen for food, four dollars for clothing, two for housing, and one 
each for fuel and furnishings. The utility of the seventh dollar’s ivorth 
of food is shown to be the same as that of the fourth dollar’s worth of cloth- 
ing, and of the second dollar’s worth of housing. In each of these three 
fields, the utility of the marginal dollar’s purchase is indicated by the 
small shaded area, and since these areas are equal the iiiarginal utilities 
are likewise ecjual. 

If the laborer is to get the maximum of utility to be had from spending 
his fifteen dollars, he must distribute his expenditures in the manner 
shown in the diagram. This is necessarily the case, for this is the one and 
only distribution which •wdll bring about the equalization of marginal 
utilities in ail of the five available fields of purchase. If the marginal 
utility of a dollar of expenditure in one field (say, food) should be less 
than in any other (say, clothing), this situation would suggest the desir- 
ability of spending less on food and more on clothing— of using the seventh 
dollar (or a part of that dollar) to buy clothing instead of food. If the 
maximization of utility is to be realized, dollars (and possibly quarters, 
dimes, and pennies) must be moved about in search of utility, and nothing 
must be spent for any type of good %vhatsoever if its expenditure else- 
where would mean greater utility for the spender. Hence, we arrive 
eventually and inevitably at an equalization of marginal utilities, such as 
is indicated by the five shaded areas in Fig. 38; and until this equalization 
takes place there can be no maximization of utility. 

The deliberate 'weighing of utilities is continually going on. There are 
doubtless a few persons whose swollen incomes make it unnecessary to 
consider seriously whether to make a given purchase or not. But income- 
getters of this class are clearly a very small fraction of society as a whole. 
Even to those who are exceedingly well off, there sometimes comes the 
necessity of choosing between a new motor car and a summer cruise. 
For the school teacher, it may be a matter of seeing Hamlet or buying a 
new necktie, since he cannot at the moment afford both. And in the very 
lowest of wage groups, the question may be one of buying a newspaper or 
indulging in an extra pipe of tobacco, so meager are the incomes of 
millions of workers in our present-day society. 

We are not suggesting that all consumers’ choices are made on a 
calmly calculated, “rational” basis, for this is far ^ the case. 

The extra cost of taking a friend to lunch,mr having m attention for 
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a common cold, is incurred by a good many members of society, without 
giving the matter a second thought. Their incomes are so large that this 
unexpected expense does not mean retrenching along some other line. 
But for every person who is in comfortable financial circumstances, there 
are hundreds or thousands who must pinch the pennies in order to make 
ends meet. To these members of “the masses,” the maximization of utility 
is a matter of the utmost importance; and it can be attained only by follow- 
ing the sort of procedure that we have described. It must be admitted, 
however, that even those who have appallingly low incomes often fail 
to maximize utility, because of ignorance, carelessness, misleading advertis- 
ing, and other causes which will receive attention in the following chapter. 

Present and Future Consumption. Another choice that consumers must 
make is whether to have their consumers’ goods now or in the future. 
Though they cannot eat their cake and have it too, they may, by delaying 
consumption for a time, enjoy a somewhat larger slice than would be 
theirs if they declined to wait. By spending only a part of their money 
incomes for consumers’ goods, and investing the remainder, either directly 
or indirectly, in capital, they are enabled to receive at a later date, in the 
form of principal and interest, a larger amount than they invested. And 
this, of course, means a larger quantity of consumers’ goods than could 
have been bought with the sum originally saved, if no rise in the price level 
has taken place in the period during which the savings were lent out. 

In general, present goods appeal more strongly to income-getters than 
future goods. Indeed, our current theory of interest is based upon this 
assumption.^ A few persons, the very wealthy, are not required to make 
this choice. Just as they need not decide whether to buy this present good 
rather than that—since they can afford both— so, too, they are relieved 
of the necessity of choosing between present and future goods— -for their 
ample financial resources insure them an abundant supply of consumers’ 
goods in perpetuity- But ordinary mortals are continually answering the 
momentous question— to save or not to save— as we have already seen in 
our discussion of interest in Chapter 22. The motives that influence these 
decisions, like most motives back of consumers’ choices, are clothed largely 
in obscurity. Some people are uxidoubtedly saving against old age, and 
an anticipated inability to earn current income at that future time; others 
are trying to insure a good education for their children; while for millions 
of savers the dismal objective is merely the provision of a decent burial 
when the saver must make his final exit. In many instances, of course, it 
is probable that the prospect of interest leads to saving.^ 

But we are here concerned not so much with the causes as with the 
results of saving. To a considerable extent, economic progress is built 
upon the accumulation of capital, and the large volume of savings in the 

® See chap. 22. 

s As is explained in the discussioii of ‘‘time-preference” in chap. 22. 



THE PRINCIPLES OF CONSUMPTION 545 

United States— amoimting at times to as much as fifteen billion dollars 
in a single year— has doubtless contributed greatly to American economic 
development. We have benefited greatly, then, because some people have 
chosen future instead of present goods. However, this choice is not always 
a blessing. Professor Hobson, for example, has challenged sharply the 
social usefulness of thrift, in so far as it results in saving instead. of spend- 
ing among those who have very small incomes. 

Saving that means a milkless diet for children, clothing that fails to 
protect the wearer adequately against inclement weather, and the neglect 
of physical ailments or their treatment wnth patent medicines, may be 
very costly saving indeed, both individually and socially. Professor Hobson 
concludes that not only should the low-income groups not be encouraged 
to save, but they should definitely be discouraged from doing so. ‘*No part 
of the economically necessary fund of annual capital ought to be drawn 
from this sort of saving,” he says. “It is literally a coining of human life 
into instrumental capital, and the degradation of the word ‘thrift’ in its 
application to such saving is a damning commentary upon the false 
standard of social valuation which endorses and approves the sacrifice. 
The great risks of loss which actually attend such saving, and the heavy 
expenses of the machinery of its collection and administration, aggravate 
the waste.”i<^ 

The total volume of such savings in the United States is, after all, 
relatively small, and their absence would scarcely be noticed. In the 
prosperous year of 1929, the aggregate savings of the people of this country 
amounted to 15.1 billion dollars. The upper 10 per cent of the families 
that contributed to these savings (those with incomes of |4600 or more) 
saved 13 billion dollars, or 86 per cent of the total. The upper 20 per cent 
of families (including all whose incomes were at least $3100) saved 14.8 
billions, or 98 per cent of the total amount. It follows that the savings of 
the remaining 80 per cent of the population amounted to only 2 per cent 
of the total American savings for that year.^^ 

Though $3100 a year will strike many readers as being a very small 
income, it seems likely that this amount would ordinarily permit of some 
slight saving without involving the saver in any of the human costs of 
accumulating capital to which Professor Hobson objects so strenuously. 
And since 98 per cent of the country’s saving is done by families having 
incomes of at least $3100, we may well ask whether it might not be socially 
desirable to try to confine saving to such income groups, in view of the 
considerable sacrifice with which savings must be effected if they are made 
by persons who find themselves still lower in the income scale. Of course, 
any deliberate discouragement of saving among those having exceedingly 

Hobson,. p.- 105. ■ 

" 'll, .Maurice', Leven, Harold' G. Moulton, and -Clark' Warburton, America's . Capacity ■■to 
Canmme, Washington, The Brookings Institution^ 1934, p. 96. 


546 ECONOMICS: PRINCIPLES AND PROBLEMS 

smali incomes would have to be accompanied by social provision for such 
persons in time of unemployment, sickness, old age, or other periods of 
dependency. But it may be added that the inability of the poorly paid to 
provide for such emergencies—however earnestly they may seek to do so— 
is now generally admitted; and the need for and justice of social provision 
in such cases are steadily winning wider recognition^- 

Social Maximization of Utility. We have seen that the individual who 
fails to maximize the utility that is obtainable through the expenditure 
of his money income is, economically speaking, doing less well than he 
might do. So also, some persons believe, is the society that fails to distribute 
its income among its members in such a tvay as to attain the maximization 
of utility. For (runs the argument) if it is good economics for an individual 
to seek the maximum of satisfaction in consumption, it should be equally 
good practice for a society. 

The social maximization of utility would demand that, in the distribu- 
tion of society’s money income, no dollar should go to any person if 
greater social utility wmuld be had through its going to another. With 
the money income so distributed, and with the members of society striving 
earnestly to maximize the utility obtainable from the expenditure of the 
individual incomes then in hand, the available land, labor, capital, and 
business enterprise would naturally gravitate to the points where they 
were most needed. Thus, these agents of production would be allocated 
among the various industries in such a way as to bring forth those com- 
modities and services which, when purchased by individuals with their 
money incomes, wmuld lead to the maximization of utility for society as a 
whole. 

But a society that followed this practice would be quite different from 
the one that we know today. It would, as a matter of course, be one from 
which wildly extravagant purchases would be outlawed— a society in which 
$60,000 sable coats, $1,000,000 “coming out’' parties, and $5,000,000 private 
yachts^^ would have no place. The enforcement of the principle of the 
maximization of utility might conceivably make the following substitu- 
tions for the three unusual expenditures noted above: For the $60,000 
sable coat, two thousand woolen coats at $30 each; for the $1,000,000 
“coming out" party, four million loaves of bread at 10 cents, and four 
million quarts of milk at 15 cents; and for the $5,000,000 private yacht, 
one thousand small houses at $5000 each.^^ It is hard to believe that substi- 
tutions such as these would not increase the sum total of social utility. 

Of course, a thoroughgoing adoption of this principle would change 
our habits of consumption almost beyond recognition. The rule of “first 

The problems of economic insecurity were dealt with in chaps. 25 and 26. 

■■is.Cf. p.-SIt',':.,:",',.:' 

1^ These figures are based on “norriiai” conditions, and not on the inflated situation 
which followed World War II. In 1947, for example, the prices would have been much 
higher, and the quantities much lower, than are suggested above. 
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things first” would apply throughout society, and its application ivould 
mean the elimination of many of the commodities and services which 
wealthy and upper middle classes now regard as necessities, but which to I 

the so-called working class appear to be great luxuries. Indeed, a serious i| 

and sincere attempt to achieve the social maximization of utility would 
unquestionably wdpe out all extreme inequalities of income; according to I 

some writers, it would probably result (in the interests of ease in adminis- | 

tration) in strict equality in distribution; and in any event it would doubt- 
less come close to distributing “to each according to his need”— which, 
though not at all to the liking of most members of the high-income groups | 

of today, might find defense on economic grounds, and perhaps on ethical | 

grounds as well. | 

An increase in social utility would mean an increase in social welfare, | 

but, as we have intimated, there are many who would object to increasing j 

social welfare by taking from the rich and giving to the poor; and yet 
this is the process through which, directly or indirectly, the maximization 
of utility would have to be effected. Some people hold that the rich are 
public benefactors— that they endow libraries, art galleries, and medical 
schools, and that their extravagant spending is beneficial rather than 
harmful because it provides the poor with work. We have dealt elsewhere 
with this latter contention,^^' and shall merely observe at this point that 
the construction of $5,000,000 wnrth of workers’ dwellings may provide 
quite as much employment as the building of a $5,000,000 yacht. As for 
endowments, there is something to be said for securing through taxation 
whatever funds are needed for purposes of public health, culture, and 
education, rather than depending upon the generosity of wealthy philan- 
thropists for gifts which sometimes fail to materialize. 

The Possibility of Attaining Social Maximization of Utility. There are 
many people who applaud individual attempts to maximize utility, but 
are dead against maximization of utility for society as a whole. These 
objectors, if pressed for an explanation, will frequently admit that, though 
theoretically they favor society’s consuming to the greatest advantage the 
commodities and services it produces, practically they cannot endorse a 
scheme which would take from the rich and give to the poor. Since the 
social maximization of utility in consumption cannot possibly be achieved 
without a redistribution of income, it is evident that the interest of these 
people in social maximization is purely academic. 

There are others who would withhold their support from any move- 
ment proposing the social maximization of utility, not on the basis of a 
sentimental attachment for things as they are, but because they feel that 
the goal is impossible of attainment. Human beings, they urge, differ 
widely in their make-up, ranging all the way from the genius in the field | 

of science, art, or business, down to Edwin MarkhanTs man with the hoe 
See footnote 19 on p. 512. 
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—“a thing that grieves not and that never hopes, stolid and stunned, a 
brother to the ox.’’ How, they ask, can society hope to measure individual 
capacity to derive satisfaction from the consumption of commodities and 
services, on the part of people whose heredity and environment vary so 
gixatly; and how, unless this is possible, can society expect to maximize 
utility in consumption? 

The question is a fair one, and one to which, unfortunately, we do not 
know the answer. However, it may be suggested, by w^ay of partial reply, 
that the inability to do a job perfectly does not mean that it should not 
be done at all. If a people should decide that the social maximization 
of utility is a goal worth striving for, it could doubtless make substantial 
progress in the direction of that goal, without waiting for the development 
of accurate means of measuring differences in the capacities of different 
individuals to get satisfaction from the consumption of various kinds of 
economic goods. For, though there are undeniable differences of this kind, 
they are unquestionably less pronounced than the present differences in 
individual incomes. Moreover, many of these differences in human capaci- 
ties are, beyond all doubt, differences that result from environment rather 
than heredity, and these would tend to disappear as the present-day mem- 
bers of society passed gradually from the scene— assuming, of course, that 
the program to maximize utility was launched forthwith. 

Yet another point should be noted in this connection. Though the 
specific goods that satisfy human needs most fully differ considerably as 
between individuals, there is no reason to suppose that the total amount 
of individual incorne needed by one person is necessarily very different 
from that needed by another. The case is well stated by Professor Hobson: 
‘'An absolutely equal distribution of bread, or any other necessity of life, 
on a per caput basis, would evidently be a wasteful economy. What applies 
to the prime physical wants will apply more largely to the goods which 
supply ‘higher’ wants. For as one ascends from the purely animal to the 
spiritual wants, the divergences in capacity of utilization will grow. This 
does not necessarily imply very wide differences in the aggregate quantity 
of wealth which can be usefully consumed by different persons, because 
deficiencies in some tastes or capacities may be compensated by develop- 
ment of others. Moreover, the wddest personal differences will usually lie 
outside the range of economic satisfaction.”^® 

If, then, the members of a society regard the social maximization of 
utility as worth while, they need not be deterred by the fear that the 
goal is wholly beyond their reach. Those who work for social advance 
along economic lines, as in other fields, must often content themselves 
wdth a smaller degree of progress than they had hoped for. Trying to get 
the most out of consumption for society as a whole may be a Herculean 
task, but that is scarcely a sound reason for not attempting it. For, as 
Sir Philip Sidney said several centuries ago: '‘Who shootes at the mid- 
A. Hobson, IFofA and Wealth, p. 108, 
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day sonne, though he be sure he shall never hit the marke^ yet as sure 
he is he shall shoote higher than who aymes but at a bush.” Any increase 
in social utility that might be achieved, though it falls far short of full 
maximization, will be accounted better than no increase at all by those 
who believe sincerely that the social maximization of utility in consump- 
tion is a goal worth aiming at. 

Consumption in the Form of Leisure. Earlier in the chapter we dis- 
cussed consumers’ choices as among different kinds of consumers’ goods, 
and as between present and future goods. But there is yet another type 
of choice that people, individually or in groups, are called upon to make-- 
the choice between more consumers’ goods and less leisure, on the one 
hand, and less goods and more leisure, on the other. There is little point 
to having a huge income in the form of consumers’ goods if the business 
of acquiring them robs one of leisure in which to enjoy these goods. 
“What is a man,” asks Hamlet, “if his chief good, and [profit] of his 
time, be but to sleep and feed? A beast, no more.” 

Leisure, it would seem, is an indispensable condition to the attainment 
of a well-rounded life. Professor Hobson appropriately calls it “the 
opportunity of opportunities.” However great a young man’s native ability 
may be, he is powerless to develop it unless he has leisure. Herein lies 
the explanation of the low economic estate of many people whom cir- 
cumstances have compelled to leave school and settle down to steady 
jobs as mere children; for they were handicapped from the very start 
by the absence of the leisure which the pursuit of many kinds of training 
demands. 

However, we are interested chiefly, in our present discussion, in the 
individual’s division of his time between livmg and inaking a living, once 
he has permanently joined the army of the gainfully employed. This, it 
should be said, is primarily a group rather than an individual matter to 
decide. For the average worker, however much he may desire leisure, is 
not in a position to work only six hours a day if his occupation is one in 
which eight hours constitute the established working day. It is usually 
groups of workers (operating through collective bargaining), or employers 
prompted perhaps by their employees, that decide what hours of work 
shall prevail, and these decisions in turn determine how much or how 
little leisure large masses of working people are to enjoy. 

The choice between more consumers’ goods and more leisure is related 
more closely, then, to social than to individual maximization of utility. 
Over a long period of time, it is quite possible to have an increase in both 
consumers’ goods and leisure, as is demonstrated by the fact that real 
wages have been raised and hours of labor lowered substantially in the 
United' States' duringvthe.' past halhcentury.' This, sort of thing' is,; poss.ible, 
of course, during a period of technological progress. But at any given 
time— say, in 'the ''year 1948 or 1949— a'gain in leisure' is,' likely to, take' place 
only through a sacrifice of consumers’ goods. The demand made by 
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organized labor in the 1930’s for the thirty-hour week seemed to suggest 
that the choice had already been made by the labor groups, but it remains 
to be seen whether they can actually put it into effect. If they succeed 
ill so doing, they will almost certainly have to get along on a smaller 
quantity of consumers’ goods than would be theirs if they worked forty 
hours a week. For it is virtually inconceivable that at a given time and with 
no change in the technique of production as much goods can be turned 
out ill thirty hours of work as could be turned out in forty hours. 

This does not mean that the movement tow^ard greater leisure is un- 
wise. It might, on the contrary, have a profoundly beneficial effect upon 
both individual members of society and society as a whole. The outcome 
would depend upon how this additional leisure time was employed. If 
used for wholesome recreation, for the pursuit of hobbies, for self-develop- 
ment, for community undertakings of various kinds, and for the exercise 
of a positive and intelligent interest in social affairs generally, the loss 
in economic goods would probably be as nothing in comparison with 
the gain in the “good life” that would accrue to great numbers of people. 

But though gains such as these are doubtless more important than the 
economic goods that could have been made had these leisure hours been 
given over to work, we must not delude ourselves into supposing that we 
could have both the leisure and the goods. And however laudable the drive 
for shorter hours may be, we should recognize the fact that it is based 
largely upon a false premise— the notion that hours of labor must be short- 
ened so that there will be enough work to go around. Apparently some 
people do not realize that if the thirty-hour week w^ould give employment 
to ail who want it, the forty-five-hour week would do not only that, but 
would also provide a national income approximately 50 per cent larger 
than could be had under the shorter week. We are not arguing that the 
longer xvorking week is preferable, but merely that it would provide us 
with more economic goods, and, as will be shown clearly in our study of 
the “make work” fallacy, would not necessarily lead to unemployment. 


1. Mdiat justification, if any, is there for saying that consumption is the goal 
of production? 

2. Coal consumed in a locomotive is not consumption, but coal consumed in a 
house-heating furnace is consumption. Explain. 

B. “The subject of consumption should be treated as extensively as production, 
in economics textbooks.” Argue pro and con. 

4. In spending their money incomes, why do people choose certain commodities 
and services instead of other economic goods? 

5. “Consumption is regulated by prices.” Explain. 

6. It is sometimes said that production is guided by consumers. What is the 
meaning of this statement? 


chap. 31 (voL 2). 
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7. ■ “Whether people buy or refuse to buy may have important economic conse- 
quences/' Why? 

8. What has the principle of diminishing utility to do with the maximization of 
utility in consumption? 

9. How can an individual know when he has maximized the utility obtainable 
through the expenditure of his money income? 

10. In what way is the equalization of marginal utilities related to the maximiza- 
tion of utility in consumption? 

11. The maximization of utility is a matter of the utmost importance to those 
who have small money incomes. What factors might lead to their failure to 
achieve maximization? 

12. Discuss present and future consumption, and explain why people sometimes 
choose the latter in preference to the former. 

13. What is Professor Hobson’s attitude toward future rather than present con- 
sumption for members of the low-income gi'oups? Why does he adopt this 
attitude? 

14. What part of the savings of the United States in 1929 was made by those 
belonging to families having family incomes of less than $5100 each? What 
conclusion in the chapter is based in part upon this situation? 

15. State, in your own words, how the distribution of income u’ould probably be 
affected by a sincere attempt to maximize the social utility of coiisuiiiption. 

16. How would the maximization of utility affect “conspicuous consumption”? 
Why? 

17. Do not the extravagant expenditures of the very wealthy provide work for 
others? Is this not sufficient justification for such expenditures? Why or why 
not? 

18- Discuss the possibility of actually achieving the social maximization of utility 
in consumption. 

19. Are there any serious obstacles to the attainment of the individual maximiza- 
tion of utility in consumption? Explain. 

20. What is Professor Hobson’s answer to the statement that the great differences 
in human capacities for getting satisfaction from consumption lead to the 
necessity of having great differences in individual incomes? 

21. Discuss leisure as “the opportunity of opportunities.” 

22. Upon what economic fallacy is the appeal for a thirty-hour working week 
sometimes based? 
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A CONSIDERABLE PART OF THE PRECEDING CHAPTER WAS DEVOTED TO 

analyzing the principle of individual and social maximization of utility 
in consumption, and to showing that, from the social point of view, it may 
be argued that it is desirable that commodities and services be consumed 
in such a way as to yield the maximum of utility. It would seem to follow 
that any failure on the part of society to achieve the maximization of 
utility must be regarded as waste in consumption. We may define waste 
in consumption, then, as any disutility experienced by society through 
the consumption of harmful commodities or sewices^ or any loss of utility 
suffered through the inefficient use of consumers’ goods or services. Our 
present task is to look about for evidences of consumption which, accord- 
ing to this definition, is wasteful, and then to inquire into the possibilities 
of reducing or eliminating consumption of this kind. 

DISUTILITY IN CONSUMPTION 

The Meaning of ‘Tilth.” Since consumers’ goods come under the gen- 
eral heading of wealth, we should expect all consumers’ goods to con- 
tribute to the well-being of those who use them. But some consumers’ 
goods and services seem very unlikely to benefit the consumers. Ruskin 
was so strongly impressed with this fact that he coined the word “illth”— 
later popularized by Professor Hobson—and applied it to goods which 
he thought, because their use tvas likely to have ill effects upon society, 
should not be produced. 

Illth is, of course, the very antithesis of wealth, since its consumption 
brings disutility instead of utility. Professor Hobson, following Ruskin’s 
lead, says in this connection that “everyone will admit that many sorts of 
marketable goods and services are injurious alike to the individuals who 
consume them and to society. A large proportion of the stimulants and 
drugs which absorb a growing share of income in many civilized com- 
munities, bad literature, art and recreations, and the services of prostitutes 
and flunkeys, are conspicuous instances.”^ But the “many sorts” of goods 

^ J, A. Hobson, Work and Wealthy Hew York, The Macmillaxi Gompany, 1926, pp. 106, 
107. Our many citations of Work and Wealth are attributable to the fact that Professor 
Hobson (who died in 1940) was an outstanding “welfare economist” of his day, whose 
ideas are most fully set forth in that work. 

■' ..552' ■ 
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that are referred to in this quotation are not so easy to locate in the 
market place. Indeed, it is something of a task to enlarge the list of “con- 
spicuous instances” drawn up by Professor Hobson, and even some of 
these items might not be regarded by everyone as illth. What, for ex- 
ample, is bad literature? Would it include every book coiidenined by 
the late Anthony Comstock (the crusader against obscenity who sought 
for years to purify the reading matter of the American people)— even a 
work that was hailed by recognized critics as great literature? And 
would an attempt to abolish bad literature permit to go unchallenged 
those sugar-coated novels which, however innocuous they may be from 
the point of view of morals, are weakly constructed and slovenly written, 
and fail completely to hold the mirror up to nature? 

The Rarity of Illth. A division of consumers’ goods into “wealth” and 
“illth” assumes the existence of an agency that is competent to pass upon 
such matters, and one, moreover, whose decisions would meet with the 
approval of the general public. But it seems to us that such a division is 
scarcely necessary— that a far better plan is to grant freedom of choice 
to consumers, keeping them informed, however, of the dangers of any 
goods that are likely to prove harmful to purchasers. Few kinds of con- 
sumers’ goods that are offered for sale today are so certain to bring 
disutility, and so clearly incapable of giving utility, that by common con- 
sent they could be designated “illth.” There are exceptions, to be sure. 
Perhaps the best examples are to be found among the so-called patent 
medicines and in the field of adulterated commodities. Few intelligent 
people would argue that a “cancer cure composed of water diluted with 
impure alcohol”^ could have any curative value, or deny that it might 
do positive harm by delaying the application of scientific methods of 
treatment; and few w^'Quld question that raw milk preserved whth liberal 
quantities of formaldehyde might easily yield more disutility than utility. 
In instances such as these, there would seem to be ample grounds for 
outlawing the goods in the interests of the public health. 

Disutility from Misuse or Excess Use of Goods. But when all is said 
and done, there are relatively few clear-cut cases of consumers’ goods 
that could not conceivably yield utility. Such examples as may be cited 
result from our practice of producing for profit rather than for use, and 
these goods find a sale only because of the ignorance of the purchasers. If 
we were to include among items of illth those goods which have utility- 
yielding possibilities but are often used in harmful ways, the number 
would be substantially increased. Morphine may be used beneficially for 
the relief of pain, or consumed destructively in developing or satisfying 
the drug habit. Alcohol unquestionably has its legitimate uses, but its 
abuse sometimes leads to drunkenness and degradation. A pistol may liaye 

'■ ■ '2''Gited'''i'n 'Stuart Ghase, "The Tragedy of Waste, 'Hm 'York, The .'Macmillaa.', Company, 

im. p. 64 , ';■■■ ■ ■/. , 
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social utility when carried by a policeman, but social disutility in the 
hands of a gangster. Finally, to cite an example of a common misuse of 
a consumers’ good, an excess of heat in a dwelling means the consumption 
of more fuel than should be burned, and, at the same time and as a direct 
consequence of this waste in consumption, a probable increase in nose 
and throat ailments among those who occupy this overheated house. 
This sort of illustration might easily be multiplied many times, so likely 
is the excessive use of a -consumers’ good to result in disutility rather 
than utility. 

It would seem, then, that positive disutility in consumption is more 
likely to result from the misuse or excess use of goods than from the 
consumption of goods which do not have any legitimate uses. We believe 
it is imperative to prohibit the production of so-called consumers’ goods 
which seem certain to injure those who use them, and to regulate strictly 
—as is now sometimes done— the sale of firearms, habit-forming drugs, 
and other commodities and services which, if purchased by irresponsible 
persons, may lead to extensive or irreparable damage. But since most good 
things are capable of being turned to bad uses, prohibition and regulation 
cannot provide a complete solution of the problem. The remedy seems 
to lie, rather, in launching a program which will enable consumers to 
exercise genuinely intelligent choice in spending their money incomes. 
We shall deal with this matter more specifically in a later section of the 
chapter. 

ECONOMIC INEQUALITY AND WASTE 
IN CONSUMPTION 

We revert now to a matter which we have touched upon several 
times namely, that waste in consumption is closely related to gimss eco- 
nomic inequality— so closely, indeed, that it seems highly unlikely that 
we shall ever achieve anything even approximating the social maximiza- 
tion of utility in consumption without bringing about, also, something in 
the way of an equalization of incomes. Certainly, the maximization of 
utility would be wholly impossible in the face of the great economic in- 
equalities which exist today. 

The explanation of this statement is tied up, as we noted in Chapter 29, 
with the principle of diminishing utility. According to this principle, the 
utility of a dollar is smaller to a man of great wealth than to a poor man. 
The loss of a dollar would mean little or nothing to a millionaire, but 
to a day laborer it might mean cutting down on the purchase of food for 
his family. The principle is one which not only exists in academic circles, 
but is also ill good and regular standing in the world of practical affairs. 
It is, of course, the theory upon which most civilized nations have built 

3 More particularly in chaps. 27 and 29. 
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their systems of taxation. For modern taxes are, in general, based upon 
ability to pay, as we shall see in our treatment of taxation in Chapter 
44 (Volume 2). 

Diminishing Utility and Progressive Taxation. A tvage earner in the 
United States is not ree|uired to pay any federal income tax on the first 
$500 of his income, on the theory that up to that point the utility of every 
dollar is sufficiently great to warrant exemption. But a sharply progres- 
sive surtax is imposed upon all net surtax income (w4iich includes all 
income, except a $500 exemption for the taxpayer and $500 additional 
for each of his dependents), reaching the maximum rate of 88 per cent 
on that portion of any income which exceeds 1200,000. The implication 
is perfectly clear. We have accepted the principle that the rich should 
make larger contributions to public expenditures than the poor, not only 
absolutely but also relatively, because a dollar means less to the rich 
than to the poor. 

Current Inroads upon Large Incomes. It might be argued that the 
acceptance of the principle of progression for the purpose of minimizing 
sacrifice in the payment of taxes does not necessarily lead to an advocacy 
of equal (or approximately equal) incomes in the interests of maximizing 
utility in consumption. And yet these two ideas have much in common, 
and their differences seem to be those of degree rather than kind. Both 
are based upon the principle of diminishing utility. And though progres- 
sive taxation, as practiced today, does not take so much of our rich men’s 
annual receipts as to bring about an approximate equalization of incomes 
available for individual spending, it goes in many instances much further 
than is generally realized. 

The present federal income tax in the United States takes 67 per cent 
of a $100,000 income, 86 per cent of a $500,000 income, 88 per cent of a 
million-dollar income, and 90 per cent of a five-mill ioii-dollar income. 
Though the absolute amounts that these income-getters are permitted to 
retain are still large, there is no denying that present-day progressive 
taxation imposes considerable restrictions upon the exercise of property 
rights in income. We do not limit the amount of income a man may 
receive^ hut we sometimes limit radically the amount he may keep. It 
seems fair to say that the principle of progression in taxation now has 
general acceptance, and that it could be used, if society ever deemed it 
desirable, to bring about a virtual equalization of incomes. 

Trends Toward ' Social Maximization . of Utility. Furtliermore, the 
revenue derived from taxation is not being . employed nowadays iiierely 
for carrying on what we" ordinarily think,' of as the “affairs of government.” 
Rather, it is being used increasingly to provide for human needs which 
we used to expect every man' to look ..after 'for: himself. When; billions 'are 
collected from taxpayers and spent for the relief of the unemployed, as 
in the post- 1 929 depression, the process is one of taking from those who 
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have and giving to those who have not. It is, in effect, a procedure through 
which society, at one and the same time, moves in the direction of the 
equalization of incomes and the maximization of utility. To be sure, the 
movement is not a particularly speedy one, but the trend is unmistakable. 
■\¥e are not suggesting that society is consciously attempting to achieve 
the equalization of incomes or the maximization of utility, but simply 
that neither of these propositions is so foreign to our present economic 
order as it might appear, at first sight, to be. 

Social Maximization of Utility in Wartime, The national income 
of a country consists of economic goods, rather than money, though 
these goods are commonly expressed in terms of money. In a conflict such 
as World War II, the production of war supplies increases steadily, and 
the land, labor, and capital available for making civilian goods shrink 
with every passing day. However, it is important to have sufficient com 
sumers’ goods to maintain civilian health and morale, and thus insure 
the efficient performance of civilian functions that are essential to war 
production; and it is important, moreover, that these consumers’ goods 
be distributed to the greatest social advantage— that is to say, in a way 
which will bring about the social maximization of utility. 

To this end, the late President Roosevelt launched a program of price 
stabilization which was aimed at holding down the cost of living and thus 
maintaining standards of living, so far as this was feasible in wartime. 
When there is a shortage of goods, it is ordinarily reflected in a rise in 
price, as was the case in 1920 when the price of granulated sugar rose to 
SO cents a pound because there was so little sugar to be had. The prices 
of sugar and other unusually scarce consumers’ goods were held in check 
reasonably well during World War II, through the use of the price con- 
trols which will be described in Chapter S6 (Volume 2). But the govern- 
ment found it necessary, also, to apply direct rationing to many com- 
modities. Sugar, automobiles, tires, gasoline, meats, canned goods, and a 
host of other commodities were rationed, on the theory that every mem- 
ber of society should be assured his “fair share” of those economic goods 
which were very limited in quantity. We shall not attempt to describe 
here the procedure which was followed in allotting rations (in some 
instances, differential quantities) to individual members of society. The 
point we wish to make is that the rule of “first things first”— which is 
directly in line with the social maximization of utility in consumption— 
is commonly resorted to in time of emergency such as war; and it is being 
applied more and more extensively in normal times as well. 

Conspicuous' Consumption, and Waste. A serious disadvantage result- 
ing from great inequalities in incomes is the tendency, on the part of the 
very wealthy, to spend extravagantly for the sake of winning the admira- 
tion of those unable to buy on so lavish a scale. This subject is discussed 
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elsewhere in the present volume,*^ but is introduced briefly at this point 
because of its obvious relationship to waste in consumption. 

Nassau William Senior, a noted nineteenth-century economist, wrote 
many years ago about ‘hhe desire for distinction— a feeling which if we 
consider its universality, and its constancy, that it affects all men and 
at all times, that it comes wdth us from the cradle and never leaves us till 
w^e go into the grave, may be pronounced to be the most powerful of 
human passions.” Since this desire for distinction commonly takes the 
form of competitive expenditure, it needs no argument to sliotv that waste 
in consumption is bound to accompany great differences in spending 
ability. Among modern examples of conspicuous consumption are the 
$3,000,000 private home built for a well-knowm industrialist, the two 
hundred servants employed in the home of a prominent fliiancier, the 
fifty-one passenger cars belonging to the several members of a Philadelphia 
family, and— on a somewhat smaller scale, but none the less interesting— 
the mink coat worn by All-American Biff, a bull terrier, “tailored for him 
by one of Chicago’s leading furriers and given to him for a Christmas 
present” by his owner. It is expenditures such as these that led us to 
observe, in Chapter 29, that the elimination of both individual and 
social waste in consumption could be attained, if at all, only in a society 
in which incomes were fairly equal. 

The very wealthy may properly be charged with much of the waste 
resulting from conspicuous consumption, because their large expenditures 
constitute a formidable part of the total waste of this kind, but there are 
many in the lower-income groups wdio must also accept a share of the 
blame. For just as 

Great fleas have little fleas upon their backs to bite ’em, 

And little fleas have lesser fleas, and so ad infinitum^ 

so, too, there is a hierarchy in the realm of conspicuous spenders. “Keep- 
ing up with the Joneses” appears to be no less popular among middle- 
class income-getters than among the multimillionaires; and the practice 
of living beyond one’s means— wdiich is a perfectly natural outgrowth of 
an unwillingness to be outshone in spending— is so conimoii that it no 
longer excites comment. 

Since few are wholly guiltless of spending for display, it may seem 
somewhat unfair to single out the very rich and charge them with special 
culpability. But conspicuous consumption is a social ill that originates 
among the economically great, and works its way down to the rank and 
file. Since the very wealthy set the pace that others try to follow, they 

■"^'See chaps.'^''27 'and 29. 

' ■ ' ^ New Republic y January .IS, 193,7. The .article; cites the case of another lucky^dog,',Flco, 
owned by Edgar' A,ilan'' Woolf, a „ motion-picture: writer. ‘‘Noticing. „ that. .Pico seemed , to' 
suffer from the heat, Woolf called in a refrigeration engineer, and had the dog-lioiise 
air-conditioned** 
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must be prepared to accept a particularly large portion of responsibility 
for the waste in consumption that results from this lavish expenditure. It 
may be true, as Nassau Senior says, that the desire for distinction is the 
most powerful of human passions; but that is no reason why society need 
permit it to take the form of competitive spending, when spending of this 
sort must inevitably interfere with the attainment of the social maxi- 
mization of utility in consumption. 

INDIVIDUAL MAXIMIZATION 
OF UTILITY IN CONSUMPTION 

We feel that our discussion of consumption thus far should have con- 
vinced the reader that the social maximization of utility cannot be 
achieved in the presence of great inequalities in individual incomes. But 
even if we had an equalization of incomes, there could be no social 
maximization unless tve managed in some way to bring about individual 
maximization of utility in consumption. Utility is an essentially personal 
thing, and tw^o individuals with equal money incomes might have to spend 
in widely different w^ays in order for each to get the most out of his 
income. Even in the presence of great inequalities in incomes, such as 
exist today, much w^ouid be gained if we could achieve the individual 
maximization of utility in consumption; and every advance of this kind 
would be a step in the direction of social maximization of utility. Any- 
thing that is done in the way of increasing individual utility in spending 
a given money income is a net gain; it not only helps the individual 
himself, but it also helps to bring society a little closer to the goal of the 
social maximization of utility in consumption. We may now examine 
some specific causes of the consumer’s failure to get the maximum of 
utility from the expenditure of his money income. 

Waste Through Carelessness in Purchase and Use. Success in making 
one’s money income go as far as possible in providing for one’s wants 
depends upon the exercise of great care in the purchase of commodities 
and services. It is wasteful to spend a dollar— or a dime— for one thing if 
its expenditure for something else w'ould result in greater utility. This 
very simple point seems often to be quite overlooked. Many people— 
and sometimes those who can least afford it— appear to do much of their 
buying impulsively rather than deliberately. The sight of a chic hat in 
a shop window, or a gay necktie in a men’s furnishing store, drives into 
limbo all thought of more urgent needs, and the thing is bought on the 
'■spur ".of the moment." ■'■■'■' ■ 

Another source of waste in consumption is the tendency of many people 
to buy without making a comparison of prices, either as between equally 
satisfactory brands which sell at different prices, or between competing 
dealers’ different prices for the same commodity. The failure to buy at 
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recurrent “special sales” such non-perishable goods as soap, paper towels, 
and canned fruits and vegetables, often leads to paying 15 to 25 per cent 
more for these commodities than would be necessary if a little care and 
foresight were exercised in shopping for staple articles, many of which 
(being nationally advertised under copyrighted names) are clearly the 
same no matter from W'hom they are bought, or at what price. Many 
people, too, are likely to assume that high price necessarily means high 
quality, on the theory that “you get just about what you pay for.” But 
goods are sometimes sold on the basis of “class price,” with prices adjusted 
to the paying capacity of the customer for commodities that are unques- 
tionably the same. Even harder on the notion that high prices mean high 
quality was a series of laboratory tests made on ten prominent brands 
of vacuum cleaners several years ago; for the tests show-ed that the highest- 
priced cleaner in the lot tvas the one that gave the poorest performance! 
Obviously, price is not always a measure of quality. 

Chargeable to carelessness, also, is the failure of consumers to get the 
maximum of utility out of goods once they have purchased them. An 
examination of the contents of American garbage cans during World 
War I revealed the fact that large quantities of edible bread and meat 
were being thrown away. In the matter of converting odds and ends of 
food into wholesome, savory dishes, American housewives might learn 
much from the women of France and Germany, and thus save some 
millions of dollars a year with no loss in utility. The readiness with 
which many people discard clothing which is still entirely presentable, 
radio sets wdiich are capable of giving excellent reception, and auto- 
mobiles which are practically as serviceable as the latest models, is 
responsible for much loss of utility in consumption. Clothing and auto- 
mobiles must not be expected to last forever; but if a suit of clothes is 
thrown away or a car “turned in” before it has given its owner the maxi- 
mum oi acceptable service y it w^ould seem that this is waste in consump- 
tion. And unless the owmer has carefully weighed the pros and cons of 
the situation (which is all too seldom the case), the waste may w^ell be 
charged to carelessness in the use of consumers’ goods. Often, of course, 
the retirement of an old good in favor of a new one is in the nature of 
conspicuous consumption. 

Conspicuous Consumption Once More. Conspicuous consumption is 
responsible not only for social w^aste in consumption, but also, in all 
probability, for much of the failure of individuals to maximize the utility 
purchasable wtith their money incomes. There is a genuine satisfaction 
that comes from the consumption of a commodity or service which adds 
to one’s physical, mental, or social weil-being. Doubtless, also, there is 
satisfaction of a sort to be had from outdoing another in spending for 
the sake of display— else it would scarcely be so vvidely practiced. But it 
may well be questioned w’hether this is not, after ail, a spurious kind of 
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satisfaction, and recognized as such by the conspicuous consumer him- 
self in his saner moments. For all save the very wealthy, of course, every 
lapse into conspicuous spending reduces the amount of money income 
available for expenditures of other kinds. And it would seem to follow 
that, for most people at least, indulgence in conspicuous spending must 
render impossible the attainment of individual maximization of utility 
in consumption. “Among all but the very poorest classes,” writes Pro- 
fessor Carver, “the cost of living is due not so much to the cost of things 
which are desired for their own sakes as to the cost of the things which 
are desired because they are possessed by others with whom one 
associates.”^ 

Waste Through the Ignorance of Consumers. Professor Carver, in un- 
dertaking to prove that capitalism is preferable to socialism, argues that 
people as a rule buy more intelligently than they vote.”^ However that 
may be, the truth is that most people do not buy very intelligently. In 
some instances, as we noted in an earlier section, the fault is one of care- 
lessness~a failure to apply to the spending of one’s money income the 
information which one has or might readily get. In many cases, however, 
the purchaser is not to blame for his inability to judge the relative merits 
of consumers’ goods. Doubtless the average man is more expert as pro- 
ducer than as consumer. He is a specialist in production, having devoted 
his time and energy to mastering a single trade or task, while as a con- 
sumer— or a buyer— he ventures into a hundred fields, in none of which can 
he hope to have very extensive information. The result is that in most 
of his buying he bargains at a distinct disadvantage, since he pits his 
meager knowledge against the skill and experience of the seller. 

It is small wonder, then, that the consumer often fails to get the most 
for his money. We have already seen that price is not a safe guide to 
quality, nor for that matter is the appearance of a commodity to be re- 
lied upon. The piece of silk cloth that feels so strong and durable is 
probably weighted with sugar or lead; the oranges that appear so lusciously 
ripe may ow^e their sunny complexion to gas or dye; and the mattress 
that promises a lifetime of peaceful sleep may develop little hills and 
valleys within the year. Our ignorance of “true values” in the fields of 
food, clothing, cosmetics, housefurnishings, automobiles, and other con- 
sumers’ goods is most profound. As one writer puts it, “With no defense 
except a waning quality of common sense, the ultimate consumer makes 
his blundering way; a moth about a candle.”^ 


^T. N. Caiver.,. Essays, .m Social Justice, Cambridge, Harvard University Press, 1922, 

p. m. '■ ' ■ / ' ■ 

■; pp. '1 13-125. " ■ ■ ' 

^Stuart Chase and F. J. Schlink, Your Money^s FForrii, New York, The Macmillan Com- 
pany, 1927, p. 41. The woeful ignorance of consumers is dealt with at length, also, in 
F. J. Schlink and Arthur 100^000,000 Guinea Pigs, New York, The Macmillan 

Company, 1933; and M. C. Phillips, S to Beep, Washington, N. J., Consumers* Re- 
search, Inc., 1934. 
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However, the consumer is not wholly helpless, for there are several 
increasingly influential agencies that are working in his behalf. We are 
not now referring to such assistance as is rendered by the enforcement 
of federal and state legislation designed to discourage fraud and mis- 
representation; or to such agencies as the Federal Trade Commission and 
the Better Business Bureaus, which do something to tone down the ex- 
travagant claims of advertisers, and the “Good Housekeeping Institute,’' 
which tests and guarantees all articles advertised in Good Housekeeping, 
but declines to say which is the best among several competing brands. 
We have in mind, rather, Consumers’ Research, Inc., and the Consumers 
Union of the United States, Inc.,^ two non-profit organizations which 
undertake to provide their respective subscribers with accurate, unbiased 
information about many kinds of consumers’ goods. 

These “services” do not pretend to cover the field completely, but they 
are already sufficiently extensive as to be of great assistance to the average 
consumer, and their data are being revised and added to continually. 
Many of the tests which form the basis of their reports are made in the 
laboratories of Consumers’ Research or Consumers Union, though some are 
conducted in outside laboratories. The information comes to the sub- 
scriber in the form of comparative lists, which classify specific brands of 
a commodity as good, fair, or poor. It goes further and tells which is 
the “best buy,” so that the customer learns not only what brands to 
avoid, but also—and this is of the utmost importance— which particular 
brand will give him the most for his money. Our publicly financed United 
States Bureau of Standards might do much to protect the consuming 
public from being imposed upon, by dedicating a part of its admirable 
facilities to the discovery and publication of the truth about consumers’ 
goods that are used by millions of Americans. Indeed, it would help 
somewhat if the Bureau did nothing more than publish the results of the 
tests wdiich it now makes for business men and corporations. So long as it 
fails to do either or both of these things, the consumer must continue to 
rely upon privately supported agencies, such as Consumers’ Research and 
the Consumers Union, which appear to be performing a necessary social 
function— and performing it successfully in the face of considerable 
opposition from business men who find their disclosures somewhat em- 
barrassing. 

' Waste Through Deceptive Advertising. .Advertising has been, and will 
probably continue to be, one of the chief obstacles to the individual 
maximization of utility in consumption. There is no question that adver- 
tising may play a socially useful role in the creation of possession utility. 
But if, at any time, advertising subtracts from the sum total of utility in 
society, instead of adding to it, those who are responsible are clearly 
guilty of social' waste;' 'and if ' advertising leads buyers astray and prevents 

Consumers’" Research, 'Inc.,' 'Washlng'ton, N. J.; ' -Consmiiers ■, Union of 'the '.United 
States,. Inc., 17 Union 'S.quare, New York City. ' 
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them from maximizing utility, it may properly be condemned on the 
basis of contributing to waste in consumption. 

Advertising may be getting more truthful (as its advocates frequently 
claim) or it may not, but in any case it still has a long way to go before 
the consumer can safely accept it at face value. Outright falsehood may 
be rare, but of unwarranted implication there is enough and to spare in 
many advertisements. The situation is interestingly described by an 
advertising publisher in a speech made to advertising men. He said, 
in part: 

Too many of our creators of advertising, it would seem, have forsaken the 
mansions of logic to wander capriciously in a weird new state — a state that can 
be described only by the coined word “Adnesia.” Only in this strange state are 
cigarettes viewed as an aid to heakh; only here do kindly professors go about 
counseling mothers in the delicate matter of administering laxatives. 

Where, except in “Adnesia,’' could one reasonably expect to find Romance 
in a package of soap chips, or detour the divorce court by the simple expedient 
of changing to a new brand of tooth paste? And surely only one long-resident in 
this crazy state could have conceived the cock-eyed notion of borrowing the 
testimony of dimpled and diminutive Shirley Temple to exploit a two- ton motor 
trucki There, indeed, is genius in its dizzy eminence.^^ 

A very mild instance, but an actual one, of poetic license in the realm 
of advertising was revealed recently by the Federal Trade Commission. 
In singing the praises of its razor blades— ‘‘Made of English Razor Steel’*— 
a New York department store announced: “We went to Pennsylvania 
for a new secret-process, high-speed steel. In ingots, we took it to England 
to be rolled to a ribbon, because the British armorers roll steel with un- 
beatable accuracy. We brought the ribbon-reels back from England and 
had them cut into blade-shapes, then honed and stropped with more 
loving care than we’ve ever seen put into such a job.” In fact, these blades 
were stock blades made by a New Jersey corporation, and not under super- 
vision of the department store. The Federal Trade Commission ruled 
“that the respondent’s false representations that it oversees each step in 
the manufacture of these blades tends to lead a substantial part of the 
public to attribute to them a quality not usually attributed to merchandise 
made for the trade generally.’’^^ 

Even if we accept literally the statement of an experienced advertising 
man that “advertising copy during the past several years has been a 
bunch of blah, blah, bunk,”i2 the fact remains that advertising pays. That 
is to say, it pays the se Her— whatever the effect upon the buyer may be— 

A‘^,“What' Advertising Men Say: Advertising,” Special Bulletin 25, Washington, 

N. J., Consumers’ Research, Inc., October, 1936, p. 1. 

The case is cited in Consumers’ Research Bulletin, Washington, N. J., Consumers’ 
Research, Inc., March, 1937, p. 6. 

^""'What Advertising Men Say About Advertising,” p. 6. 
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for it unquestionably stimulates sales. Indeed, a recent study made by 
a research specialist leads to the conclusion that in some cases advertising 
is more important than low prices, style, or quality, in selling women’s, 
misses’, and junior misses’ dresses and sports wear. 

Table 33 presents the significant conclusions of this study in con- 
venient form. It shows that in selling women’s dresses advertising proved 
to be 116 per cent as important as low price, 127 per cent as inipoitaiit as 
style, and 124 per cent as important as quality. In disposing of junior 
misses’ dresses, the relative importance of advertising to low price, style, 
and quality was shown to be, respectively, 122 per cent, 193 per cent, 
and 223 per cent. If these figures have any validity at all, they suggest 

Table 33. Relative Import.\nce of Advertising and Other Mer- 
chandising Factors in Selling Clothing (in Percentages) 

(Source: New York Herald Tribune^ July 21, 1936) 


' 

Commodity 

Percentage Importance of Advertising to 

Low Price 

Style 

Quality 

Women’s dresses 

' ' 

116 

127 

1 124 

Misses’ dresses 

79 

121 

1 135 

Junior misses’ dresses 

122 

193 

1 223 

Sports wear 

94 

133 

I 156 

1 

Average 

103 

143 

i 159 

I 


to the self-seeking business man that it is wiser to spend on advertising 
than on quality. What is said about a commodity is apparently more im- 
portant to the purchaser than the quality of the commodity itself. This 
amounts, of course, almost to an invitation to market shoddy goods by 
means of intriguing sales talk, rather than sound goods througli accurate, 
straightforward description. It would be childish to suppose that enter- 
prisers never take advantage of a situation of this kind, and ec|ually so 
to think that individual maximization of utility in consumption can be 
achieved until the situation is remedied. 

CONSUMERS’ COOPERATION 

We have sketched briefly some of the obstacles that stand in the way 
of the attainment of individuai maximization of utility in consumption. 
These and other difficulties experienced by consumers have led to the 
conclusion that consumers’ goods might be purchased more advantageously 
if the job were done collectively instead of individually. The outcome 
of this conviction has been the organization of consumers’ cooperative 
associations. The recent spread of the cooperative movement among con- 



564 


ECONOMICS: PRINCIPLES AND PROBLEMS 


sumers warrants a brief discussion of the aims and methods of consumers’ 
cooperatives. 

Rochdale Society of Equitable Pioneers. Consumers’ cooperation had 
its beginning in Rochdale, England, in December, 1844, when twenty- 
eight wea%^ers banded together into an organization through which they 
hoped to get more for their money than was possible when they bought 
as individuals from retail stores. With a total capital of about $150, the 
Rochdale Society of Equitable Pioneers bought a small stock of flour, 
oatmeal, butter, and sugar, with which they began their undertaking of 
squeezing out the middleman’s profits, and thus increasing the utility 
obtainable from the spending of their wages. By the end of the year 
1845, they had seventy-four members, a paid-up capital of $900, and a 
record of having transacted $3500 worth of business in a twelve-month 
period. In 1934, this same Rochdale Society had 44,000 members, nearly 
$3,000,000 in capital, and did a business totaling $3,285,000. From 1844 
to 1934, its total volume of business was $150,000,000, and it distributed 
among its members “surplus-savings” to the amount of $20,000,0004^ 

“The basic principles adopted by these famous weavers to solve their 
own purchasing problems were eightfold: Their consumer cooperative 
would sell goods at prevailing local prices; a fixed rate of interest would 
be paid upon capital invested; profits^^ after payment of all expenses in- 
cluding interest, should be distributed in proportion to member pur- 
chases; no credit would be granted; both sexes were to have equality in 
membership rights; each member was to have just one vote; regular 
meetings of members were to be held; and accounts were to be properly 
kept and audited.”^^ 

The Goal and Method of Consumers’ Cooperation. The substantial de- 
gree of success achieved by the Rochdale Pioneers is perhaps less sur- 
prising than the fact that their fundamental principles, as originally out- 
lined, have endured for almost a century and even today form the basis 
of most of the consumers’ cooperatives throughout the world. According 
to the Cooperative League, the national federation of consumers’ 
cooperative associations of the United States, present-day consumers’ co- 
operation is based upon four great principles, upon which will eventually 
be built a Cooperative Economic Society. “Its principle of open member- 
ship will give us economic brotherhood. Its principle of ‘one person, one 
vote’ will give us economic democracy. Its principle of ‘minimum interest 
on shares’ will give us security instead of speculation. Its principle of 
‘distributing the surplus savings as dividends on the basis of patronage’ 

P. Warbasse, Coopey'ative Democracy, New York, Harper & Brothers, 1936, 3rd ed., 
pp. 26-29. This book is frequently referred to as ‘ahe bible of the consumersV move- 
ment.'’ 

^•^Defined by the cooperatives themselves as savings returned to the consumer, and not 
profits — a distinction affecting the application of income taxes. 

The Index, New York, The New York Trust Company, December, 1936, p. 234. 
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will give us just distribution of wealth. These are the four corner stones 
of a Cooperative Economic Society.’’ 

From the tone of this statement, it is evident that consumers’ coopera- 
tion is expected by its more ardent advocates to accomplish great things in 
times to come. To some, indeed, it appears in the nature of a crusade 
which is to save the world from communism and fascism, when capitalism 
shall have spent its force. But to the rank and file it means chiefly, and 
will doubtless long continue to mean, an agency which enables con- 
sumers to circumvent the retailer and effect a saving of, say, 10 per cent 
on many of their purchases. In the matter of quality, too, the cooperative 
can render a distinct service to its members, and one wdiicli will be more 
fully appreciated when its importance is more generally recognized. The 
quality of the goods that are sold cooperatively is usually high, but in 
any event the commodities are honestly described and fairly priced. 
Many of these products are manufactured to specifications laid dotvn by 
the cooperators. For instance, it is now possible to buy cooperatively '‘a 
white floating household and bath soap, equal in quality to the most 
highly advertised ‘floating’ soap on the market,” and at a price roughly 
one- third less than that charged in grocery stores for soap of equal quality 
sold under a copyrighted name. Here is an example of cooperation pro- 
viding both low price and assured quality; and in many cases the latter 
may be even more important than the former. 

Ordinarily, consumers’ cooperatives are organized on a very small scale, 
and expand gradually as their service attracts new members. In urban 
and suburban communities they often start as cooperative buying clubs, 
organized by white-collar or professional people. The commodities handled 
may include groceries, fruits and vegetables, dairy and poultry products, 
dentifrices and simple cosmetics made up to formulae, gasoline, and a 
variety of other articles used by the average family. In rural sections 
of the country, such farm supplies as fertilizers, seeds, feed for cattle and 
poultry, binder wire and twine, spraying materials, paint, tires, and 
lubricating oils, are often handled more extensively than the usual house- 
hold goods. It is estimated that there are in the United States three times 
as many cooperative associations handling petroleum products and stock 
feed as there are handling groceries.^® 

The principle of cooperation has also been applied to the sale of elec- 
trical power, the extension of credit (through credit unions), the waiting 
of insurance, and various other services. An interesting development is 
“a chain of eleven cooperative cafeterias in New York City which has been 
operated successfully for fifteen years by Consumers’ Cooperative Services. 

March, 1937, pp.' 142, '144. The article, -'‘Consumer Cooperatives,” in ..that 
issue of- For toe' w.as pronounced by '.the Cooperative League '“the. best and .most .recent 
picture of the' current' development'* -of the movement. -Many -of . the d.ata here.'' presented 
■were' borro-wed .from this .article. . , 
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The chain has added two new units during the depression, while paying 
its employees 30 per cent more than the N.R.A minimum wages.’’^^ 
Retail, Wholesale, and Producing ConsiimeiV Cooperatives. There 
were approximately 4300 retail cooperative associations in this country 
in 1944, with a total membership of more than I 1/2 million persons. In 
that year, these retail cooperatives did a gross business of $557,000,000, 
an increase of 31 per cent over 1935,^® It is authoritatively estimated that 
the retail consumers’ cooperatives of thirty-three countries sold nearly 
two billion dollars’ worth of goods in 1935.^^ 

Retail cooperatives buy their stocks of goods as advantageously as pos- 
sible, striving to get high-quality goods at low prices. However, since the 
individual retail cooperatives are often too small to bargain successfully 
with producers, they have set up in the United States twenty-six large 
regional wholesale cooperatives, which buy from the factories and sell to 
the retail associations, to w4iich they rebate the wholesale profits. These 
wholesale cooperatives enter into contracts with manufacturers, packers, 
and canners. The contracts are for staple goods, made to laboratory speci- 
fications. In this way the retail cooperatives are enabled, as we have already 
suggested, to supply their members with goods of known quality. 

One of the large wholesale associations is National Cooperatives, Inc., 
of Chicago, which makes contracts for bulk products such as oil, binder 
twine, feed and fertilizers, and did $25,000,000 worth of business in 1935.^'^ 
The Cooperative Grange League Federation Exchange, Inc., of Ithaca, 
New York, is said to have done a $24,000,000 business in feed, seeds, 
fertilizers, and other supplies during the fiscal year ending June 30, 1935. 
Looking at the volume of business transacted by wholesale cooperatives 
throughout the world, we find that more than a billion dollars’ worth 
of goods were handled by the cooperative wholesale associations of 
twenty-eight countries in the year 1935.-- 

'‘When consumer cooperatives reach a certain stage in their develop- 
ment, they tend to -work back toward producing or processing the goods 
they sell to their members.”^^ However, very little has been done in this 
field in the United States, where practically the only examples of coopera- 
tive production are the manufacture of bakery goods by one wholesale 

New P^e public, May 6, 1936, p. 360. 

Other cooperatives for consumers in 1944 were the following: 850 electricity associa- 
tions, with 1,149,700 members, doing a business estimated at 160,000,000 for the year; 
9000 credit unions, 3,027,700 members, $212,000,000 worth of business; 2000 insurance 
associations, 10,510,000 members, $190,000,000 worth of business. See The Competition 
of Cooperatives with Other Forms of Business Enterprise, House Report No. 1888, Wash- 
ington, Government Printing Office, 1946, pp. 26, 27. 

Consumers^ Cooperation Throughout the World in 1935, Washington, United 
States Bureau of Labor Statistics, Serial No. R 499, p. 4. 

20 Fortune, March, ' 1937,’' p. ,133. 
si/m'd., p. 140. 

Consumers' Cooperation Throughout the World in 1935, p. IQ. 

^^Fortune, March, 1937, p. 137. 
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association, the manufacture of feed by two organizations, and the com- 
pounding of motor oils by three others.^*^ The goods manufactured by the 
wholesale cooperative associations of sixteen leading countries had a total 
value of approximately $270,000,000 in 1935.^^ 

Consumers’ Cooperation in Other Countries. The cooperative move- 
ment in general has met with greater success in Europe than in the United 
States; and so, too, has that phase of the movement with which we are 
now dealing. England, the home of the original Rochdale Pioneers, re- 
mains the outstanding example of consumers’ cooperation in number of 
members and volume of business transacted. About one-half of the families 
of England belong to cooperatives, and the cooperative stores there do 
about one-eighth of the total retail business of the country. The English 
Cooperative Wholesale Society, wdiich w^as formed in 1863 and now con- 
sists of more than a thousand societies, '‘is the biggest distributing organiza- 
tion in the British Empire. It has a $700,000,000 bank, a $100,000,000 
insurance company. It owns its own steamships, coal mines, olive groves, 
and, with the Scottish Wholesale, the wwld’s largest tea plantations. It 
is the No. 1 buyer of Canadian wheat, the No, 1 British miller, No. 1 
shoemaker, and second only to Lever Brothers in soapmaking. Its factories 
turn out everything from corsets to oil cake, from automobiles to sad- 
dlery.”^^"* The “surplus-savings” of the English consumer cooperatives in 
1934 amounted to about $125,000,000. 

We shall not be able to examine in detail the status of consumers’ 
cooperation in each of the countries in %vhich it has gained a foothold. We 
may, however, present a few significant figures. Despite the efforts of the 
fascist dictatorships to destroy the consumers’ cooperatives, these associa- 
tions in 1935 transacted business amounting to $157,000,000 in Germany 
and $62,000,000 in Italy. The amount of business done in that year by 
consumers’ cooperatives in other countries is indicated by the following 
figures: France, $92,000,000; Finland, $84,000,000; Denmark, $76,000,000; 
Switzerland, $63, 000,000; Czechoslovakia, $52,000,000; Norway, $35,000,- 
000; Australia, $31,000,000; and the Netherlands, $26,000,000. As we have 
already noted, the total 1935 sales of consumers’ cooperatives in thirty- 
three countries totaled nearly two billion doliars.^^' In several countries 
that were particularly well served by cooperatives, the portion of total 
retail trade handled by the cooperative stores was approxiniately as follows: 
Finland, 25 per cent; England, 15 per cent; Denmark, 15 per cent; and 
Sweden, 10 per cent. A comparable figure for the United States is 1.3 per 
cent.27. 


Consumers' Cooperation Throughout the World in 1935 > p. 14. 

25 Time. July 13, 1936, pp, 61, 62. 

Consumers' Cooperation Throughout the World in 1933, pp. 4^ 3- 
Fortune, March, 1937, p. 139. 
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The Future of Consumers’ Cooperation. We have said little by way 
of appraisal of the consumers’ cooperative movement, for it has seemed 
best to allow the facts to speak for themselves. Nor shall we undertake to 
predict the future of consumers’ cooperation, since it is scarcely the func- 
tion of the economist to indulge in prognostication. It can do no harm, 
however, to note the observation of Roger Babson, the business men’s 
counselor, that ‘‘merchants who laugh off these consumers’ crusades are 
sitting on dynamite”; and the following comment from Printers' Ink, a 
trade journal: “If coops are to be viewed with alarm as poaching on the 
preserves of private business, there is plenty of room for alarm.” Further 
manifestations of recent interest in consumers’ cooperation have been the 
attention given the movement by the Roosevelt administration, which 
sent a commission to Europe to study the operation of consumers’ societies 
there; a gift of $1,000,000, made by the late Edward A. Fiiene, the Boston 
merchant, to assist in the establishment of cooperative department stores; 
and the creation, in 1944, of a Department of Consumers’ Cooperation by 
the American Federation of Labor, to aid local unions in setting up 
cooperatives in collaboration with the Cooperative League of the United 
States. 

On the other side of the picture is the stubborn fact that the movement 
has been slow to catch on in the United States. The half-billion-dollar 
business transacted by consumers’ cooperatives in 1936 constituted only 
1.3 per cent of our total retail trade; and three-fourths of the goods these 
cooperative stores sold to their members were not consumers' goods, in 
the strict sense of the term, but seeds, fertilizers, stock and poultry feed, 
and other producers' goods needed in carrying on the business of farming 
in our great agricultural states. There can be little doubt that the spurt 
taken by consumers’ cooperation in the United States resulted, at least 
in part, from the hardships suffered in the post- 1929 depression. “Years 
of general prosperity are usually lean years as regards the spread of the 
cooperative philosophy. That philosophy is primarily an economic one, 
making its appeal first to the financial self-interest of the individual, by 
the possibilities of savings that it offers. When times are good, when wages 
are high and money is plentiful, such small savings as the cooperative 
society offers make little appeal to the average wage earner in this country, 
especially considering the effort involved in obtaining these savings.’’^® 

Consumers’ cooperation has demonstrated that it can help the con- 
sumer to get low prices and high quality, and thus increase the utility 
obtainable through the expenditure of his money income. It has shown, 
through its wide spread in many European countries, that it is capable 
of attaining formidable proportions under favorable conditions. Whether 
the economic conditions in America and the temper of the people will 

28 ^‘Organization and Management of Consumers’ Cooperative Associations and Clubs,” 
Bulletin iVo. 5^^, WasMngton, United States Bureau of Labor Statistics, p. 1. 
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prove suitable for its continued and extensive growth, we do not pretend 
to know; and on this point we decline to hazard a guess. 


1. Define “waste in consumption/' 

2. What did Ruskin mean by “illth”? 

3. Professor Hobson says that “everyone will admit that many sorts of marketable 
goods and services are injurious alike to the individuals who consume them 
and to society.” Name as many items of this kind as you can. 

4. If society should decide to prohibit the production of “illth/' what definition 
of this term can you suggest for deciding whether a specific commodity should 
or should not be outlawed? 

5. “Most good things are capable of being turned to bad uses.” What is the 
significance of this statement in connection with maximizing utility in con- 
sumption? 

6. “Waste in consumption is closely related to economic inequality.” Explain. 

7. What justification is there for saying that progressive taxation is based upon 
the Law of Diminishing Utility? 

8. How might the provision of public relief during the depression be construed 
as a move in the direction of greater equality in the distribution of income? 

9. The desire for distinction leads almost inevitably to waste in consumption. 
Explain. 

10. What is the significance of the statement that “there is a hierarchy in the realm 
of conspicuous spenders”? 

11. Give examples of the failure to maximize utility in consumption because of 
carelessness in the purchase and use of goods. 

12. It is commonly assumed that high price means high quality, since “you get 
just about what you pay for.” Argue that this notion is or is not correct. 

13. Since some people delight in outdoing others in displaying their costly pos- 
sessions, on what ground may it fairly be said that indulgence in conspicuous 
consumption involves waste in consumption? 

14. What evidence is there that the ignorance of buyers leads to waste in con- 
sumption? 

15. In what respects is the service of Consumers' Re.search and the Consumers 
Union more useful to consumers than that of die Good Housekeeping 
Institute? 

16. State your views on the probability of a customer making a “best buy” among 
a half-dozen brands of a given good (say, soap) offered for sale by a department 
store. Explain how Consumers' Research or die Consumers Union might aid 
in making a sound choice. 

17. Do you regard present-day advertising as an aid or a hindrance to the wise 
purchase of consumers’ goods? Why? 

18. Sketch the origin and growth of the Rochdale Society of Equitable Pioneers. 

19. On what basic principles was the Rochdale Society founded? 

20. What is the goal of consumers’ cooperation, as set forth by the Cooperative 
League? 
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21. What varieties of commodities are handled by (a) urban and (b) rural con- 
sumers’ cooperatives? 

22. Describe the nature and extent of retail, ivholesale, and producing consumers’ 
cooperatives. 

23. Describe the achievements of consumers’ cooperation in England. 

24. In what other countries, and to what extent, has the consumers’ cooperative 
movement made progress? 

25. What is your feeling about the future of consumers' cooperation in the United 
States? Upon what facts do you base your opinion? 
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nature of, 411-413 
need for, 406, 407 
strike, 412, 419-421 
standardization under, 411 
trade agreement, 411 
William Howard Taft on, 407 
See also Employer-employee relations; 
Unions, labor. 

Combination, industrial, horizontal, 147, 
148 

influence on competition, 151, 152 
integration, 148-151 
vertical, 148-151 
See also Monopoly. 

Committee for Industrial Organization. 
See Congress of Industrial Organiza- 
tions. 

Commons, John R., on specialization in 
meat-packing, 130 
Company unions, 422-424 
and conferences, 422 
See also Employee representation. 
Competition, and monopoly, 214, 215, 262, 
263 

attracted by large profits, 273 

between Ford and General Motors, 61 

con trusted wi th monopoly, 26 1 

defined, 60, 214 

economic, 60-63 

for agents of production, 62 
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Competition — Continued 
imperfect, 278-294 
in buying, 62 

in price determination, 210-256 
in selling, 61, 62 
interference with, 62, 63 
Law of One Price, 215, 216 
monopolistic, 278-294 
prices under, 210-256 
social benefits of, 60, 61 
wastes of, 152 

See also Imperfect competition. 

Composite demand, 243, 244 

Composite supply, 243, 244 

Conflict, industrial. See Employer-em- 
ployee relations. 

Congress of Industrial Organizations, 407, 
409, 410 

membership of, 407 
opposed by American Federation of 
Labor, 409, 410 

“Conspicuous consumption,” examples of, 
23, 512, 547, 556-560 

Constant costs, example of, 232-234, 263- 
265 

Consumers' choices, 536-540 
as guide to production, 538, 539 
basis of, 537, 538 
effects of, 539, 540 
maximization of utility, 540-550 
regulation by prices, 538 
See also Consumption; Wants, hu- 
man. 

Consumers’ cooperation, 563-569 
future of, 568, 569 
goal of, 564 

in foreign countries, 567 
methods of, 564-567 
producing, 566, 567 
retail, 566 

Rochdale Society, 564 
wholesale, 566 

Consumers’ goods, defined, 43, 49, 83 
production of, 43 
See also Goods. 

Consumers’ Research, Inc., 561 

Consumers Union of United States, 561 

Consumption, and diminishing utility, 
, 540, 541 , 

consumers’ choices, 537-540 
defined, 536 
disutility in, 553-554 
economics of, 536-551 
in form of leisure, 549, 550 
' J.' A. Hobson' on,; 537' ■ 

■ maximization ■ of .'Utility, '540-550, , 

:“'n'eglect”', 'Of,. by.econo'mists, 536, 537, ■ 
postponement of, 381 
present 'and future,"' ''544-546 ', ' 


Consumption — Continued 
principles of, 536-551 
waste in, 552-570 

See also Consumers’ choices; Wants, 
human; Waste in consumption. 
Contract, freedom of, 58-60 
defined, 58, 59 
enforcement of, 59, 60 
prevalence of, 59 
usefulness of, 60 

Conyngton, Thomas, and L. O. Bergh, 
Business Law, cited, 106 
definition of corporation, 106 
Cooperation, 63, 64 
consumers’, 563-569 
impersonal, 64 
unorganized, 64 
unrecognized, 64 

See also Consumers’ cooperation; Co- 
operative associations. 

Cooperative associations, 115-117, 563-569 
consumers’ cooperatives, 116 
D. H. Robertson on, 117 
democratic control of, 116 
extent of, 117 
form of, 116 
future of, 117 
in England, 117 
in United States, 117 
producers’ cooperatives, 116 
purpose of, 116 
scope of operations, 116 
theory of, 115, 116 

Copyrights, and monopoly price, 274, 275 
as claims upon economic goods, 42 
as obstacles to free enterprise, 274-276 
Corporation , 106-115 
bondholders, 109 
control of, 109, 110 
defined, 106 

delegation of authority, 110 
double liability, 108 
employer-employee contacts, 112 
examples of, 107 
in large-scale industry, 113-115 
in United States, 112-115 
increasing popularity of, 112-114 
limited liability of, 107, 108 
permanence of, 108 
predatory activities of, ill, 112 
size of, 105, 107 
stock dividends of, 110, 111 
stockholders, 109 
transfer of ownership, 107 
Cort, Henry, and iron, manufacture, 30 . 
Cost of living, 507-510 
Uni'ted States governni'ent estimate' of, 
507-509 



574 


INDEX 


Costs of production, 218-228 
and anticipated price, 247, 248 
and long-run supply, 218-254, 262-270 
and prices, 225 
and scarcity, 224, 225 
and short-run price, 212, 213 
average and marginal, 228, 246 
constant, 232-234, 263-265 
decreasing, 236-238, 266, 267 
direct and indirect, 226-228 
fixed and variable, 226-228 
general items of, 219, 220 
increasing, 234-236, 265, 266 
items entering, into, 218-220 
joint, 238-242 

less than full costs, 227, 228 
marginal and average, 228, 246 
nature of, 218-228, 230 
of individual firm, 244-251 
of optimum firm, 230 
opportunity costs, 220-225 
specific items of, 220 
variable and fixed, 226-228 
See also Opportunity costs. 

Craft unionism, 408 
versus industrial unionism, 408-410 

Culture and economic problems, 13, 14 

Current production, period of, 244-251, 
271-273, 291-293 
competitive price in, 244-251 
costs in, 244-251 
defined, 244 

individual firm in, 244-251 
monopoly price in, 271-273 
price iiiider imperfect competition in, 
291-293 

price under partial monopoly in, 283, 
284 

See also Individual prices. 

Cyclical unemployment, 444-447 
data on, 445 
duration of, 447 
extent of, 444-446 
in “normal” years, 446 
in post- 1929 depression, 444, 445 
need for collective action, 455 
P. H. Douglas on, 446 
remedies for, 454-456 
severity of, 446, 447 

Darby, Abraham, and iron manufacture, 

'■ "30 . 

Davis, Michael M., on unattended sickness, 
487.' ■ 

Decreasing costs, Alfred Marshall on, 237 
example of, 236-238, 266, 267 
See also Costs of production. 

Demand, and desire, 199 
and differences in desires, 2ffl 


Demand — Contmued 
and differences in incomes, 201, 202 
and diminishing utility, 200, 201 
changes in, 202-205, 252, 253 
composite, 243, 244 
curves, 196, 197 
defined, 195, 208 
elastic and inelastic, 205-208 
equilibrium with supply, 210-212, 213 
factors affecting, 200-202 
for individual firm’s output, 247 
increased and decreased, 202-205 
influence on price, 199-208 
joint, 240, 241, 242, 243 
Law of Demand, 199-202 
Law of Supply and Demand, 217, 218 
market, 199, 208 
meaning of, 199 
schedule, 195, 196 
Desiredness. See Utility. 

Dewey, John, on social reform, 17 
Diminishing Productivity, Law of. See 
Variable Proportions, Law of. 
Diminishing returns, 86-102 
and costs of production, 89, 97-100 
and population increase, 90-92 
and scarcity, 98 
and soil fertility, 90 
and supply of land, 99, 100 
example of, 86-88 
in agriculture, 86-88, 95 
in manufacture, 96, 97 
influences counteracting, 90-92 
John Stuart Mill on, 86 
Law of Diminishing Productivity, 95 
Law of Diminishing Returns, 86 
Law of Proportionality, 95 
Law of Variable Proportions, 94-97 
Mai thus on, 90, 91 
negative returns, 92, 93 
not caused by soil exhaustion, 90 
on building sites, 93, 94 
point of, 88, 100 

point of ideal proportions, 98, 99 
point of most profitable use, 89, 100 
relation to rent, 330, 331 
social significance of, 91, 92 
statement of, 86, 95, 100 
Diminishing utility, 200, 201 
described, 200, 201 
effect upon price, 200, 201 
maximization of utility, 540-550 
principle of, 200, 201 
Director, Aaron. See Douglas, Paul H., 
and Aaron Director. 

Distribution of income, 317-401 
according to effort expended 527, 52» 
according to need, 527 
according to social usefulness, 528 
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Distribution of Income—Continued 
and incentive, 526, 528 
and opportunity costs, 323 
defined, 317, 325 
equality in, 525-527 
general principles of, 317-326 
interest, 373-388 

marginal productivity and, 319-325 

nature of, 317-319 

participants in, 317, 318 

process of, 317-326 

productivity and, 529 

profits, 389-401 

proposals for, 525-529 

rent, 327-340 

theories of, 525-529 

wages, 341-353 

wages and population, 354-372 
See also Interest; Profits; Rent; Wages. 
Disutility, as waste, 552 
in consumption, 552-554 
Dividends, stock, 110, ill 
Division of labor. Specialization. 
Double liability of stockholders, 108 
Douglas, Paul H., and Aaron Director, 
The Problem of Unemployment, 
cited, 446, 462 

Dublin, L. L, on population, 365 
Duopoly, 279 

Dynamic conditions, 251-254 
and large-scale production, 254 
in agriculture, 252 
in manufacturing, 253, 254 

Economic changes, attitudes toward, 15-17 
specific instances of, 17 
Economic competition. See Competition. 
Economic concepts, 37-50 
Economic conflict. See Employer-employee 
relations. 

Economic development, 26-35 
decline of manorial system, 27-30 
developments in transportation, 31, 32 
developments since Industrial Revolu- 
tion, 34, 35 

revolution in iron manufacture, 30, 31 
rise of factory system, 32-34 
Economic drama, 26 
Economic goods. See Goods. 

Economic harmonies, doctrine of, 65-67 
Adam Smith on, 65 
example of, 65 
T.' N. Carver on, 67 
weaknesses of, 66, 67 
Economic history. Sec Economic develop- 
ment. 

Economic inequality, 503-535 
and control of government, 519, 520 


Econom i c I n eq iia 1 i t y — C o n t i n u ed 
and economic securiiy, 512*515 
and educational opportunity, 515-517 
and health, 513, 514 
and incentive, 526, 528 
and income taxation, 531, 532 
and legal justice, 517-519 
and old age, 514 
and standards of living, 507-510 
and unemployment, 513 
Astor fortune, 524 
causes of, 522-525 
consequences of, 507-520 
cures for, 529-534 
data on income, 503-506 
environment and, 523, 524 
extension of social services, 533 
extent of, 503-506 
in United States, 503-506 
inheritance and, 524, 525, 530, 531 
limitations on inheritance, 530, 531 
luck and, 522, 523 
Morgan, fortune, 430 
natural endowments and, 522 
proposed methods of distribution, 525- 
529 

waste in consumption and, 511, 512, 
554-558 

Economic insecurity, 442-502 
and industrial inequality, 512-515 
industrial accidents, 476-486 
old age, 491-500 
sickness, 486-490 
unemployment, 442-475 
See also Accidents, industrial; Old- 
age dependency; Sickness; Unem* 
ployment. 

Economic institutions, 51-68 
competition, 60-63 
cooperation, 63, 64 
economic harmony, 65-67 
feasibility of changing, 14-17 
free enterprise, 56-58 
freedom of contract, 58-60 
price system, 65, 295-313 
private property, 55, 56 
self-interest, 51-54 

Economic life, development of, 26-35 
nature of, 20-26 
Economic man, 52-54 
criticism of, 52, 53 
examples of, 52-54 
modifications of concept, 53, 54 
nature of concept, 52 
Economic motives, 51-54 
■■ ■ Sydney. Chapman on, 5.3 ■ . 

■ See also ■ Econoinic' man;,;', SeM-i.iiteresh 
■Economic principles,.; 3-7. v 
.deve-Iop,meiit of,: 5''' ■„• ■ 
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Economic principles — Continued 
ill practice, 4, 7 
meaning of, 3 
practical uses for, 7 
purpose of, 3 

usefulness in solving economic prob- 
lems, 17, 18 

Economic problems, 7-19 
and business man, 10-12 
and economic changes, 17 
and economic principles, 17, 18 
and general culture, 13, 14 
and intelligent citizenship, 12, 13 
and laissez faire, 15, 16 
and other social problems, 8, 9 
and the tired reformer, 16, 17 
attitudes toward, 15-17 
defined, 8 

im|X)rtance of studying, 9-14 
method of approach to, 17-19 
nature of, 8, 9 
possibility of solving, 14-19 
scientific attitude toward, 18, 19 
study of, 3-19 

Economic progress, and free enterprise, 
56-58 

and private property, 56 
and self-interest, 54 
Economics, and its uses, 3-19 
approaches to study of, 3 
background for study of, 3-68 
compared with other sciences, 3, 4 
defined, 3 

scientific nature of, 5, 6 
Edgerton, J. E., on provision for old age, 
‘ 492 

Education, and economic inequality, 515- 
517 

data on, 515 

Efficiency of price system, 295-313 
criticism of, 303-311 
in apportioning existing goods, 295, 296 
in controlling production, 296-302 
influenced by depressions, 307, 308 
influenced by differences in incomes, 
308, 309 

obstacles to, 303-311 
theoretical, 302, 303 
under monopoly, 310, 311 
unmeasured costs and, 310, 311 
Einstein, Albert, on economic institutions, 
14 . 

Elasticity of demand, 205-208 
and long-run monopoly price, 269, 270 
Ely, Richard T., on population, 363 
Property md Contract^ cited, 

Employee representation* 422-424 
number of workers under, 423 


Employer-employee relations, 405-441 
and collective bargaining, 406-410 
and distribution of income, 405, 406 
and public welfare, 413-421 
competition as basis of, 405, 406 
employers’ associations, 410 
industrial versus craft unionism, 408- 
410 

J. Ramsay MacDonald on, 438 
labor injunction, 424, 425 
National Labor Relations Act, 425, 426 
Norman Thomas on, 440 
open-shop movement, 421-425 
prospects for industrial peace, 433-439 
sabotage, 412, 413 

union-management cooperation, 436 
unions, 407, 408 
war and post-war, 428-433 
“yellow-dog” contract, 423, 424 
See also Collective bargaining; Unions, 
labor. 

Employers’ associations, 410, 421 
Employment agencies, inadequacy of pri- 
vate agencies, 461 
nationalization of, 463 
public, 462, 465 

United States Employment Service, 462, 
463 

Wagner-Peyser Act, 463 
Enclosure Movement, 29 
Enterprise, business. See Enterpriser. 
Enterpriser, and business risk, 103 
cooperative association, 115-117 
corporation, 106-115 
defined, 79, 84 

individual proprietorship, 104, 105 
number in United States, 79 
partnership, 105, 106 
public ownership, 118-120 
stockholder, 109 

See also Corporation; Individual pro- 
prietorship; Organization, business; 
Partnership. 

Epstein, Abraham, on extent of sickness, 
486 

on free medicine, 486 
Equality of opportunity, and inheritance, 
524, 525, 530, 531 
and income taxes, 531, 532 
free enterprise and, 58 
need for, 507-520, 529, 530 
obstacles to, 57, 58, 522-525 
Exchange and value, 193, 194 
Exchanges, commodity, 164 
stock, 169, 170 
See also Speculation. 

Expansion of business unit, 146-151 
by horizontal comhination, 147, 148 
■■ by^ integration, . 148-151"''''' ■■ 
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Expansion of business unit— Continued 
by vertical integi'ation, 148-151 
example from shoe industry, 146 
See also Large-scale production. 

Factory system, effects of, 34 
rise of, 32-34 

Failures, business. See Business failures in 
United States. 

Fair Labor Standards Act, 426, 427 
and child labor, 427 
and hours, 426 
and minimum wage, 426 
social benefits of, 427 
Family budgets, 507-510 
Federal Trade Commission, cited, 276, 
398, 563 

Fledderus, Mary L., and Mary van Kleeck, 
Technology and Livelihood, cited, 449 
Ford automobiles in competition with 
Chevrolet cars, 61 
Ford, Henry, as innovator, 65, 66 
in competitive marketing, 61 
in industrial integration, 148, 149 
My Life and Work, cited, 126 
on experimentation, 142 
on simplification of tasks, 128 
on utilization of abilities, 126 
Today and Tomorrow, cited, 142 
Forest land, 77 
Form utility, 71, 72 

Franchises as obstacles to free enterprise, 
57, 58 

Free enterprise, 56-68 
and equality of opportunity, 58 
beginnings of, 56 
defined, 56 
meaning of, 56-58 
restrictions upon, 57 
Free goods, and economic goods, 37-39 
defined, 49 
See also Goods. 

Freedom of contract, 58-60. See also Con- 
tract, freedom of. 

Futures contract, benefits of, 165 
defined, 165 
example of, 165 

Garfield, James A., on luck, 522 
Gas, natural, waste of, 176, 177 
Gemmill, Paul F., on labor injunction, 
424 , 

on imion-management cooperation, 435 
Present-Day Labor Relations, cited, 424, 

; 435; 

General, Motors' Corporation ' in 'competi- 
tive ' marketing, 61 

“Gentlemen's ', agreements,” effect on- com- 
..petition,' '63.' .■ 


Gerard, James W., 519, 520 
Gilbert, C. G., and J. E, Pogue, America’s 
Poxver Resources, cited, 174 
Ginsberg, Morris, cited, 517 
Glass-Steagall Act, on double liability, 108 
Good Housekeeping Institute, 56! 

Good will, and niono]>oly, 275, 276 
as claim on economic goods, 42 
Goods, 37-45 
consumers’, 43 
defined, 37 

durable and non-durable, 45 

economic, 37-45 

free, 37, 38 

limitation of, 24-26 

material and non-material, 39, 40 

outline of, 45 

scarcity of, 24-26 

services, 39, 40 

wealth, 40-45 

Government ownership. See Public own- 
ership. 

Gray, Alexander, on production, 71 
The Development of Economic Doc- 
trine, cited, 71 

Green, William, on C.LO., 409 
Gregory, Charles O., Labor and the Late, 
cited, 421 

Hammond, J. L., and Barbara, The Rise 
of Modern hidustry, cited, 29, 31, 32, 
34 

Hardy, C. O., Risk and Risk-Bearing, 
cited, 165 

on futures contract, 165 
Harrison, Shelby M., Public Employment 
Offices, cited, 462 

Hart, Schaffner and Marx, large-scale 
manufacturing, 139 
Health service, cooperative, 487, 488 
in England, 489 
joint payments for, 490 
need for, 488, 489 
socialized medicine, 488-490 
Hedging, benefits of, 166, 169 
examples of, 166-169 

Heinrich, H. W., Industrial Accident Pre- 
vention, cited, 476-480 
on accident prevention, 479, 480 
on “accidents” and “injuries,” 476 
on .causes of industrial accidents, 478-, 
479 

o'n costs of industrial accidents, 477 
on extent of industrial accidents, 477 . . 
Herrin “massacre,” 421 
Ho.bson, John. . .A.., “neglect” of ; consump- 
tion, 536, 537 

. .on capital accumulation, 545 . ' 
on economic opportun'ity,'.'.52^' ", 
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Hobson, John A. — Continued 
on factors influencing consumption, 537 
on iiiiiiian needs, 527 
on “illth,” 173, 552 
on leisure, 549, 550 
on opportunity, 549 
on saving, 545 
on thrift by the poor, 545 
on waste of human talent, 183 
IFor^ and Wealth, cited, 183, 523, 527, 
545, 548, 552 

Hoffman, G. Wright, Future Trading and 
the Cash-Grain Market, cited, 165 
Hoffman, Joseph, cited, 39 
Hoover, Herbert, on unemployment, 442, 
448 

Houghteling, Leila, The Income and 
Standards of Living of Unskilled. La- 
borers in Chicago, cited, 509 
Hours of labor, under Fair Labor Stand- 
ards Act, 426 
under “New Deal,” 

“Illth,” 552-554 

Immigration, and overpopulation, 367 
and United States Steel Corporation, 
10, 11 

and wages, 365-370 
extent in United States, 365-367 
restrictions upon, 366-368 
tariff and, 368-370 
Imperfect competition, 284-293 
and advertising, 287, 290 
and location, 288, 289 
and profits, 395-397 
and sales policies, 289 
and special services, 289, 290 
and substitution, 285 
differentiation in product, 285-288 
differentiation in sales conditions, 288- 
299 

earmarks of, 285, 286 
nature of, 285-290 
prevalence of, 287, 288 
prices under, 290-293 
Income, 45-49 
and wealth, 45-48, 83, 84 
changes in, 46-48 
data on, 503-506 
defined, 45, 49 
diagram of, 83 

family, in United States, 503-506 

gross and net, 49 

in United States, 46 

individual, 49 

loss of, 48 

money and real, 48 

national, 48 

non-consumed, 46 


Income — Continued 

per capita, in United States, 510 
personal income taxes, 531, 532 
property, 507 
psychic, 48, 49 
wage and property, 506 
See also Distribution of income. 
Increasing costs, example of, 234-236, 265 
266 

land and, 234 

See also Costs of production. 
Individual firm, 244-251 
costs of, 244-248 
“demand” as viewed by, 247 
price policy of, 244-251 
Individual prices, 193-313 
and bargaining, 213, 214 
and costs, 212, 213, 218-228 
and demand, 199-208 
and distribution of income, 318, 319 
and value, 194, 195 
anticipated versus realized, 250, 251 
average revenue, 270-273 
class, 267-269 
competitive, 210-256 
defined, 194, 208 
demand curves, 196, 197 
demand schedules, 195, 196 
deviations from market price, 216 
dynamic happenings and, 251-254 
equilibrium, 210-212, 213 
for fixed stock, 212-218 
for fixed supply, 260, 261 
general principles, 193-209 
imperfect competition and, 284-293 
in period of current production, 244 
251, 271-273, 291-293 
Law of One Price, 215, 216 
Law of Supply and Demand, 217, 218 
long-run, 218-254, 262-270, 280-284 
marginal revenue, 270-273 
market, 198, 199 
market price, 213 
monopoly, 257-294 
of individual firm, 244-251 
of productive agents, 225 
short-run, 212-218 
supply curves, 197, 198 
supply schedules, 196 
Theory of One Price, 257, 258 
under constant costs, 232-234 
under decreasing costs, 236-238 
under increasing costs, 234-236 
under joint costs, 238-242 
under partial monopoly, 280-284 
See also Costs of production; Demand 
Opportunity costs; Supply; Value. 
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Individual proprietorship, 104, 105 
advantages of, 104 
defined, 104 
objections to, 104, 105 
unlimited liability of, 105 

Industrial peace, and National Labor Re- 
lations Act, 425, 426 
arbitration, 433 
mediation, 433 
outlawry of strikes, 431-433 
prospects for, 433-439 
through conference, 435, 436 
“union-management cooperation,” 435, 
436 

Industrial Revolution, 32-34 
developments since, 34, 35 
effects of, 34 

Industrial unionism, 408, 409 
versus craft unionism, 408, 409 

Industrial Workers of the World, mem- 
bership of, 408 

Inequality, economic. See Economic in- 
equality. 

Inheritance, and economic inequality, 524, 
525 

and incentive, 532, 533 
Edwin Cannan on, 525 
F. W. Taussig on, 524 
limitations upon, 530, 531 

Injunction, labor, 424, 425 
and fair play, 424 

and Norris-La Guardia Act of 1932, 424 
as menace to collective bargaining, 424, 
425 

Insecurity, economic. See Economic inse- 
curity. 

Institutions, economic. See Economic in- 
stitutions. 

Insurance, 164-170 

and lessened uncertainty, 163 
and reduced losses, 163 
basis of, 163 
land title, 159 
nature of, 162 
old-age, 495-499 
premiums and benefits, 162 
property, 159, 160 
sickness, 487-490 
suretyship, 160 
unemployment, 466-474 
workmen’s compensation, 480-484 
See also Health service; Old-age de- 
pendency; Pensions; Social Security 
Act; Workmen’s compensation. 

Integration, industrial, example from 
Ford company, 14S, 149 
example from steel industry, !50, 151 


Integration, industrial — Continued 
exampfes of, 148-151 
nature of, 148 

Interchangeable parts, benefits of, 131 
example from arms manufacture, 131 
example from watch-making, 131 
Interest, 373-388 

and administrative costs, 382, 383 
and economic inequality, 385, 386 
and risk, 383 
and savings, 373-375 
as a price problem, 375-377 
defined, 373, 387 
explicit and implicit, 384, 585 
gross and net, 382, 387 
in long run, 378-385 
in short run, 375-377 
marginal productitity and, 383, 384 
marginal utility and, 383 
negative, 379, 380 
net, rate of, 378-382 
on fluid savings, 377 
social usefulness of, 386, 387 
time-preference rate, 381, 382 
Time-Preference Theory, 381, 382 
uniform rate of, 382 
See also Savings. 

International Ladies’ Garment Workers* 
Union, and employment guaranty, 
448 

“Invisible hand,” 66, 67 
Iron manufacture, revolution in, 30, 31 
Abraham Darby and, 30 
coal used in blast furnaces, 30 
coal used in forges, 30, 31 
Henry Cort and, 30, 31 
steam engine and, 31 

Jackson, Chevalier, cited, 39 
Joint costs, 238-242 

division into individual prices, 240, 241 
example of, 239 
special processing, 242, 243 
See also Costs of production. 

Joint demand, 242-244 
Joint supply, 242-244 

Justice, legal, and economic inequality, 
517-519 

Kelso, R. W., Poverty, cited, 509 

Labor, and standards of living, 354-372, 
405-570 

child, legislation on, 427 
defined, 77, 84 
■ examples of,. 77 
mobility of, 357, 368 
non-competing 'groups,' 357-361 
'■permanent' ■stra.tlficatiQE''Of, '360, 361- 
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Labor — Continued 
quantity in United States, 77 
scarcity of, 25, 26 
shifting of, 357 
specific kinds of, 356, 357 
supply of, 356-362 
types in United States, 77 
waste of, 180-183 

See also Collective bargaining; Unions, 
labor. 

Laidler, H. W., on employment age limit, 
491, 4:92 

Laissez faire, Adam Smith on, 65 
and economic problems, 15-17 
shortcomings of, 66, 67 
wastes of, 188, 189 

Land, agricultural, 77 
and business risk, 159 
and increasing costs, 234-236 
basis of economic activity, 76, 77 
building sites, 334 
defined, 43, 49, 76, 84 
diminishing returns in use of, 329-331 
in United States, 77 
marginal, 332, 333 
mineral, 334, 335 
no-rent, 332, 333 
scarcity of, 25 
types of, 77 

uses in production, 327 
value of, 339 
waste of, 174-180 

Lansburgh, R. H., Industrial Manage- 
ment, cited, 186 
on adequate management, 186 

Large-scale production, advantages of, 
139-143 

and able management, 141 
and by-products, 141, 142 
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CHAPTER 31 



The Relation of Specialization to Exchange. In primitive industrial 
society people made goods chiefly for their own consumption . Under 
conditions of modern specialization an individual has no intention of 
consuming ail, or even most, of his product. A specialist works with the 
deliberate idea of producing more of a given commodity or service tlian 
he himself will consume, so that he may exchange this excess for other 
commodities and services which have been created by other {rroducers. 

The farmer cannot consume all of the food products lie raises, the tailor 
cannot wear all the clothes he makes, the contractor has no idea of occupy- 
ing all of the houses he builds, nor has the surgeon a personal use for 
the large number of operations that represent his contribution to pro- 
duction. But these producers, who of course are specialists, have a definite 
desire for other commodities and services; and so, in effect, they take their 
surpluses of food, clothing, houses and surgical operations to other people, 
who give them in exchange shoes, automobiles, theatrical performances, 
and other economic goods which they desire. 

Difficulties of Direct Exchange. We have, then, exchange going hand 
in hand with specialization. Specialization would be out of the question 
without exchange, and exchange could hardly exist without specialization. 
The means by wdiich exchange of commodities and services is effected 
are of several kinds. First of all is direct exchmige or barter^ is the 

type resorted to in simple stages of economic society and which consists 
of trading goods for goods. 

But barter becomes extremely inconvenient as specialization increases. 
Imagine, for example, the difficulties encountered by an instructor in eco- 
nomics who is trying by direct barter, instead of by money exchange, to 
convert his specialized services into other services and commodities. This 
teacher of economics, needing a suit of clothing, goes to a tailor, who is 
also a specialist, and offers to exchange five hours of economics for one 
suit of clothes. But if the tailor should not be interested in economics, our 
instructor would not be able to make a trade; and he might have some 
trouble ill locating a tailor who would be willing to exchange clotliing 
for training in economic principles. There is always a danger, then, that 
in direct barter, one of the parties 'In 'question wdli, not care to receive 
what the Other has to offer. 


S 
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There is also the difficulty, in our illustration, of determining just how 
many hours of economics should be given in exchange for a suit of cloth- 
ing. Perhaps one hour given by a master of the subject would be suffi- 
cient, whereas it might take a dozen hours of teaching by one who knew 
less of economics. The tailor, in our example, would probably not be able 
to decide the true value of the service which the teacher is offering, 
whereas the head of an economics department in a large university could 
appraise this particular service much more satisfactorily. Certainly the 
tailor would hardly be prepared to express the value of suits of clothing 
in terms of the many different kinds of economic goods that would be 
offered him under conditions of barter. 

Or suppose that our instructor wishes to buy not a suit of clothing but 
a plate of ice cream. Shall he offer to the ice-cream dealer (say) two min- 
utes of economic teaching? This would seem at first thought to be ab- 
surd, and yet he could scarcely afford to give more than two minutes in 
exchange for the ice cream, if his time were as valuable under a system 
of barter as it appears to be in a money economy. And, of course, the 
amount of good which the ice-cream dealer would derive from a dis- 
cussion of that length would probably be almost nil. 

There is the further fact that the services of this instructor must be 
used day by day if they are to be of any good. It is impossible for him 
to save up his teaching for a month, and then dispose of it all in one day 
as he might with material goods. Consequently, we may say that his serv- 
ices are perishable; and this is true not only of services but also of many 
kinds of material goods throughout economic society.^ 

Advantages of Indirect Exchange. Because of the inconvenience of 
barter exchange and the impossibility of carrying it on satisfactorily, we 
now usually employ either money exchange or credit exchange. In money 
exchange, the instructor of our illustration is paid in (say) dollars, and 
then, with each of these dollars or portions of dollars, he purchases from 
someone else those things which he needs for his comfort and well-being. 
Money is in effect a common denominator to which we reduce all com- 
modities and services. Its conveniences are many, as we shall note in our 
discussion of money in the next chapter. 

One of the gi^eatest of these conveniences lies in the fact that money 
will be readily accepted by all members of an industrial society. Our in- 
structor has no difficulty at all in getting the tailor to accept money in 
exchange for a suit of clothing, since the tailor may readily exchange 
these dollars for things which appeal to him more strongly than economic 
training. The instructor’s difficulty of splitting up his specialized service 

1 An interesting example of modern exchange by barter is afforded by the Barter 
Theatre, of Abingdon, Virginia, to which admission may be gained by persons who 
present, at the box office, bread, cakes, fruit, vegetables, fowls, dairy products, and 
other commodities that are acceptable to the management. 
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into portions small enough to buy the plate of ice cream easily has also 
disappeared. Instead of a few minutes of economic discussion, he pays 
the dealer fifteen or twenty cents from his money income. The number 
of transactions of these kinds which are daily taking place results promptly 
in the establishment of definite prices, expressed in terms of money, for 
all commodities and services. Thus, there is no difficulty in finding out 
how much the instructor should give for the suit of clothing. The price 
has already been established at, let us say, |50. 

Finally, there is no need for the instructor to search for sellers who are 
willing to accept economics for their goods, since he may dispose of his 
services at a central point, a college or university, to which come buyers 
anxious for this particular service. In the absence of money exchange, it 
is entirely possible that these students of economics, eager for knowledge 
of the subject, would come to the university prepared to pay for their 
instruction in potatoes, farm machinery, street paving, medical service, 
and other kinds of desirable commodities and services which, however, 
would not be needed or accepted by the instructor. But in a money 
economy, they pay their tuition in dollars, some of which the instructor 
receives in payment for the service he renders. 

Credit Exchange. Money exchange is a form of indirect exchange, in 
contrast to barter or direct exchange. A second type of indirect exchange 
is that which is carried on by means of credit. In recent years the amount 
of business transacted by credit has increased tremendously. Money ex- 
change consists of giving money in return for commodities or services, 
whereas credit exchange consists of giving in return for commodities and 
services a promise to pay at some future date. The principle, of course, is 
precisely the same. When money is paid for a certain article the seller 
receives immediate purchasing power which he may use today if he 
likes. The only difference in credit exchange— that is, when a promise 
to pay at a future time is given— is the postponement of the actual trans- 
fer of purchasing power until the date stipulated in the agi'cemeot. Even 
this distinction is less important than at first sight it might seem to be, 
because in many instances it is possible for the seller of goods to convert 
the credit immediately into purchasing power by selling it to someone 
engaged in a particular line of economic activity— that is, in the purchase 
and sale of credit instruments such as promissory notes, or promises to 
pay. Nevertheless, credit exchange is in the nature of an incomplete 
transaction, since only half of the exchange has taken place, the other 
half remaining to be performed at another time. 

If a farmer should buy an automobile, giving in payment tons of hay 
or bushels of wheat, he would be engaging in barter, or direct exchange. 
If he' should pay , cash for the,.car, it would be a ca,se of money exchange, 
one type vof indirect;,exchange. If he -.should get possession .of .the , car. by 
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signing a contract in which he agreed to make twelve monthly payments 
covering the amount of his purchase, it would be an instance of credit 
exchange, a second type of indirect exchange. 

The Use of Money in Exchange. There is one point in relation to 
money which must be borne in mind throughout the entire study of eco- 
nomics. It has been mentioned before, but can scarcely be overempha- 
sized. This is that money is essentially a means of exchange, and that 
ordinarily it is not desired for any purpose other than to exchange it for 
something else. If, for instance, the instructor in our example receives 
$100 a week, this money is meaningless except as it provides the means 
to secure the economic goods he wants. In all probability, he would work 
without a money salary if he were guaranteed the commodities and 
services essential to a good standard of living. And the number of dollars 
he receives is likewise of no significance, except as it is translated into 
purchasing power. He would just as soon have $50 a week as $100, if the 
$50 would buy as much in the way of commodities and services as the 
$100 would buy. People do not desire money for the sake of the money 
itself, but for what it will buy. 

These observations are made simply to emphasize the point that what 
men do is deliberately to create surpluses of commodities and services 
which, in the final analysis, they exchange for commodities and services 
created in surplus by other producers. Most of our economic thinking 
will be simplified if we can forget that money is ever resorted to in eco- 
nomic transactions. There are times, of course, when our economic reason- 
ing relates to money, but in most instances (as we have observed before) 
it has to do with commodities and services. 

The Gainers Through Exchange. The question frequently arises as to 
who benefits when an exchange takes place. If, for example, I trade a 
fountain pen for a pocket knife, do I or does the other trader win? The 
answer is that in every free trade both parties expect to gain and ordi- 
narily do gain. Having voluntarily given up the fountain pen in exchange 
for the knife, it is obvious that I am getting something which I would 
rather have than the thing I give up. The same remark applies to the 
other party in the trade. 

If, however, I should conceal the fact that the fountain pen leaks, or 
if the other party professing to trade a good knife in reality trades one 
which has a broken blade, one of the traders may get the worst of the 
bargain. This, however, is not a trade but a swindle, since the true con- 
dition of the pen and knife was not set forth before the transaction took 
place. This question of exchange will arise again in connection with our 
discussion of international trade. For the present, it is enough to say 
that exchange consists of giving up things which are desired less by the 
person relinquishing them than are the things which he receives in return. 
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SOME AGENCIES OF EXCHANGE 

In direct exchange, or barter, the surpluses of some producers are ex- 
changed for those of others, in order that they may be consumed by 
persons for whom they have greater utility than they have for the original 
owners. In indirect exchange, likewise, the problem involved is the trans- 
fer of economic goods from the original producer to the ultimate consumer. 

Owing to the great size and complications of our modern economic 
society, this transfer is sometimes a very involved process and requires the 
assistance of many intermediate agents. The process is often referred to 
as the “distribution of goods”; and there is no objecticjii to the use of this 
term, provided only it is not confounded with the “distribution of income” 
which (as we have seen) has to do with the division, among the owners of 
the factors of production, of the economic goods or “product” which these 
factors have jointly made. 

Functions Performed by Agencies of Exchange. The parts played by 
the several agencies of exchange may be made clear through the use of 
an illustration of comparatively simple exchange. A Virginia apple grower 
has picked and barreled his season’s crop. He has, let us say, 5000 barrels 
of apples to dispose of. How shall he get them into the hands of the con- 
sumers? Clearly not by direct exchange, for the delivery of small quantities 
of apples to many thousands of housewives would be expensive and hope- 
lessly drawn out. Several better methods are open to him. We may suppose 
that he has decided upon a plan often followed by fruit growers, that is, 
to retain ownership of the fruit until spring, when prices are likely to be 
higher than in the fall, and then to dispose of the crop through a commis- 
sion house. 

But this is an arrangement in which he requires assistance. He calls 
upon some of the agencies of exchange for help. Form utility the farmer has 
already created, but time, place, and possession utility must be added 
before the apples are available for the consumers, that is, before they have 
been completely produced. Lacking storage facilities of his own, our 
farmer arranges with a storage concern in Washington to hold the 5000 
barrels of apples from September until April. Thus time utility is created, 
for the apples will be more desired in April than in September, owing to 
the greater scarcity of the fruit in the spring months. 

But the crop must be transported from the farm to the storage house; 
and this necessity entails, first, a transfer by truck to a nearby raiiwmy 
station, then a raihvay shipment to the city, and finally another transfer 
from the Washington freight depot to the storage plant. Each of these 
three steps in the journey, which may or may not have been performed 
by separate agents, adds place utility to the product, for the apples have 
made progress toward the ultimate consumer. 

Having running expenses to meet,, such, as, wages of , labor, taxes,v,a.nd 
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so on, the farmer secures from his banker a loan to carry him over until 
the sale of the apples in the spring brings him an income. Since an im- 
mediate sale of the crop in the fall would have been necessary had the 
loan not been forthcoming, the banker must be credited with a part in 
promoting the storage; that is to say, he has aided in the creation of time 
utility. Moreover, the crop itself or the building in which it is stored (or 
both) will ordinarily be insured, so that the insurance company also is 
entitled to some credit in connection with time utility. 

With the coming of spring, the apples are delivered to a commission 
merchant, sold by him to wholesalers (perhaps in hundred-barrel lots), 
thence to the retailers by the barrel, and finally to the consumers by the 
half- or quarter-peck. The commission man, wholesalers, and retailers are 
all merchants, and every transaction they carry on constitutes a creation 
of possession utility since each sale brings the product closer to its final 
destination, which is its possession by the consumers. It is probable that, 
in connection with these several sales, new place utility also was added, 
since a sale would usually involve the physical transfer of the goods also, 
in the case of a commodity such as we are now considering. (It would not 
be true, of course, in the sale of land— and other examples could be cited.) 

In the case of many commodities, the goods would be advertised— 
another contribution to possession utility. Or they might be bought by 
speculators in anticipation of an advance in price, which would be an 
addition of time utility. Very important throughout the whole process 
is the use of money and credit, which will be described in detail in later 
chapters. These various agencies of exchange, it may be said, would find 
little or nothing to do in a primitive society, but it is inconceivable that 
an extensive economic order, such as we have today, could be carried on 
without their assistance. 

Exchange, Marketing, Distribution. The activities included in the 
‘young profession of marketing’'^ are essentially the same as the functions 
of exchange outlined above, as may be seen by reference to any of the 
standard textbooks on the subject.^ The “marketing functions” stressed 
in these books are (1) “those involving transfer of title,” which are the 
equivalent of the theoretical economist’s possession utility, and (2) “those 
involving physical supply,” with special emphasis on transportation (place 
utility) and storage (time utility). The terms “exchange” and “marketing” 
may therefore be used interchangeably, with little if any loss of accuracy; 
and to these two may safely be added a third, synonymous term— “distribu- 
tion”— provided only that this distribution of goods is not confused with 
the distribution of 


2 of the American Academy of Political and Social Science, May, 1940, p. xi. 

sji.g., C. F. Phillips, Marketing, 'Boston, Houghton Mifflin Company, 1938; P, D, 
Converse, Essentials of Distribution, El e\v York, Prentice-Hall, Inc., 

; /■^Cf."Chaps. 18 to 23.' (vol. 1).. 
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Costs of Exchanging Good^. A great deal has been written about the 
high cost of exchanging, marketing, or distributing goods; and this cost 
is said to result, in turn, in the high cost of living. It is sometimes urged 
that the existence of large numbers of “middlemen,'’ each demanding 
his share of income, needlessly increases the selling prices of many com- 
modities. 

The Twentieth Century Fund has made an extensive study of the cost 
of distrihiitmg economic goods, as compared with the cost of producing 
them in the first place.^^ These investigators began by grouping together, 
as “production,” all activities going into the creation of forni utility, and 
as “distribution” the efforts involved in the creation of place, tiine, and 
possession utility. Allocating the 66 billion dollars spent for finished goods 
in 1929, they found that production cost 27 billion and distribution 39 
billion dollars. This means that, on the average, approximately 40 per 
cent of the money spent that year for finished goods w^ent to the producers 
while almost 60 per cent w^ent to the distributors. 

An average of this sort admittedly conceals many and wide differences 
in production and distribution costs as between commodities. In general, 
as is shown by data for more recent years, it costs more to get foodstuff 
to the ultimate consumer than to distribute manufactured goods. For 
example, the study of the Twentieth Century Fund indicates that distri- 
bution costs in the past decade accounted for the following proportions 
of retail prices of the goods listed: Cabbage, 82 per cent; carrots, 82 per 
cent; oranges, 73 per cent; shoes, 48 per cent; gasoline, 56 per cent;^ and 
cigarettes, 52 per cent.® But the distribution costs of foodstuff are some- 
times low (for example, 34 per cent for eggs), and those for manufactured 
goods are sometimes high (as in the case of rye whiskey, 79 per cent).® 

It is the publication of figures such as these that arouses discussion 
as to whether we are not paying too much for the transfer of goods from 
the farm or manufacturing plant to the consuming public. The question 
is more easily asked than answered. The distribution costs of many com- 
modities do seem to be disproportionately large. But if they are so in 
reality, why do not more capable business men enter the field, eliminate 
the wastes of distribution— if there are wastes— and thus undersell our 
present-day enterprisers? In some cases, the attempt is being made with 
varying degrees of success. But the benefits of “manufacturer-to-consunier” 
exchange are often more attractive in prospect than in practice. 

The fact is that the consumer cannot, with any degree of satisfaction, 
deal directly with the manufacturer. If goods are to be manufactured 
cheaply, they must usually be made on a scale vastly larger than would 
be necessary to meet local needs alone. Some consumers, then, are too 

See Paul W. .Stewart and J.. Frederic Dewhurst, Does Distribution Cost Too. Much? 
New York, Twentieth ..Century .Fund, 1939.V' 

^Taking no accoimt of taxes on the commodity. 


10 ECONOMICS: PRINCIPLES AND PROBLEMS 

remote to be able to buy at the factory. And if they purchase through 
stores set up by the manufacturer, they are still, in effect, buying from a 
retailer (a distributor), even though the shop bears a manufacturer s name. 

Unquestionably there is waste in distribution just as there is in the 
earlier stages of production, and perhaps even to a greater extent; and in 
both instances it should be done away with as thoroughly and speedily 
as possible. But there is a tendency to underestimate the services rendered 
by our agencies of exchange. It is easy enough to see that the baker is a 
productive agent. It is more difficult to give full credit to the truckster 
who hauls bread, and the grocer who sells it over the counter, simply 
because they are not creators of form utility. But the promptness and 
convenience with which one may secure bread depend upon the services 
rendered by the truckster and grocer quite as much as upon the productive 
effort of the baker. 

The laborer is worthy of his hire, and the distributor who performs a 
necessary function is entitled to payment. Without him, specialization as 
we now have it would be impossible. Perhaps the best evidence of his 
usefulness— though far from conclusive evidence— is our inability thus far 
to oust him, even though we recognize that prices are high and may suspect 
that the middleman is in some way responsible. 

TWO ECONOMIC FALLACIES 

Two misconceptions relating to exchange may be discussed briefly at 
this point. The first of these is referred to as the “keep money at home” 
fallacy, and the second is the “make work” fallacy. 

“Keep Money at Home” Theory. The idea that money should be kept 
at home rather than spent abroad is one which has been inherited from 
theorizers of the past. The falsity of the theory has been demonstrated 
time and again, and yet there are today business men, politicians, and 
others who apparently believe implicitly in its soundness and who argue 
vigorously in its defense. 

The theory is usually expressed in about these terms: People of a given 
community— whether a town, a state, or a nation— should buy goods at 
home instead of bringing them in from the outside. By buying goods at 
home, home industries are encouraged, local business men prosper, there 
is plenty of employment for workers, and, as a consequence, prosperity 
for all. But if goods are purchased away from home, there is a lack of 
business for the home industries, and consequently a lessened demand for 
workers in local shops and factories. 

This is the way the argument runs, but students who have followed 
carefully the line of reasoning in our discussion of exchange wilF realize 
that the 'Teep money at home” theory is a fallacious one. Buying goods 
means giving money, or purchasing power, in exchange for commodities 
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or services. And the person who receives this purchasing power will use 
it, in turn, to buy commodities and services w^hich he desires. In other 
words, every time we buy economic goods we engage in a trade, although 
it is more often indirect trade than direct barter. In every free trade, as 
we have seen, both parties benefit. It is obvious that we gain most when 
we spend our money where we get for it the greatest possible return in 
the way of commodities and services. If a distant merchant gives more or 
better goods than the local merchant for the same money, or the same 
goods for less money, certainly it is foolish for buyers to purchase their 
goods locally. If local industries are not able, in the long run, to compete 
wdth industries at a distance, then it would be economical to allow them 
to pass out of existence, since they have shown an inability to survi\^e in 
the face of competition. Indeed, every plea to keep money at home is a 
confession of weakness on the part of those making the plea, for money 
will stay at home without urging if only it can be spent there as advan- 
tageously as away from home. 

An interesting side light on the “keep money at home” theory is that 
those who preach it loudest frequently practice it least. The campaigns 
that dilate upon the dire consequences that will follow upon buying 
away from home are usually financed largely by the nierchants of the 
town. But do these same merchants buy locally and thus keep money at 
home? Sometimes they do, to be sure, but only when local manufacturers 
and wholesalers will sell to them more cheaply than the manufacturers 
and wholesalers of other cities. In other words, they exhibit a pronounced 
tendency to do precisely what the consumer is inclined to do—tliat is, to 
spend their money where it will bring them the largest quantity of 
economic goods per dollar of expenditure. All they ask, of course, is to 
be allowed themselves to send money away from home and bring in goods 
which they can sell, at an ample profit, to people whom they have “edu- 
cated” to think it disloyal and unpatriotic and— most perplexing of alll— 
uneconomic to buy anywhere but in the old home town. 

Let us examine, for a moment, a town in which this fallacy has made 
no headway, and see what is happening in the way of exchange. Goods 
are being made in this town, but they are goods that the town is equipped 
to make advantageously. They are goods, therefore, that can to some extent 
be sold locally without recourse to methods of high-pressure salesmanship, 
since they are reasonably priced. But they can be sold also—and probably 
are sold chiefly— in Gther towns, again because they are made advan- 
tageously and the price is therefore low as compared with the prices of 
similar goods made less advantageously elsewhere. As finished goods move 
out of , towm, money flows in to pay for these goods, but some of this money 
flows promptly out again in p.ayment . for' raw- materials which must be 
brought ill as the basis for :m:ore: ,fimshed, goods. People working in, fac- 
tories buy some goods at local stores; -, possibly they spend „ part of ■ their 
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wages with Sears, Roebuck and Company or Montgomery Ward and 
Company, and thus se 7 id money out of town. But at the same time their 
employers are selling commodities that these people have helped to make 
^to Sears, Roebuck and Company, or Montgomery, Ward and Company, 
or some other out-of-town dealer— and thus money is brought back into 
town. Through these and similar transactions, money flows back and forth. 
If it goes out, it just as surely comes back again; and every time it facilitates 
an exchange between two parties, each of whom is performing some eco- 
nomic act that he is especially well fitted to perform, the money serves, 
as someone has well said, as a lubricant to the economic machine. 

Keeping money at home means doing business only with the home folk, 
and not with those outside the community. Any group that adopted such 
a policy rigidly would, of course, be self-sufficient, and it would be bound 
to suffer in two ways. First, it would have to get along without some kinds 
of goods that it would like to have, since no community has yet been 
able to supply itself with everything it needs and wants, without assistance 
from other communities. Second, it would have to get along with smaller 
quantities of goods, since it would be making disadvantageously some 
goods which, had it not chosen isolation, it could buy cheaply from other 
communities equipped to make these same goods advantageously. It is 
very likely that such a community would have more work to do than 
before, but it seems quite certain that it would have less of economic goods. 
Anyone, then, who supposes that the goal of economic society is the crea- 
tion of work is carrying his ideas to a logical conclusion when he advocates 
keeping money at home; but no one who thinks of the creation of goods 
as the goal should have difficulty in seeing that this goal is more quickly 
and more completely reached by cooperation between communities than 
by each community trying to be independent of every other community. 

The people of a community as a whole are not injured by sending out 
money and getting commodities and services in exchange, though some 
individuals may suffer and be compelled to turn to new fields of produc- 
tion. The fact that money is spent indicates that the spenders are getting 
for it something which they prize more highly than the money itself. The 
fact that it is spent abroad instead of at home shows that local sellers offer 
less in exchange than sellers at a distance. All that happens is that money 
goes out and commodities and services come in— more commodities and 
services than the community would have, had the money stayed at home 
by being spent there. In other words, there is released from the home town 
money which has no significance except as it is exchanged for goods, 
material or non-material; and there are brought into town economic goods 
which are capable of being consumed immediately or in the future, and 
which therefore yield genuine satisfaction. 

Nevertheless, we are constantiy admonished to patronize the neighbor- 
hood druggist, to support local merchants instead of mail-order houses, 
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to buy articles manufactured in the home city, and to use goods made 
in the United States rather than those manufactured abroad. Political 
campaigns are sometimes waged on the basis of a protective tariff. And 
yet a tariff of this kind is simply an artificial means designed to force 
people to buy goods at home, rather than get them from a foreign country 
where the goods could be had more cheaply. 

‘‘Make WorU’ Fallacy. The second error into which many persons fall 
has been termed the “make work” or “lump of labor” fallacy. The theory 
here is that there is only a certain amount of work to be done in a com- 
munity, and it should be spread out so as to keep all workers employed. 
If people are out of employment, it is thought by some that the wise 
thing to do is to create work so that they may be employed. If, for example, 
men are idle in the winter time, it is regarded as a great blessing to have 
a heavy fall of snow so that these men may be able to earn an income. 

From the economic point of view, it would be much better, of course, 
to put them to work shoveling dirt in the building of a subway instead 
of clearing snow from the sidewalks. If it is desirable to supply work to 
unemployed men at all costs, one could easily justify the deliberate destruc- 
tion, by fire, of all, or a large part, of the buildings of New York, Chicago, 
or Philadelphia. An action of this kind would provide an abundance of 
work for builders of all types, and would be Just as sensible as praying 
for snow in order to give employment to the unemployed; and yet there 
are few who would be so rash as to suggest that the kindling of such a 
fire would be desirable. 

The “make work” fallacy is one which is said by some students of labor 
problems to be an actuating force among labor unionists. Some unions 
definitely set an amount of work to be done in a given time. Although 
labor leaders usually deny the charge, it is true that workers have some- 
times decided that just so many bricks may be laid in a day, or so many 
cigars, and no more, manufactured in a given number of hours. A restric- 
tion of output of this kind is often caused by fear on the part of the 
workers that there will not be enough work to go around. Consequently, 
to make their work last longer they do less of it each day, although demand- 
ing, of course, a full day’s pay. In like manner, they oppose the introduc- 
tion of labor-saving machinery on the ground that it would reduce the 
amount of employment available for hand workers. 

Those who hold and express the opinions outlined above either have 
a mistaken notion of what exchange really is, or are arguing from the 
short-run point of view. The error arises through overlooking the fact 
that whenever commodities or services are created, they themselves con- 
stitute the purchasing power with which other commodities or services 
may be obtained. If, then, the unemployed got busy and made some article 
'which the general public wanted, that- article could be exchanged for the 
things which they, themselves need... And, since human wants are, capable 



14 ECONOMICS: PRINCIPLES AND PROBLEMS 

of practically indefinite expansion, there should be plenty of opportunity 
for productive work, runs the argument. The difficulty, however, lies in 
getting the opportunity to make the thing which others are willing to 
buy. Since industry is conducted on a basis of workers employed by manu- 
facturers and others, the workers are dependent upon employers for an 
opportunity to make those articles which can be exchanged for the com- 
modities and services necessary to their well-being. 

But employers will not manufacture such goods unless there is a demand 
for goods of this type; and ofttimes articles of a particular kind are manu- 
factured in larger quantities than the actual demand warrants. As a result 
of an overproduction and accumulation of automobiles or radio sets, 
factories devoted to the manufacture of goods of these kinds may tem- 
porarily be closed down. This is exactly what happened in the Ford plant 
and other automobile factories some years ago. It is frequently said that 
there can be no such thing as general overproduction, since the wants of 
human beings are unlimited. But there can certainly be more goods of a 
gixjen kind manufactured than will be taken from the market at a price 
sufficiently high to cover all costs of production, owing to the fact that 
manufacturers sometimes overestimate the demand for a particular type 
of goods. The word ‘‘demand” is here used to include not only the desire 
for an economic good, but also the possession of sufficient income to permit 
its purchase. 

Whenever a man produces a good which other people want and can 
afford to buy, he creates purchasing power. For he can take his good and 
exchange it for some other commodity or service; and in so doing he, in 
effect, purchases something with the good he has made. It follows that 
there can never be overproduction so long as he and others produce the 
right kinds of goods, and each in the right quantity. When, a number of 
years ago, cheap automobiles were for several months a drug on the 
market, the situation did not arise from too much production, but from 
too great production of low-priced cars. If the productive power used in 
manufacturing the surplus stock of cheap cars had been turned into the 
manufacture of, say, a strikingly new and advanced model, this new car 
would probably have sold in fairly large quantities to persons of wealth. 
Until human wants have been completely satisfied, there can be no such 
thing as gejieral overproduction, though, as we have seen above, there may 
be and often is misdirected production— ihzx is, the production of more 
goods of a certain kind than people wish to possess or are able to buy. 

But line distinctions between general overproduction and misdirected 
production are not likely to interest a worker who is confronted by a 
concrete problem which may be expressed in the form of the question: 
“Where can I secure employment?’' Though, from the social point of 
view, there is no economic justification for stretching out a task, yet from 
the practical, individual point of view no further justification is needed 
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than the fact that if the worker proceeds at a goodly pace, lie will soon be 
out of a job, whereas, if he restricts his output, he may have steady, 
continuous employment. Furthermore, the shovelers of snow in our illus- 
tration are amply justified in giving thanks for the jobs that have been 
sent them; for, though the snowstorm has brought no economic gain to 
society as a whole, these individual workers have been enabled to secure 
purchasing power which may be the means of warding off starvation. 

Of course, if all workers in society ivere to increase their efforts and, 
as a result, their output, there would be more commodities and services 
for all, and the scale of living of all members of society could be raised. 
Moreover, there would be no difficulty in finding a demand for the addi- 
tional goods, provided care were taken to produce the kinds of commodi- 
ties that were wanted, since (1) human wants are far from being completely 
satisfied, and (2) every good produced constitutes in itself a demand for 
other goods. For example, if production of ail kinds w^ere doubled, a 
cigarmaker who now owns an automobile could have a second car or, if 
he preferred, could have in its stead a host of other less costly items, such 
as a radio set, a dress suit, a vacation at the seashore, and so on. These 
additional commodities and services %vould be his reward for having 
doubled his production of cigars. 

But the scheme would work equitably only if there were a geiteral 
increase in production. If only the cigarmakers v;ere to double their out- 
put, the effect would be a much lower price for cigars, and smokers would 
benefit correspondingly. But there would be no gain for the cigarmakers, 
since the goods which they buy would not have increased in quantity and 
therefore would not have gone down in price. Consequently, though it is 
quite true that each of us should produce as much as possible, there is no 
assurance of personal benefit unless there is a general movement in the 
direction of maximum production. From the purely selfish point of view, 
restriction of output may often be a wise practice to follow. 

And so, in applying the label “economic fallacies'’ to certain theories or 
ideas wdiicii seem to involve unsound reasoning, we should bear in mind 
the fact that these theories, while fallacious from the point of view of 
economic society as a whole, and in the long run, may be entirely sound, 
as looked at by the individual business man or worker, and considered 
as short-run phenomena. Since self-interest is a familiar characteristic of 
present-day economic society, it is not surprising that individuals some- 
times follow courses of economic action which seem likely to benefit them 
in a material way, even though they do so at the expense of the general 
public. There is no lack, in current economic life, of examples of conflict 
between indiyidual and social interest. 
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1. It is said that exchange goes hand in hand with specialization. Explain the 
relationship between the two. 

2. Why would it be difficult, if not impossible, to carry on present-day exchange 
by means of barter? 

3. In what ways does indirect exchange solve the difficulties connected with 
barter? 

4 . Money is referred to as “a common denominator to which we reduce all com- 
modities and services.” How does money as “a common denominator” facilitate 
exchange? 

5. Distinguish between “money exchange” and “credit exchange.” 

6. Classify “barter,” “money exchange,” and “credit exchange” as, respectively, 
direct or indirect exchange. 

7. “People do not desire money for the sake of the money itself.” Explain. 

8. How is it possible for a gain to be realized by both parties to a trade? 

9. In modern economic society, exchange is sometimes a very involved process. 
Name some “agencies of exchange” that assist in the process. 

10. Why must care be exercised to avoid confusion if one uses the term “distribu- 
tion” in speaking of the exchange of goods? 

11. Recalling the definition of “production,” state whether “agencies of exchange” 
may properly be thought of as producers. Explain. 

12. Comment on the relative cost of production and distribution, as indicated by 
examples cited by the Twentieth Century Fund. 

13. Why is “manufacturer-to-customer” exchange difficult to put into successful 
practice? 

14. Without the assistance of agencies of exchange, “specialization as we now have 
it would be impossible.” Defend or refute this statement. 

15. State briefly the usual argument advanced in support of the “Keep Money at 
Home” theory. 

16. “It is obvious that we gain most when we spend our money where we get for 
it the greatest return in the way of commodities and services.” Does this mean 
buying at home or away from home? 

17. Show the connection between a protective tariff and the “Keep Money at 
Home” theory. 

18. According to the “Lump of Labor” theory, there is only a certain amount of 
work to be done in a community. Is this true? Why or why not? 

19. How may a belief in the “Make Work” theory lead to restriction of output on 
the part of workers? 

20. How may the expansibility of human wants be used in proving the fallacy 
of the “Make-Work” theory? 

21. Distinguish between “general overproduction” and “misdirected production.” 

22. Why is it impossible for “general overproduction” to exist in the long run? 

23. How could the scale of living of all members of society be raised? 

24. “There is no assurance of personal benefit [through an individual producing 
as much goods as possible] unless there is a general movement in the direction 
of maximum production.” Explain. 

25. “From the purely selfish point of view, restriction of output may often be a 
wise practice to follow.” Why? 
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CHAPTER 32 



WE HAVE MADE SEVERAL REFERENCES IN PRECEDING CHAPTERS TO THE 

usefulness of money in facilitating the process of exchange. We shall now 
go into the subject at greater length, describing the nature of money and ex- 
plaining the functions it performs in a highly developed economic society. 

MONEY IN THE UNITED STATES 

Since most of our illustrations will be drawn from monetary practice 
in this country, it will be helpful to have before us a list of the several 
kinds of money that play a part in our monetary system. They are as 
below: 


Table 34. Kinds and Quantities of Money in the United States® 
(October 31, 1947) 


Gold 122,294,269,675 

Gold certificates (21,091,368,828) 

Standard silver dollars 493,462,269 

Silver bullion 1,933,480,561 

Silver certificates (2,238,970,492) 

Subsidiary silver 930,916,455 

Minor coin 353,090,960 

United States notes (greenbacks) 346,681,016 

Federal Reserve notes 25,208,302,775 

Federal Reserve bank notes 390,877,695 

National bank notes 105,213,460 


Total $52,056,294,866 


"From Circulation Statement of United States Money — October 31, 1947, issued by the United 
States Treasury Department. The figures in parentheses are not included in the total, 
since they are included in other items in the table. Omitted from the table are treasury 
notes of 1890, which are included in the government statement but “are being canceled 
and retired on receipt.” This item is of slight importance, amounting to little more than one 
million dollars. 

Many people who have been using American money for years are 
surprised to learn that we have so many kinds of acceptable currency. 
A few words of explanation about each of these items will help to clear 
up the situation. Separating the items into two groups (metallic money 
and paper money) , we shall examine them briefly. Our new grouping 
gives us the following outline: 
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I. Metallic Money: 

A. Gold bullion 

B. Standard sih'er dollar 

C. Silver bullion 

D. Subsidiary coin: 

1. Silver: 

a. Half-dollar 

b. Qiiarter-dollar 

c. Dime 

2. Other metals (minor coin): 

a. Five-cent piece (of copper and nickel) 

b. Cent (of copper, tin, and zinc) 

IL Paper Money: 

A. United States government obligations: 

1. Gold certificates 

2. Silver certificates 

3. United States notes (greenbacks) 

B- Bank obligations (guaranteed by United States government): 

1. Federal Reserve notes 

2. Federal Reserve bank notes 

3. National bank notes 

Gold Bullion. Gold is the basis of the monetary system of the United 
States, and every piece of money, whether metallic or paper, is measured 
nominally in terms of the “gold dollar.” Prior to 1934, the dollar was 
defined as 25.8 grains of gold nine-tenths fine. But the Gold Reserve Act 
of 1934 authorized the President to reduce the gold weight of the dollar 
by not less than 40 per cent or more than 50 per cent; and on January 
31, 1934, President Roosevelt by proclamation changed its weight to 
15 5/21 grains of gold nine-tenths fine. The term “nine-tenths fine” refers 
to the purity of the gold bullion, and means that it consists of 900 parts 
pure gold to 100 parts of copper alloy. 

The gold coin which circulated in the United States before the passage 
of emergency banking legislation in 1933 actually contained 25.8 grains 
of gold of this degree of fineness, for every dollar of face value. But gold 
coin and gold bullion, as tvell as gold certificates, were “called in” by the 
President of the United States, by authority of the Emergency Banking 
Act of March 6, 1933. Monetary gold did not circulate extensively in the 
United States even before that date, but was used chiefly for bank reserves 
and for the payment of balances arising out of mternational trade. It has 
now been wholly removed from domestic circulation, the gold coin 
reduced , to bullion, and the total stock is now held in' the United. States 
Treasui-y ' as" security against outstanding issues of United States govern-' 
ment paper'. 'money. However, it' can still' be .obtained, ;in,"qu'a.Eti'tieS'".,'anci 
at times, approved by the Secretary' of the Treasury, for.use'in international 
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trade. Despite the fact that gold no longer circulates as money in this 
country and that other forms of money are no longer redeemable in gold, 
the dollar continues to be defined as a specified amount of gold, and this 
amount is at present 15 5/21 grains nine-tenths fine. 

Standard money is money which contains the amount of metal necessary 
to make its value as bullion exactly equal to its value as money. Since 
gold coin and gold bullion have been the only forms of money in our 
monetary system having a bullion value exactly equal to their money 
value, they have constituted the only strictly standard money we have 
had. The restrictions that were placed upon the use of gold in 1933 
brought about a situation in which there is no standard money in general 
circulation in this country, though there is a large stock of gold bullion 
in the United States Treasury. 

Standard Silver Dollars. Our so-called standard silver dollars are a 
relic of the bimetallic period of the country’s monetary history, when the 
silver dollar, as well as the gold, was equally valuable as money and 
bullion, and was therefore genuinely “standard.” The silver dollar con- 
tains 412.5 grains of silver nine-tenths fine, and is now worth as bullion 
only about 54 cents. This being the case, it might properly be placed 
under the classification of “subsidiary coins,” which will be dealt with 
in a later section; but we have followed the time-honored custom of giving 
the silver dollar a separate heading. 

Silver dollars pass freely from person to person in certain parts of the 
country, particularly in the Far West, where they seem to enjoy higher 
favor than paper dollars; but, because of their weight and bulk, they are 
extremely unpopular in some sections of the United States. Of the 494 
million silver dollars in existence on October 31, 1947, only 151 million 
were actually in circulation. The others were held in the Treasury, and 
silver certificates circulated in their stead. 

Silver Bullion. This item is of recent origin, having arisen almost 
wholly out of the operation of the Silver Purchase Plan, which will be 
described later in the chapter. We shall see that the government can make 
about 1 1.43 worth of silver coin from every dollar’s worth of newly mined 
American silver bullion that it buys. Hence, the purchase of silver leads 
to a large “profit” to the government, and has led to the accumulation of 
silver bullion. This stock of silver (which may be expected to increase 
materially with the passage of time) may later be put into circulation 
through coinage or through the medium of silver certificates. 

Subsidiary Coins. Subsidiary coins are issued by the government 
because of the need for coins smaller than a dollar in a host of everyday 
transactions. Silver is used for the coins of larger values, such as the half- 
dollar, quarter-doliar, and dime. Its use in coins of lesser value than the 
dime would result in pieces of money so small as to be extremely incon- 
venient. Consequently, the five-cent piece and cent (which are often called 
**minor coins” or “tokens”) are made chiefly ot copper 
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Like the silver dollar, subsidiary coins are much less valuable as bullion 
than as money, and consequently are not standard money. 

Gold and Silver Certificates. Gold certificates bear a close relationship 
to gold coin and bullion, and silver certificates to standard silver dollars, 
since they are issues of paper money certifying the actual deposit of the 
gold or silver, as the case may be, with the Treasurer of the United States. 
The gold certificates are rather closely held by the Treasury and Federal 
Reserve banks, and of the total of some 21 billion dollars’ worth in 
existence only about 47 millions are “at large.'’ Even these are not actually 
in circulation, but probably have been destroyed, mislaid, or are in the 
possession of those who do not know, or have disregarded, their legal 
obligation to turn these certificates over to the United States Treasury 
in exchange for other money. Prior to 1933, gold certificates were redeem- 
able in gold upon demand, but they can now be redeemed only by Federal 
Reserve banks at the discretion of the Secretary of the Treasury. Further- 
more, they are redeemable only “for uses authorized by law.” 

Silver certificates are allowed to circulate much more freely. About 9 
per cent of all silver certificates are held by Federal Reserve banks, the 
other 91 per cent or about 2 billion dollars’ worth) being used in 
everyday business transactions. Moreover, they are readily redeemable at 
the Treasury in silver dollars. 

United States Notes (Greenbacks). United States notes, which are 
better known as “greenbacks,” are a government obligation which dates 
back to Civil War times. Issued in 1862, they had for a time a value of 
only 35 cents on the dollar. From 1879 to 1933 they were convertible into 
gold, and the Treasury maintained a fund of about 156 million dollars 
in gold for the redemption of these notes. Relatively few, however, were 
presented for redemption, and they circulated quite as freely as any other 
American money. The gold redemption fund referred to above is still 
intact, but is not being used for paying off these notes. However, United 
States notes are redeemable in lawdui money at the Treasury. They are 
an interesting example of inconvertible paper money made convertible 
into gold, and later declared inconvertible. 

Bank Notes. The several kinds of paper money that have been de- 
scribed up to this point are issued by the Treasury and are obligations of 
the United States government. Bank notes are also obligations of the 
government in the sense that their redemption in lawful money is guar- 
aiiteed, but they are issued by national banks and Federal Reserve banks, 
and not by the government itself. 

National bank notes are promises to pay to the bearer in “lawful money” 
the full, face value of whatever notes- a given bank puts into circulation. 
They have been issued by national banks which have deposited with the 
Treasurer of the 'United States registered government bonds of specified 
issues up : to 100 per, cent of the note issue,- and in addition a redemption 
fund- of lawful money amounting to ■ 5 per cent of , the par value of the 
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notes issued. National bank notes are redeemable in lawful money at the 
Treasury or at the bank that issued them. Since August 1, 1935, they have 
been disappearing from circulation. As of that date, the Secretary of the 
Treasury called in the government bonds on the basis of which national 
bank notes were issued, and thus made it unprofitable for the banks to 
keep the notes in circulation. Several hundred million dollars’ worth have 
since been redeemed, and yet on October 31, 1947— twelve years after the 
retirement of the bonds by the Treasury became effective— national bank 
notes to the amount of 105 million dollars were still outstanding. Presum- 
ably, this form of paper money will become progressively scarcer, and 
eventually disappear entirely. 

Federal Reserve hank notes differ slightly from national bank notes in 
their nature and conditions of issu^. One difference lies in the fact that 
the note issues of Federal Reserve banks are not limited, as are those of 
national banks, to the amount of the issuing bank’s capital. A second dif- 
ference is that Federal Reserve bank notes may be issued not only on 
the basis of government bonds, but also with any direct obligations of the 
United States, or with approved commercial paper up to 90 per cent of 
its face value, as security. It was the intent of the Federal Reserve Act 
of 1913 that Federal Reserve bank notes should gradually replace national 
bank notes, the latter being retired from circulation. But this change has 
not taken place to any appreciable degree. The national bank notes are 
being replaced, rather, by Federal Reserve notes, which are issued on a 
different basis from Federal Reserve bank notes. At present, the total face 
value of Federal Reserve bank notes is about three and a half times the 
total face value of national bank notes. Federal Reserve bank notes are 
redeemable in lawful money at the Treasury and at the Federal Reserve 
bank of issue. 

Federal Reserve notes, despite their similarity in name to Federal Re- 
serve bank notes, are issued on very different terms. They will be described 
in detail in a later chapter, but it may be mentioned here that prior to 
1933 they were secured, up to 100 per cent of their issue, either by gold 
or by a combination of gold and commercial paper. In the latter case, it 
was required that at least 40 per cent of the total should be gold. Since 
the passage of the Emergency Banking Act in 1933, direct obligations of 
the United States may be substituted for eligible commercial paper if such 
substitution is approved by the Board of Governors of the Federal Reserve 
System, and gold certificates are now used as security in place of gold. 
Furthermore, the required percentage of gold certificates was reduced, as 
of June 12, 1945, from 40 to 25. Commercial paper, it should be added, 
consists of notes, drafts, and other paper obligations arising out of com- 
mercial transactions. These items also will be dealt with later. Federal 
Reserve notes are redeemable in lawful money at the Treasury or at any 
Federal Reserve bank. They comprise approximately 85 per cent of all 



THE PRINCIPLES OF M:0NEY 


23 


United States money actually in circulation— that is, outside the Treasury 
and the Federal Reserve banks. 

Convertibility of Paper Money. We shall now examine several points 
of difference as between representative, convertible, and inconvertible 
money, with illustrations drawn chiefly from monetary experience in the 
United States. 

Representative money is a receipt for, and promise to return upon 
demand, a specified amount of metallic money which has been intrusted 
to a responsible public authority, by whom it is to be held until called 
for. Thus, United States silver certificates are receipts for, and claims upon, 
silver that has been deposited with the Treasurer of the United States. 

Silver certificates have frequently been classified as convertible money, 
and rightly so up to 1933, since, though they were directly redeemable 
only in silver, they were indirectly convertible into gold. Now that gold 
redemption of paper money has been suspended, it is no longer correct 
to say that silver certificates are convertible. Another characteristic of 
silver certificates is that they are backed, dollar for dollar, by the actual 
silver in wTicli they are redeemable. Moreover, they are used purely as 
substitutes for metallic money, and not (like bank notes) as devices for 
increasing the amount of currency in circulation. As we have already 
observed, they have the advantage of being more convenient in handling 
than the metal, and their use prevents wear and tear on the coins them- 
selves. 

Prior to the recall of gold from circulation in 1933, gold certificates as 
well as silver certificates were representative money, since gold certificates 
were actually backed by and were redeemable in gold at the Treasury. 
They still have a dollar-for-dollar backing in gold, but the gold for which 
they call is no longer obtainable upon demand. Consequently, gold certif- 
icates do not now rate as representative money, but come under the 
heading of inconvertible paper money. 

Convertible Paper Money, The convertibility of paper money rests 
upon the maintenance of an adequate reserve which may be drawn upon 
if redemption is demanded, and upon legal provision that the money 
shall be redeemed upon demand to the proper authorities. All of the 
paper money in use in recent years in the United States was, up to 1933, 
convertible into gold, either directly or indirectly. But so ample w^ere the 
reserves from which redemption could be made that there w^as seldom an 
extensive demand for standard money in exchange for paper; for, strangely 
enough, the redemption of paper money is seldom desired unless there is 
fear that redemption, if requested, will be refused. 

It was this fear which, in the great depression following T 929, gave rise 
to such unprecedented demands for gold in place of paper money that 
the privilege of redemption in gold 'was withdrawn in 1933. The metallic 
backing of our paper money, while more than adequate to meet the 
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demands of normal times, has never of course been sufficient to permit 
the redemption, in gold or silver, of all paper money outstanding. The 
payment of gold and silver certificates was fully assured by the mainte- 
nance of a 100 per cent deposit. Gold to the amount of 48 per cent was 
held as a reserve against the outstanding United States notes, or green- 
backs. National bank notes and Federal Reserve bank notes had a mone- 
tary backing of only 5 per cent, which might or might not be gold. And 
the metallic security of Federal Reserve notes was usually only a 40 per 
cent deposit of gold. In the final analysis, convertibility means redemption 
in gold if gold is demanded. But we have not had a sufficient stock of gold 
to permit the redemption of all kinds of money which the government 
promised to redeem in gold. It is apparent, therefore, that in the face of 
a growing demand for redemption the only way to prevent a collapse of 
the monetary system was to withdraw, at least temporarily, the privilege 
of converting paper money into gold, the standard money of the United 
States. 

Inconvertible Paper Money, Inconvertible paper money is currency 
which has no value in itself and is not redeemable in standard coin, but 
circulates only by authority of government. Inconvertible money (or “fiat 
money,” as it is often called) is usually made legal tender; this fact and 
the confidence that people have in the promises of their government are 
sufficient explanation of the acceptability of a money that cannot be re- 
deemed in coin or bullion. 

Fiat money is most often issued in time of great emergency, such as war, 
when the printing of money appears to be the easiest way (and sometimes, 
indeed, the only way) to secure funds with which to meet necessary ex- 
penses. The Civil War was responsible for the issuance of greenbacks, and 
World War I brought upon European countries a veritable deluge of fiat 
money. Inconvertible money sometimes becomes convertible, as was the 
case wdth the greenbacks after an interval of seventeen years. But Russia, 
Germany, and Austria printed paper money in such tremendous quantities 
in order to meet war and post-war needs, that redemption was out of the 
question and the notes were repudiated. France, facing a problem that was 
similar but not so serious, chose to “stabilize” the franc at a fraction of its 
former gold value. But this, in effect, was repudiation of a large part of 
the obligation represented by the paper money outstanding. 

A serious difficulty with fiat money is the grave likelihood of overissue, 
once the practice of printing this kind of money is resorted to. And when 
sufficient fiat money has been issued to serve as exchange media for all 
business transactions, fiat money alone will be used. Since it is customary 
to endow such money with the power of legal tender, it will theoretically 
circulate on a par with gold. But gold may be “called in” by the govern- 
ment. And even if it is allowed to remain in circulation, gold will not, in 
actual practice, be employed at all if an abundance of inconvertible paper 
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money is available. On the contrary, as we shall see shortly in our examina- 
tion of Gresham’s Law, it will disappear from circulation, part of it 
being used in foreign trade, where its purchasing power is greater than 
at home; part being made into articles of utility or ornament; and part 
being stored away against the time when it can again be used to advantage 
in domestic trade. 

Since 1933, the paper money of the United States has been inconvertible 
paper money, for in that year it ceased to be redeemable in gold, our 
standard money. The fact that silver certificates may be redeemed in 
silver dollars does not alter the situation, for the terms “convertibility” 
and “inconvertibility” relate only to standard money, and silver dollars 
do not qualify as standard money since their value as money is much 
greater than their value as bullion. 

“Total Money” and “Money in Circulation.’* Some kinds of inoney cin 
culate freely, while other kinds do not. The total amount of money oi 
the United States on October 31, 1947, was distributed as follows: 


Money held in the Treasury $19,559,285,866''* 

Money held by Federal Reserve banks 

and agents 3,945,138,944 

Money in circulation 28,551,870,056 


Total mone)^ in the United States $52,056,294,866 


"To avoid duplication, we have reduced this figure for gold and silver bullion actually 
held in the Treasury, deducting an amount equal to the total of gold and silver certificates 
outside the Treasury. Obviously, we should be guilty of double-counting if we included both 
the bullion and the certificates. 

These figures make it clear that only about 55 per cent of the money 
of the United States is being used directly in carrying on business trans- 
actions. But this does not mean that the rest of the money is idle. Gold 
and gold certificates, when held in a Federal Reserve bank, permit the 
issuance of far more purchasing powder (in the form of Federal Reserve 
notes or bank credit) than if they were used directly for buying goods. 
By using much of our money as reseroes, instead of keeping all of it in 
actual circulation, we are enabled to increase enormously the funds avail- 
able for conducting economic operations, as we shall see in the next 
chapter. 

THE NATURE OF MONEY 

With this picture of the kinds of United States money as a background, 
we proceed to a consideration of the character of money and its use in 
'present-day economic life. ■■ 

' "Attrilrates of a, Satisfactory, Money. 'Money may.be defi,ned as anything 
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that sewes as a standard of values ^ or is generally acceptable and is used 
primarily as a medium of exchange. The traditional definition of money 
—‘‘anything that serves both as a standard of values and a medium of 
exchange’ '-“has not applied to United States money since April 5, 193vS. 
For gold has not been allowed to circulate in this country since that date, 
and is therefore no longer a medium of exchange, though it still serves 
as a nominal standard of values. Hence, we have modified the traditional 
definition of money to meet the needs of the American situation. Gold 
still qualifies as money because it serves as a standard of values; and other 
kinds of money fall within the limits of the definition because they are 
generally acceptable and are used primarily as a medium of exchange. 
Acceptability is the prime essential of a good money, and this quality 
depends, in turn, upon a number of other attributes, namely, portability, 
durability, uniformity, divisibility, cognizability, and stability of value. 

Many commodities have been used as money in the past, but have been 
discarded for this purpose because they failed to possess one or more of 
these attributes. Tobacco, which was quite generally used as money in 
colonial Virginia, was too bulky and heavy to be readily portable; and 
it also lacked stability of value, for its purchasing power depended upon 
the size of the total crop, and this varied greatly from year to year. Cattle 
and sheep, though used by pastoral tribes, are not easily divisible, nor are 
they at all uniform. They could not, therefore, be used in small transac- 
tions, and values could not be expressed accurately in terms of these 
animals because of differences in size, weight, and quality. Corn and wheat 
have served as money at times, but are unsuitable for several reasons, one 
being the absence of durability, since grains are subject to deterioration. 
Precious stones also have been used, but they are deficient in cognizability; 
that is to say, it requires an expert to tell whether they are genuine or 
spurious. 

The influence of these attributes upon the acceptability of money should 
be fairly obvious. If a commodity is easily carried about (portability), if 
it gives promise of lasting for a long time (durability), if a unit is like 
every other similar unit in value (uniformity), if the standard unit is 
separable into smaller units for use in minor transactions (divisibility), 
if every unit is marked so that its genuineness and value are apparent to 
the average person (cognizability), and if its purchasing power does not 
fluctuate greatly from time to time (stability of value), then— but not until 
then— does it become “generally acceptable" and meet the needs of a 
satisfactory medium of exchange. 

Gold, Silver, and Paper Money. Because the articles that we have men- 
tioned above, and many others that have been used in the past, are 
deficient in the qualities required of a satisfactory money, their place has 
been taken in most important countries by gold and silver, and by paper 
based upon these two precious metals. Cold and silver possess, to a high 
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degree, the characteristics which are desirable in money. Of the two, gold 
has an advantage over silver because of its higher value in relation to bulk 
and weight. 

Gold, combining high value with slight bulk, satisfies the requirements 
of portability. It does not deteriorate with the passage of time, nor does 
it wear away rapidly through handling if it is hardened by the addition 
of an alloy. It presents no difficulties so far as uniformity is concerned. 
Though gold is readily divisible, its great value per unit of weight makes 
it unsuitable for small coins, so that silver, copper, and other metals are 
commonly used for making units of small denominations. When coined 
by a responsible government, gold is generally recognizable. It varies con- 
siderably in value from time to time, but is more stable than most com- 
modities. Silver possesses these same qualities, though most of tlieni to a 
lesser degree than gold; and one or the other of these two nietals forms 
the nominal basis of every important monetary system of modern times. 

The Question of Acceptability. Our definition includes paper money 
as well as metallic money, if only it is generally acceptable. Paper currency 
is very extensively used, and passes from hand to hand as freely as gold 
and silver, whenever there is confidence on the part of the receiver that 
he will experience no difficulty in passing it on to someone else, at full 
face value, in exchange for economic goods. But checks, drafts, and certain 
other negotiable papers do not fail within the definition, largely because 
they lack cognizabiiity. Even a check signed by a muitimillioiiiiaire would 
not be generally acceptable, because the average person could not be 
certain that the signature was genuine and not a forgery. In like manner, 
a personal note (or “promise to pay”) is not money, since many persons 
wmuld decline to accept it on the ground that it might not be paid when 
due. 

Legal Tender and Lawful Money. Legal tender is money which by 
legal declaration must be accepted by a creditor in payment of debt, In 
the absence of an agreement to the contrary. The power of legal tender 
is conferred upon certain specified forms of money for the purpose of 
facilitating the settlement of obligations. A refusal to accept legal tender 
in settlement of an obligation does not mean that the debt is canceled, 
but simply that the debtor need not pay interest accruing after the date 
on which payment in legal tender was proffered. The potver of legal 
tender adds to the acceptability of money, since the person receiving it 
knows that it can be passed on to others in payment of obligations out- 
standing. ' ■ - T 

Prior to 193S, the question of legal tender in the United States- . was, a 
complicated one, ^ for some forms of American ' money enjoyed' Ml,, legal 
tender-.'whereas -others -were "-'legal tender -.only for' certain: pur poses- or '-in- 
limited quantities. In actual practice, however, there has been no real 
difficulty, since every form of, our currency has .been, readily convertible 
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into any other form that might be desired. But even the academic per- 
plexities of the situation have now been cleared away, for by joint resolu- 
tion of Congress on May 26, 1933, ‘‘all coins and currencies of the United 
States (including Federal Reserve notes and circulating notes of Federal 
Reserve banks and national banking associations) heretofore or hereafter 
coined or issued” were declared full legal tender for all debts, public and 
private. 

The term “lawful money” is one which we have used in the present 
chapter, which is in common use in monetary discussion. It is a term 
which requires no explanation other than the statement that lawful money 
is synonymous with legal tender, in so far as United States money is con- 
cerned. The two terms may therefore be used interchangeably. 

Coinage. The coinage of metallic money and the printing or engraving 
of paper currency are almost invariably carried on either as a govern- 
ment monopoly or under strict governmental control. This, again, is an 
arrangement that contributes definitely to the acceptability of money, 
since it guarantees the use of metals of uniform fineness, units of standard 
weight, and therefore coins which will be received without hesitancy by 
the general populace. Coins of a given value are of uniform appearance 
and are easily recognized. They are struck from excellent dies in such 
manner as to render counterfeiting difficult. Not only are they stamped 
on both sides, but the edges of the more valuable coins are usually 
sharply “milled,” as a precautionary measure against impairment of 
metal content by shaving or clipping. In the manufacture of paper money, 
fraud is discouraged by the use of special paper on which are printed or 
engraved intricate designs that cannot easily be reproduced by private 
individuals. 

Policies on coinage differ with different countries. Occasionally a gov- 
ernment aims to make a profit on the manufacture of money by charging 
more than enough to cover the costs of coinage; this is known as seignior- 
age. More often a charge known as brassage is made, this being an amount 
just sufficient to cover the costs involved. Or the system may be, as it was 
in the United States until 1933, one of gratuitous coinage of the standard 
metal. For in this country the holder of gold bullion could take it to the 
government mint, and there have it made into coin without charge except 
for the alloy which was mixed with the pure gold to give it the proper 
degree of hardness. Moreover, he was able to have it coined in unlimited 
quantities. This latter feature is known as the “free coinage” of gold. 

But gold coin is no longer a part of our monetary system, and so we 
have no coinage of our standard metal. Gold may now be monetized only 
through its purchase by the Treasury, the seller receiving not gold coin, 
as was his privilege in the past, but some form of paper money in ex- 
change for the bullion. Silver has not for many decades been “freely” 
coined in this country; that is, it has not been coined (as was gold prior to 
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1933) upon the simple request of the holder of bullion. When there has 
been need for more silver coins, they have been stamped from silver 
bullion purchased by the government for that purpose. 

THE FUNCTIONS OF MONEY 

Medium of Exchange. The primary function of money, as was indi- 
cated in our definition, is to act as a medium of exchange. When an eco- 
nomic society gets beyond the stage of barter, in which producers trade 
their surplus goods directly for goods of various kinds produced in sur- 
plus by others, the need for a satisfactory medium of exchange is apparent. 
Money, because it possesses the several attributes we have enumerated, is 
such a medium. Being easily exchangeable for commodities which one 
wishes to secure, it is readily accepted in return for goods that one may 
hold in excess and may therefore wish to sell. Exchange is greatly facili- 
tated through the agency of money, for its use permits the employment 
of middlemen, who, though not desiring to consume certain goods them- 
selves, are yet willing to purchase them (giving money in return) and later 
sell them (receiving money in return). In this manner, a producer is 
enabled, indirectly but conveniently, to deliver his product to the con- 
sumer. Through the instrumentality of money, moreover, services may be 
exchanged just as readily as material goods. 

We have already noted the fact that gold has ceased to function in 
the United States as a medium of exchange. The monetary gold stock 
of this country is held in the United States Treasury, and paper money 
is circulated in its stead. An arrangement of this kind is satisfactory as 
long as public confidence in the paper money can be sustained, and this 
is largely a matter of keeping the amount of money issued down to a 
quantity that will not raise general prices unduly. But the acceptability 
of paper money does not ordinarily extend beyond the boundaries of the 
country of issue. Consequently, the settlement of balances arising through 
international trade (a subject which will be treated in a later chapter) is 
made in gold on the basis of weight. 

Standard of Values. Money serves also as a standard of values, which 
is merely another way of saying that it provides us with a common de- 
nominator in terms of which all other commodities may be expressed and 
their importance in exchange easily compared. The convenience of re- 
ducing all commodities and services to this common unit is very great. 
If a garden hoe exchanges for two pounds of butter, it is possible, of 
course, to express the value of hoes in terms of butter and the value of 
butter in terms, of hoes. But it is, more convenient to, express both in 
terms ,of .dollars, .saying, for' example, that a hoe is worth a, dollar,, and, a 
'pound, of; 'butter ".is 'worth'. fifty cents. -.Once the standard ... is , well : established 
and,', universally', understood,, values .' are ■ ■automatically '.reduced , to : its 
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terms. Thus the statement that hoes are selling at one dollar each, and 
butter at fifty cents (or a half-dollar) a pound, is instantly and com- 
pletely comprehensible to any person accustomed to our monetary system. 
The use of a standard unit (such as the dollar) makes it easy to compare 
the values of goods to be bought and sold. 

Just because money functions as a standard of values, it does not follow 
that it possesses stability of value. Indeed, we have already noted its 
deficiency in this respect; but this is a shortcoming in which all com- 
modities share, and some to a far greater degree than gold. Money is 
not, then, an unvarying standard of measurement such as the pound, 
foot, and bushel (which remain constant from year to year), but simply, 
as we have said, a common denominator in terms of which one may 
conveniently compare the values of different articles at a given time. 

However, the establishment of a monetary standard, such as the dollar, 
does fix definitely the relative values of the several kinds of money in- 
cluded in the system. A fifty-cent piece, for instance, is always a half- 
dollar, even though its value as bullion is less than that of 7 13/21 grains 
of gold nine-tenths fine. And two halfdollars will continue to have as 
great purchasing power as a paper dollar of any issue, a silver dollar, or 
one hundred cents’ worth of subsidiary coin of any kind, as long as each 
of the several forms of money in circulation is readily exchangeable for 
any other form, and all forms have the power of full legal tender. 

Standard of Deferred Payments. Present-day exchange consists largely 
of giving commodities or services, not in return for other commodities 
or services, or even for money, but in return for promises to pay at some 
future date. It is estimated that more than 90 per cent of the business 
of the United States is conducted on the basis of credit. But when a 
credit transaction takes place, some definite provision is usually made 
for settlement in the future and money is called upon to act as the 
standard of these deferred payments. 

This means that an agreement is made to meet the obligation, at 
a specified future date, by paying in money the amount due. It is here 
that stability in value of money is especially desirable, since it is im- 
portant that the amount of purchasing power delivered to the creditor 
when the obligation falls due should be the amount which, when the 
transaction took place, the debtor promised to deliver. Gur study of price 
levels in a later chapter will show that, because money itself fluctuates 
in value, the purchasing power delivered on a deferred payment may 
be either greater or less than was implied in the contract, depending upon 
whether money has increased or decreased in value in the meantime. 
The fact remains, however, that money is the standard generally used; 
and it will continue to perform this function until the business worl^ 
has been convinced of the advantages of one or other of several new 
standards that have been proposed for the purpose. 



THE PRINCIPLES OF MONEY 


31 


Basis of Credit. It is difficult to grasp the significance of money as a, 
basis of credit without understanding the fundamentals of our system 
of banking, which will be described in Chapters 33 and 34. It may be 
said, however, that the adoption of a standard money, and its use as a 
reserve, permit the safe circulation of a volume of paper substitutes 
vastly greater than the original amount of standard money. We shall 
see that for every dollar’s worth of gold certificates depositee! as security 
with a Federal Reserve bank, there is the theoretical possibility of a reserve 
city member bank expanding credit to the extent of $40.00. This element 
of elasticity is one which was not fully appreciated in this country prior to 
the adoption of our Federal Reserve System in 1914. It means, however, 
that as business expands, the volume of credit increases to meet its require- 
ments, decreasing again when so much credit is no longer needed. 

MONETARY SYSTEMS 

Standard Money. Standard money, in the strict sense of the term, is 
money that contains the amount of metal necessary to make its value as 
bullion exactly equal to its value as money. If a country used nothing 
but standard money, there would never be any question about its ac- 
ceptability so long as the standard metal was desired on its own account. 
For the coin could be converted into bullion by the simple process of 
melting, and the bullion, in turn, could be turned readily into money 
if a system of free coinage were in effect. 

Measured by the above definition, gold bullion constitutes the only 
strictly standard money in this country. Silver dollars, though they were 
once standard and are still called by that name, are gi-eatly imderweight, 
and so also are all subsidiary coins. Paper money, despite its value in 
exchange, possesses almost no value as a commodity. The gold certifi- 
cate, even though it is virtually a receipt for gold that is actually held 
in the Treasury, is at present inconvertible, and thus is as remote from 
being standard money as are the other kinds of paper money. Forms 
of United States money, other than gold bullion, may be called '‘credit 
money'’ since they represent promises to pay. This statement applies to 
short-w^eight metallic money (which includes all metallic money now in 
circulation) as well as to paper money. 

■ Monometallisin. For many years prior to 1933, the monetary standard 
of the United States was monometallic. Gold was the basis of our 
monetary system, and we w’^ere said to have a gold standard. The standard, 
imit ' w^as the gold dollar, which was 25.8 grains of gold nine-tenths fiiiet 
there: was free coinage' of this metal; there' was no prohibition on melting 
or exporting: gold coin; the gold, dollar w^as full legal .tender; and all other 
■'kinds of United:'.. State.s.''.''''m'OBey, were ■.'convertible, 'directly,' or indirectly, 
into gold coin. 
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We shall later describe the system that obtains in this country at the 
present time. The characteristics listed above are those which marked 
the monetary system of the United States while it was on a monometallic 
gold standard. Until quite recently monometallism has been a world-wide 
phenomenon, and in most countries of economic importance the standard 
metal has been gold. 

Bimetallism. But most governments, before adopting monometallism, 
have had some experience with a bimetallic standard. Under bimetallism, 
two metals— usually gold and silver— are coined upon presentation at 
the mint and in unlimited quantities, and both are full legal tender. As 
in the case of monometallism, there is no prohibition of melting or ex- 
portation. In setting up a system of bimetallism, it is necessary to decide 
upon a 7nint ratio to express the relative values of the two metals when 
used as money. The ratio adopted is naturally one that conforms very 
closely to the market ratio, which expresses the terms on which the metals 
exchange as bullion. If one ounce of gold, as metal, commands sixteen 
ounces of silver bullion in exchange, the market ratio is 16 to 1, and the 
same figures would ordinarily be chosen at the outset for the mint ratio. 

So far, so good. And if the market ratio remained constant indefinitely, 
or the mint ratio could be manipulated so as to duplicate changes in 
market value, all would be well. But the market values of gold and 
silver, as of all commodities, depend upon the general conditions of sup- 
ply and demand. Since both are constantly being mined, but in varying 
quantities, and since the demand for the metals is likewise subject to 
variation, their market values are constantly changing. In the year 1500 
the market price of gold was about eleven times that of silver, so that 
the market ratio between silver and gold was 11 to 1; in 1850 it was about 
15i/^ to 1; in 1900, 34 to lA and in 1947, approximately 50 to 1. This 
1947 ratio of 50 to 1 was arrived at, of course, by comparing the market 
prices per ounce of gold and silver, and these prices were, respectively, 
$35 and 70 cen ts.^ The market ratio, then, lacks stability. Nor is it feasible 
to change the mint ratio frequently so that it will conform to the market 
ratio; for this would mean, among other difficulties, the circulation of 
-^-coins alike in face value and yet different in their metallic content. 

Overvalued and Undervalued Money. Because of the variability of the 
market ratio and the fixity of the mint ratio, it is next to impossible to 

iC£. W. H. Steiner, Money and Banking, New York, Henry Holt & Company, Inc., 
1933, p. 81. 

2 Under presidential decree of April 24, 1935, the price of silver eligible for Treasury 
purchase, consisting of newly mined American silver, was made 77.57 cents an ounce. 
On December 31, 1937, this price was reduced to 64.64; on July 6, 1939, it was set by 
law at 71.11 cents for domestic silver mined after July 1, 1939; and on July 2, 1946 the 
price %vas again raised, this time to 90.5 cents an ounce. At the artificially high price 
the government is now paying for newly mined silver, the bullion that goes into a dollar 
costs about 70 cents, but melted do’tvn and sold in the silver bullion market it would 
bring only about 54 cents. 
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maintain a bimetallic standard over a long period of time. If, under a 
monometallic gold standard^ an exceptionally large amount of silver were 
mined in 1948, the 1947 market ratio of 50 to 1 might be expected to change 
to (say) 51 to 1. This would represent a fall in the value of silver, attribut- 
able to the substantial increase in the quantity available. But if a bimetallic 
standard were in force, this increase in quantity would not lower the price 
of silver, since the mint ratio, set by law, would presumably remain fixed 
at 50 to 1. Under these conditions, silver would be overvalued and gold 
undervalued at the mint— that is to say, silver would command a higher 
price at the mint than on the market, and would therefore be sold only at 
the mint. As a consequence, the theoretical market ratio of (say) 51 to 1— 
which, as we saw above, would prevail in the presence of a monometailic 
gold standard— would be non-operative as long as silver could be disposed 
of more advantageously at the mint than on the market. Silver would 
tend to flow into the mint and gold to flow out, and these movements of 
silver and gold would likely continue until all the gold had been drained 
from the mint and only silver remained to serve as money; whereupon 
the market ratio would become operative and the mint ratio non-operative. 
The gold coins that had left the mint might be melted down and sold as 
bullion, be exported to other countries where they had greater purchasing 
power than at home, or possibly be hoarded in the hope that their ex- 
change value would later increase. 

If, on the other hand, gold were mined in unusually large quantities, 
the situation would be reversed. Gold bullion would then be brought 
to the mint, silver would flow out and disappear from circulation, and 
gold money only would be used for purposes of domestic exchange. 

Gresham’s Law. This tendency for money that is overvalued at the 
mint to drive out of circulation money that is undervalued, is known 
as Gresham’s Law. The law is effective only when there are free and 
unlimited coinage of both metals, free melting, and full legal tender of 
both gold and silver. Moreover, the quantity of the overvalued money 
must be sufficient to meet the needs of business transactions; otherwise 
the two may circulate side by side. 

There are many illustrations of the operation of Gresham’s Law. An 
example which illustrates that the iaw- is applicable to paper money as 
well as to gold and silver, is to be found in the circulation of green- 
backs during and following the Civil War. From 1862 to 1879 these 
notes w^ere not redeemable in gold. Though they had been declared legal 
tender, greenbacks were generally regarded as distinctly inferior to silver 
and golT Persons having in their possession both metallic money and 
.greenbacks held fast to the metal .and paid in paper. Since ■ "sufficient 
gree.nbaGks had' h.een. issued 'to carry ■ on business operations, go.ld and 'silver 
were '.''withheld, from '."circulation and 'paper mo'ney was 'used, almost.; ex-; 
clusively. Inferior m.on.ey 'liad driven'' supe.rior money out o£ circulation. 
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Gold and Silver Purchase Plans. Returning to the monetary system of 
the United States, we may note once more the extensive purchase of gold 
and silver bullion, begun by the government during the post- 1929 de- 

pressioii. 

Acting on authority given him under the Gold Reserve Act of 1934, 
President Roosevelt promptly reduced the gold content of the dollar, 
established a price of $35 an ounce for gold, and ordered the Secretary 
of the Treasury to purchase gold bullion both in this country and abroad. 
Presumably, the purpose was to raise general prices in the United States 
to approximately their level in 1926, since it was thought that most of 
the business contracts outstanding were made when prices were at about 
the 1926 level and that a return to that level would aid in bringing about 
business recovery.*^ It may fairly be questioned that the gold purchase 
plan raised prices as much as its sponsors had expected, but there can be 
no doubt that it brought an influx of gold bullion to the Treasury. The 
value of monetary gold in the United States was five times as great in 
1941 as in 1932. This ten-year increase resulted partly from the greater 
value of gold (as expressed in terms of a dollar which contained fewer 
grains of gold than formerly), but it was attributable chiefly to large 
purchases of gold, both domestic and foreign, by the government. 

In like manner, the Silver Purchase Act of 1934 added to our stock 
of metallic money. This Act declared it to be the policy of the United 
States to increase the stock of monetary silver until its value is one-fourth 
that of the total monetary stock of this country, the other three-fourths 
consisting of gold. The Secretary of the Treasury was authorized to buy 
silver until this proportion of one to three has been attained. It was 
estimated that it would require the purchase of about one and one-third 
billion ounces of silver to bring about the proportion of gold and silver 
aimed at by the Silver Purchase Act. Since silver mines in the United 
States had been producing some 25 million ounces of silver a year, this 
proposed change in our monetary stock was expected to provide a market 
for all silver mined in this country for two decades. This silver may be 
coined into silver dollars, or may be put into circulation through the 
issuance of silver certificates. In either event, the Silver Purchase Plan, 
if carried through to its stated conclusion, will add materially to the 
monetary stock of the United States. It has already increased the total 
amount of United States money by more than a billion dollars. Of course, 
every purchase of gold (under the Gold Reserve Act) requires an additional 
purchase of silver (under the Silver Purchase Act), if the proposed propor- 
tions of three to one are to be reached. 

The present bullion content of the silver dollar (which the President 
of the United States has authority to lower) is 412.5 grains of silver nine- 

3 The part that an inci ease in gold may play in raising the price level is explained 
In -chap..' 36."'' ' 
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tenths fine, so that one ounce of silver makes $1.29 worth of silver coin. 
Since the present Treasury purchase price for newly mined A„merican 
silver is 90i/2 cents an ounce, it will be seen that every time the govern- 
ment buys an ounce of silver and turns it into coin, it makes a ^‘profit'’ of 
approximately SSi/o cents. 

The Managed, Inconvertible Gold Currency System of the United 
States. The recent changes in monetary practice in this country make it 
necessary to find a new term by which to designate the present currency 
system of the United States. Clearly, the old title— “the gold standard”— 
is no longer applicable, since one of its essential features— the power to 
redeem all forms of credit money in gold upon demand— has disappeared. 
Probably we can do no better than to call our present arrangenient a 
“managed, inconvertible gold currency system.”"^ 

It is a gold system, since our standard unit, the dollar, is still defined 
in terms of gold, and the security back of our money consists in large 
part of a stock of gold bullion. However, “gold is relegated to a distinctly 
nominal role. . . . The commodity gold, consequently, may be said to 
function as an inspirer of confidence in money on the part of the public.”'" 
Furthermoi'e, we have an inconvertible system, inasmuch as none of our 
money in actual circulation is redeemable in the standard money, gold. 
Finally, the system is jnanaged; that is, the quantity of money is not 
allowed to adjust itself on the basis of the presentation or withdrawal of 
gold at the mint and the issuance of bank notes of various kinds, but 
is presumably being managed by a central authority (the President of 
the United States) in an attempt to adjust the price level in such a 
way as to bring about the full use of the country’s productive resources.*’ 


Money is anything that serves as a standard of values, or is geiierally 
acceptable and is used primarily as a medium of exchange. 

Standard money is money that contains the amount of metal necessary 
to make its value as bullion exactly equal to its value as money. 

A United States dollar is 15 5/21 grains of gold nine-tenths fine. 

Free coinage is the coinage of bullion in unlimited quantities (though 
not necessarily without charge) upon presentation at the mint. 

Legal tender is money which by legal declaration must be accepted by 
a creditor in payment of debt, in the absence of an agreement to the 
contrary. , 

.Gresham's Law: Money that ds overvalued at the mint tends to .drive 
out of circulation money that is undervalued. 

■ ^This is the term adopted by Professor -Ralph A. Young in The ■New ■ Monetmj' System, 
of the United States (New York, National Industrial Co.nference Boards Inc., 1;934). . ... 

^Ibid., p. 29. 

®Cf. ibid., -p, 29. 
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1. Name the different kinds of paper money in the United States. The different 

kinds of metallic money. 

2. What is a “dollar”? 

3. What do we mean by “standard money”? 

4. Ill view of our definition of “standard money,” why do we sometimes refer to 
“standard silver dollars”? Explain the seeming contradiction. 

5. In what way do gold and silver certificates differ from other kinds of paper 

money? 

6. What is “representative money”? Illustrate. 

7. What is “convertible money”? How is its convertibility maintained? 

8. Define “inconvertible money,” and give illustrations of its use in the United 
States and elsewhere. 

9. Give a synonym for “inconvertible money.” 

10. Why is the use of inconvertible money generally regarded as objectionable? 
Illustrate. 

11. Why, since the use of inconvertible money often results disastrously, do 
nations ever permit its use? 

12. What proportion of the total money of the United States is “money in cir- 
culation”? Explain. 

13. Define “money.” 

14. Name and describe the attributes of a satisfactory money. 

15. What is the relationship between “acceptability” and the other attributes of 
money? 

16. Is a personal check “money”? Explain. 

17. How does money become “legal tender”? How is legal tender related to 
“acceptability”? 

18. Why is it desirable that “coinage” be conducted under strict governmental 
control? 

19. What is the meaning of “free coinage”? Of “gratuitous coinage”? 

20. Four functions of money are described in the text. Name these functions, 
with a short explanation of each. 

21. Why does money fail to perform perfectly its functions as a “standard of 
values” and a “standard of deferred payments”? 

22. Distinguish between “monometallism” and “bimetallism.” 

23. Why is it difficult to maintain a bimetallic standard? 

24. State and explain Gresham’s Law. 

25. Discuss the Gold and Silver Purchase Plans. 

26. What kind of monetary system has the United States at the present time? 
Explain. 
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CHAPTER 3 3 



ONE OF THE FUNCTIONS OF MONEY^ AS WE SAW IN THE LAST CHAPTER, IS TO 

serve as a medium of exchange. Not only standard money but credit money 
(underweight coins and paper money) is useful in the performance of 
this function. But money, whether standard or credit, plays only a small 
part in the actual business transfers of the country, when compared with 
such credit instruments as checks and drafts. Gold, when used as a re- 
serve against other kinds of circulating media, is a more vital factor in the 
business world than it could possibly be as an active medium of exchange. 
For its use in this way permits the circulation of a vast quantity of credit 
which is constantly employed in furthering business activities. It is a fair 
estimate to say that fully 90 per cent of our business operations are car- 
ried on through the use of substitutes for money. The check is, in present- 
day business, the most important of money substitutes. 

Two Important Types of Credit. The need for credit arises largely 
from the fact that production is carried on in anticipation of demand. 
This means that many of the costs of production must be borne for some 
time before any return is realized by the sale of the product. If a silk 
loom is about to be discarded, then the part contributed by this loom 
to the last yard of cloth that is woven is a cost of production which was 
met perhaps some twenty years before the sale of the silk cloth. The 
ability to conduct an enterprise and the possession of a large amount of 
money do not always go together. Frequently, then, enterprisers are 
obliged to put their ideas to work, not with their own resources but 
with the aid of borrowed funds. 

Let us consider, by way of illustration, the case of an energetic young 
man of business ability, with confidence in the future of television, but 
with no money of his own. Obviously, he must secure credit if he is to 
go into the business of manufacturing television receiving sets. The pur- 
chase or lease of land, the construction of a factory biiilding, and the 
purchase of machines and tools require funds in considerable amounts. 
Moreover, these funds be tied up for a long period of years, being 
Invested in plant and equipment designed for a particular purpose. What 
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our would-be enterpriser needs is investment credit; that is, long-term 
loans, amounting to large sums, to be put into fixed capital. Such loans 
are usually secured through the issuance of bonds and shares of stock. 

Even after the business is well established and is operating on a profit- 
able basis, there may be times when this enterpriser will need additional 
funds for short periods of time. There are certain running expenses 
that must be met promptly, raw materials to be purchased, wages to be 
paid. And even though the books show a handsome profit, funds may be 
tied up temporarily in the form of goods manufactured and on hand, 
or television sets sold to w^holesalers but not yet paid for. However, the 
running expenses of the company must be met, and without delay, so 
that an appeal is made for commercial credit, wdiidi consists of short- 
term loans, for relatively small amounts, to supply circulating capital. 

SOME IMPORTANT CREDIT INSTRUMENTS 

Book Accounts. Our suggestion that some of the television sets that 
were sold had not yet been paid for indicates that this enterpriser is ex- 
tending credit to his customers, probably through book accounts. There 
is little credit mechanism involved in the process. Let us suppose that, 
in order to dispose of a substantial number of receiving sets held in stock, 
the enterpriser agrees to deliver one hundred sets to a wholesaler, wait- 
ing sixty days for payment or allowing 2 per cent discount for cash in 
ten days. This transaction now stands as an “account receivable” on 
the books of the seller and an “account payable” on the books of the 
buyer, to be canceled as soon as payment has been made. 

Promissory Notes. A transaction of this kind might be handled through 
the use of a promissory note. This is an agreement to pay, “for value 
received,” a stated amount of money “on demand” or at a specified time. 
When properly endorsed, a note becomes “negotiable’—tliat is, it may 
be bought and sold. The payee of a note (the person who is to receive 
payment) is likely immediately to endorse it (by signing his name on the 
back) and have it discounted at his bank. The process of discounting 
consists of the bank deducting in advance the interest charge for the 
period of time indicated in the note, and placing the remainder to the 
credit of the payee. The payee is then in a position to WTite checks against 
his account with the bank, to the full amount of this credit. An endorse- 
ment on a promissory note or check makes the endorser responsible for 
its payment in case the drawer of the instrument fails to make good his 

obligation. ■ 

Drafts, Bills; of ^ Exchange, Trade Acceptances. The draft • is a very com- 
mon- 'deviGe-used' ''in '•■extending' credlt.'-This ' instrument' 'appears' ■under 
several names, such as hill of exchange, trade .acceptance, and so on. The 
method of using the draft, also,., is ■ not -entirely standardized. Sometimes 
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the draft is accompanied by a bill of lading, warehouse receipt, or other 
claim upon property; sometimes, again, it travels alone. At times, the 
transaction is handled through a hank drajty which is an order drawn 
by one bank on another. In all cases, however, the general principle is 
the same. A draft is an order written by one person to another, ordering 
that a specified amount of money be paid to a third person, sometimes 
(though not always) on a stated date. It follows that the familiar bank 
check is a form of draft. 

A business transaction may give rise to the type of credit instrument 
shown in Pig. 39. This is a trade acceptance, a form of the draft, and 
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The transaction which gives rise to this instrument is the purchase of goods by 
the acceptor from the drawer. The drawer may accept this bill payable at any bank, 
banker or trust company in the United States which such drawee may designate. 

To W ear "ferk-TToic k ile lna ^ son 


(Name of Drawee) Corpoirai 

fsl.Y, 

(City of Drawee) 


(Signature of Drawer) 


By-Ukl 




Fig. 39 . A Trade Acceptance (one form of the draft) 


as here drawn it orders the New York-Jacksonville Transit Corporation 
to pay to the Johnson Airplane Company, in sixty days, the sum of 
$60,000. This trade acceptance, or draft, is forwarded to the Transit 
Corporation, and the Corporation “accepts"’ it by writing across the face 
of the instrument the word “Accepted,” the date, the name of the bank 
at which it will be paid, and finally the signature of a responsible official. 
Not only trade acceptances but drafts in general are “accepted” in this 
way. 

Thus endorsed, the trade acceptance is negotiable, and may be readily 
discounted. The statement that “the transaction wffiich gives rise to this 
instrument is the purchase of goods by the acceptor from the drawer” 
makes the paper acceptable at Federal Reserve banks. The Federal Re- 
serve System is designed to aid only in the financing of legitimate short- 
term business operations; and the statement that we have quoted is in- 
serted as evidence that the proceeds of this trade acceptance have not 
been used for a permanent investment, or for one of a purely speculative 
character.,:,.' 

A draft when accepted by the drawee (the person to whom it is ad- 
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dressed) becomes virtually a promissory note. If William Jolinson, on 
behalf of the Johnson Airplane Company, discounts the trade acceptance 
shown in Fig. B9, he must himself endorse it and it thus becomes “double- 
name paper.'’ This means that the amount advanced to the Johnson Air- 
plane Company on the strength of this instrument will be charged back 
to the company if the New York-Jacksonville Transit Corporation does 
not make payment at the stated time. 

THE NATURE OF COMMERCIAL BANKING 

The Operation of a Commercial Bank. An exaniination of ilie state- 
ment of a commercial bank will provide background for our discussion 
of commercial banking in the United States. Table 35 is such a statenieiit 
for a small-town bank. 

Table 35. Statement of a Small National Bank 


Assets 

Loans and discounts (1). . . .S 621,190.28 

United States bonds (2) 1,114,350.63 

Other bonds and securities (3) 423,617.72 

Real estate and fixtures (4). . 101,640.17 

Cash reserve (5) 361,406.25 


$2,622,205.05 


Liabilities 


Capital (6) $ 125,000.00 

Surplus (7) 150,000.00 

Undivide(5 profits (8) 78,1 82.52 

Deposits (9) 2,269,022.53 


$2,622,205.05 


We note, first, the bank’s liabilities. The capital of the bank (Item 6) 
is the fund subscribed by its stockholders to enable it to start in business. 
The surplus (Item 7) consists of certain earnings that have been assigned 
permanently to the operation of the business. The undivided profits 
(Item 8) are gains tvhich may later be transferred to surplus, or may 
on the other hand, be distributed to the stockholders in the form of 
dividends. Items 6, 7, and 8 constitute a fund which (says the statement) 
“becomes the property of the stockholders after the debts to the depositors 
are paid, and is a guarantee fund upon which we solicit new deposits and 
retain those which have been lodged with us for many years.” These three 
items—capital, surplus, and undivided profits— are amounts due the owners 
of the hank. Deposits (Item 9) are amounts due customers of Ike bank. 
who have left funds in the custody of the bank or to whom the bank has 
made advances against which these customers may write checks. 

Since a commercial bank is a profit-seeking enterprise, its officers try to 
find investments for .its funds which will, pay a satisfactory return, The 
assets of the bank indicate the nature of these investnients. Loam and 
discounts (Item 1) are sums lent to business men and others, usually on 
the basis of,, prom,issory notes or other “commercial paper/’ but sometimes 
on real esta,te,or seeurities. bonds (Item ;,2) and other bonds 
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and securities (Item 3) are investments to which commercial banks turn 
when more profitable business is not obtainable. Item 4, real estate and 
fixtures, covers the building, grounds, and equipment used in operating 
a bank. The cash resewe (Item 5) consists partly of legal reserves held 
by the Federal Reserve bank of the district in which the commercial bank 
is located, and partly of cash in the vault of the bank itself. The assets, 
it will be observed, are items which are owned by the bank or owed to 
the bank by others. 

Chief Functions of a Commercial Bank. The banking functions which 
are peculiarly those of the commercial bank are (1) making loans and 
discounts, and (2) creating deposits for business concerns. In the opera- 
tion of our economic system, business enterprisers continually find them- 
selves in possession of certain types of purchasing power, or claims upon 
economic goods. These may take the form of commodities finished but 
unsold, or commodities sold but not paid for. Eventually, through the 
process of exchange, these goods will be paid for; but in the meantime 
the smooth, efficient operation of business demands that further raw 
materials be purchased, wages be paid, and other regular expenses of 
business operation be met as they fall due. 

In situations such as these, commercial banks may render a great service 
to business men. By means of short-term loans, these banks substitute 
purchasing power of wide acceptability (money, or deposits subject to 
check) for purchasing power of limited acceptability (goods, notes, or 
drafts) held by the business concerns. A concern presents a promissory 
note or other acceptable credit instrument at the bank, and is granted 
a “loan” (which means that the interest charge will be paid when the loan 
falls due) or a “discount” (in which case the bank deducts the interest 
charge from the amount of the loan at the time it is made). In either 
event, the transaction is entered in the books of the bank as both an 
asset and a liability. It appears among “loans and discounts” as an asset— 
an item owed to the bank by its customer— and among “deposits” as a 
liability— an amount owed by the bank to its customer. With this deposit 
to its credit, the borrowing concern may proceed to write checks against 
it, though many banks require a borrower to maintain an unused balance 
of 10 to 25 per cent of his loan. 

The ability to borrow in this way from commercial banks enables 
business men to purchase at once the commodities and services they must 
have, and later they pay off their obligations to the banks. From the 
point of view of the business men, loans are granted and credit is extended 
from time to time. From the point of view of society as a whole, a tre- 
mendous volume of credit is kept continually in circulation, and through 
the use of this credit the exchange of goods is facilitated. 

To some present-day writers on banking, this description of the func- 
tion of commercial banking might appear to be out of date and old- 
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fashioned. It niigiit be held that these short-term., seif-liquidating loans 
based on actual business transactions have been playing a progressively 
smaller part in the business of commercial banks in recent years; while 
loans based on real estate, stocks and bonds, and similar investments have 
become increasingly important. It is true that commercial banks do en- 
gage, to a considerable extent, in other types of banking. Some have 
savings departments, and thus collect funds which are set to tvork in 
long-term investments. Many commercial banks are also trust companies 
and handle, among other things, trust funds which rec|uire relatively per- 
manent investment. Moreover, until recent years, some commercial banks 
have engaged, either directly or through affiliated companies, in invest- 
ment banking operations connected with the promotion and underwrit- 
ing of security issues; and prior to August 1, 1935, the national banks of 
the United States issued money in the form of national bank notes. 
Nevertheless, the fact remains that the principal function of commercial 
banks, as such^ has been and continues to be that of supplying short-term 
credit to business men. On this subject we shall have more to say when 
we discuss the vital question of the safety of the deposits held by com- 
mercial banks. 

The Credit-Currency Structure. We noted in the preceding chapter 
that about 28i/4 billion dollars of United States money was actually in 
circulation on October 31, 1947. This is a substantial sum, but the amazing 
growth of “deposit currency” (sometimes called “check currency”) as a 
means of paying bills has forced money into a distinctly secondary position. 
Deposit currency consists of demand deposits created by commercial banks 
and brought into circulation through the agency of bank checks. Demand 
deposits in this country totaled more than 84 billion dollars on September 
24, 1947. 

Demand Deposits (Deposit Currency). It is estimated by experts that 
this huge amount of deposit currency has a “turnover” of twenty-five to 
thirty times a year; that is, that this sum is spent some twenty-live or 
thirty times in the course of a year. For although these deposits are being 
continually depleted by checks that are written against them, they are 
also being added to continually from several sources. 

One of these, which is of relatively slight importance, is the deposit of 
money, checks, money orders, and claims upon cash, by means of which 
individuals and business concerns ina'ease their balances, and against 
wffiich they draw their checks as occasion arises. Much more important 
are the deposits that arise through loans and discounts. When a bank 
lends,, 'to. a business', concern, on,' the basis 'of .comme,rciai ' paper, such "as 
a '.promissory note ■ or ■ trade a'cce^ptance, .it 'pays the.^ concern' the ■ amO'Unt 
due ' in 'one of two forms— either , in'. ■ bank notes' .or in a 'demand .deposit. 
If notes': are taken, the business . firm uses them . in paying' bills.; and thus 
distributes, bank credit in, place of personal credit,/ If the ba'Hk' simply 
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credits the account of the concern with the amount due, there is again 
an exchange of bank credit for personal credit, since demand deposits 
are promises of banks to pay money on demand. And the business con- 
cern, paying bills with checks drawn against a demand deposit, again 
distributes the bank’s implied promises to pay, in place of its own. It is 
chiefly through loans and discounts, and not through the deposit of 
money in a bank, that demand deposits arise. It is important to emphasize 
this point, since it is one that is often overlooked by students of economics. 

Another point that must be stressed is the fact that commercial banks 
deal mainly in short-term obligations; and this is one reason why the 
fund of deposit currency is being continually replenished. When a bank 
creates a demand deposit by granting a loan or discount, it may be re- 
quired to pay out money every time one of this customer’s checks comes 
in for payment, though in many cases the person presenting the check 
will merely ask the bank to place the amount to his credit so that his 
account may be increased. But in any case, the credit extended on com- 
mercial paper is ordinarily limited to a maximum period of ninety days, 
and at the end of that period the obligation must be paid by the bor- 
rower, unless the bank (if so requested) sees fit to renew the loan in 
whole or part. Since a bank handles thousands of transactions of this 
kind, its credit resources are in a state of constant flux, being in process 
of depletion through daily withdrawals, but being replenished all the 
while by daily deposits. 

Bank Reserves. Bankers are sometimes tempted to allow the extension 
of credit to go beyond the point of safety, for with each new loan a profit 
is realized- It would be disastrous, however, for a bank to be unable to 
pay a legitimate claim that is presented against it, since failure of this kind 
would result in the bank closing its doors. Consequently, it has been the 
custom in this country to provide, by law, that reserves of a specified 
percentage must be held against demand and time deposits. In the ease 
of state banks not members of the Federal Reserve System, the amount of 
the required reserve is regulated by state legislation and differs somewhat 
from state to state. The amount that for twenty years had to be held in 
reserve by banks belonging to the Federal Reserve System against demand 
deposits was 13 per cent for banks in New York and Chicago, 10 per cent 
for those in cities of medium size, and 7 per cent for small-town banks; 
the reserve required against time deposits— those which cannot be with- 
drawn without “notice” of a month being given— was 3 per cent in all 
cases. The reserves are deposited with the Federal Reserve bank of the 
district in which the member bank is located. (The Board of Governors 
of the Federal Reserve System, by authority of the Banking Act of 1935, 
has several times changed the reserve requirements against demand and 
time deposits. The latest change, which went into effect on October 3, 
1942, made these reserves 20, 20, and 14 per cent for demand deposits, and 
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6 per cent for time deposits. Since other changes may be made from, time 
to time, we shall use the older, W’di-establishecl figures in iiiaiiy of our 
illustrations.) 

These reserves may appear at first sight to be absurdly small; but ex- 
perience has shown that they are entirely adequate, for as long as con- 
fidence is maintained there is very little chance of depositors making a 
concerted demand upon the member banks for payment of the amounts 
due them. Furthermore, as our study of the Federal Reserve System will 
show, provision has been made for rendering first aid to any iiieniber 
bank that is threatened by a “run”— that is, by a demand for cash on the 
part of a large number of depositors. 

The Clearing House. Let us suppose that the Johnson Airplane Com- 
pany has drawn a check for v|>50,000 on the Corn Exchange Bank Trust 
Company in favor of the United States Steel Corporation. If the Steel 
Corporation happens to have an account in this particular bank, it will 
in all probability simply endorse the check and deposit it. The bank 
thereupon debits the Johnson Airplane Company with $50,000, thus de- 
creasing that company’s deposit account, and credits the United States 
Steel Corporation with the same amount. In this 'way a payment is effected 
without any transfer whatsoever of actual money. All that has been done 
is to make a book transfer. 

If the Steel Corporation should be doing its banking business with 
another institution, say the Chase National Bank, it would still make no 
direct appeal to the Corn Exchange Bank for payment of the check in 
cash. In this case, the check would be endorsed and deposited with the 
Chase National Bank, and this institution (and not the Steel Company) 
would proceed to make collection. Time was when the procedure followed 
was to send out daily a “runner,” or messenger, from, one bank to another, 
to make collection in cash for credits that had acciiinulated in the course 
of the previous day’s business. The second bank would likewise send a 
representative to the first bank, to receive payment of any amount that 
might be due by reason of credit instruments held against this bank. It 
is obvious that this duplication of effort meant waste, and as banks in- 
creased in number the expenditure of time and effort increased at a still 
faster pace. 

But this method of collection has long since given way to the clearing 
house. This is a central agency, the main purpose of which is to effect 
daily settlements between the banks of' a given area. If the Chase National 
Bank has claims against the Corn Exchange Bank, it is likely also that, the 
Corn Exchange Tank has claims against the Chase National. SiiB,ilar re- 
lationships exist between, : practically all banks of, im.portaii,ce in. any .given 
city.; In' order Ad' comp,are claims and inake settlements, representatives" of 
the various, banks m,eet ^at 'the clea'ring.,'house^ at 'designated hours :every :day. 
Each,, representative, or '“settling clerk,” presents the claims of . his; bank 
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aarainst other institutions, and receives in turn the claims of the other 

banks against his own. A balance is struck, either debit or credit, and the 
amount due is paid by the bank to the clearing house or by the clearing 
house to the bank, as the case may be. 

Reference to Table 36^ should help to make the procedure clear. Bank 
A, for example, presents at the clearing house claims upon Banks B, G, D, 
and E, in the form of checks drawn against deposits in these banks and 
cashed by Bank A for its customers. The total of these claims is $12,550. 
But the other members of the clearing house jDresent claims upon Bank 
A, as is seen in the first column, to the amount of $18,050. If one set of 
claims is balanced against the other, it is evident that Bank A can square 
its account with the clearing house by paying the amount due, $500. 
Banks D and E are obliged to pay, respectively, $1305 and $75; w’’hile 

Table 36. Hypothetical Example of Clearing House Debits and Credits 


Deposited Checks Drawn in the Following Amounts on 


Customers of 



I Bank A 

Bank B 

1 

Bank C 

Bank D 

Bank E 

Total 

Bank A 


$2,500 

$ 850 

$5,800 

575 

$3,400 

1,350 

980 

$12,550 

7,325 

4,560 

Bank B 

% 3,600 

1 2,200 
4,200 
3,050 

1,800 

Bank C 

630 

750 

Bank D 

1,200 

680 

560 

6,640 

6,215 

Bank E 

1,600 

745 

820 



Total 

$13,050 

$5,930 

$4,075 

$7,945 

$6,290 

$37,290 



Bank B collects $1395, and Bank C $485, to which they are, respectively, 
entitled. Since total debits are bound to equal total credits, the clearing 
house finds itself, at the end of the day, exactly where it started. And yet, 
through a process of bookkeeping and the payment and collection of small 
balances, it has managed to adjust the claims existing among all its mem- 
bers. In our illustration given above, credits have been set over against 
debits, necessitating cash payments of only $1880 to settle claims totaling 
$37,290. ■ 

The expenses of the clearing house are borne by the member banks, 
each paying an amount determined by its average “clearings” in relation 
to the total. But these expenses are comparatively slight, for the clearing 
house provides a very economical means of settling claims between banks. 
Though the volume of clearings in cities like New York and Chicago is 
enormous, the transactions are carried through with a surprisingly small 
transfer of actual money. In some cities the balances that must be paid 

^ Adapted from a by Dr. C. Louis Knight, and published in Paul F. 

Gemmill and associates > An Ecanornics Question New York, Harper & Brothers, 
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are as small as 5 or 6 per cent of the total clearings. In New York in a 
recent year, the percentage of balances to clearings was 11.04. In the 
hypothetical illiistratioii given in Table 36, the balances paid were a 
trifle more than 5 per cent of total clearings. It should be added that banks 
may, and often do, pay their balances by drafts on the Federal Reserve 
banks of their districts. There are in all about 600 clearing houses in the 
United States. 

Out-of-town checks are cleared (or collected) very largely tliroiigh 
Federal Reserve banks. If, for illustration, a merchant in Leesburg, Vir- 
ginia, buys goods from a wholesaler in New York City, paying with his 
check drawn on the Peoples National Bank of Leesbiirg, collection 
W'Ouid be made in something like the following manner. The wholesaler 
first takes the check, properly endorsed, to his bank in New York. This 
bank deposits it for collection in the Federal Reserve Bank of Netv York. 
The check is now forwarded to the Federal Reserve Bank of Ricliinond. 
The Federal Reserve Bank of Richmond sends it to the Peoples National 
Bank of Leesburg. The Peoples Bank now settles with the Federal Re- 
serve Bank of Richmond. Upon receipt of this settlement, the Richmond 
bank immediately credits the Federal Reserve Bank of New York; and 
the New York bank, in turn, credits the wholesaler’s bank. The collection 
is now complete. 

It is estimated that some 95 per cent of all out-ohtown (or “country'’) 
checks are collected in this way. “For settlements between the Reserve 
Banks there has been set up that ingenious device, the gold settlement 
fund, lodged in Washington with the [Board of Governors], and repre- 
sented by a gold credit on the books of the Treasurer of the United States. 
This fund is owned by all the Federal Reserve Banks, and settlements 
between Reserve Banks are daily effected by bookkeeping entries, on 
telegraphic advice, changing the proportion of the gold fund which the 
different banks own.”^’ It will be observed that this is an arrangement 
similar in principle to the ordinary clearing house, but operating on a 
much larger scale. 

THE FEDERAL RESERVE SYSTEM 

Our treatment of commercial banking thus far has related chiefly to 
banks as individual units, but we now turn to a consideration of the 
centralization of certain commercial banking agencies in the United 
States, which may be said to date from the introduction of the Federal 
Reserve System,' The Federal Reserve Act wm passed in 1913, and: the 
Federal, Reserve System began operations in ..the foil ow'ing,: year. It su1> 
..sti.tuted ''.a' somewhat centralized system' of banking 'for , .a "noto'riously'.de-' 

' ' ■ 2 ' ■ Randolph' .Burgess, "The' Reserve ' Bmiks ' and the Money • Market , ' New York, . Harper 

& Brothers, "'1936, .rev.,' ed.; pp. 94.,. '95. 
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centralized system, and was adopted chiefly for the purpose of providing 
(1) greater security for depositors, and (2) a larger degree of elasticity of 
credit. How these objectives were to be attained will be discussed after 
we have sketched the structure of the Federal Reserve System.^ 

Federal Reserve Banks. The basis of the system is twelve Federal Re- 
serve banks, located in twelve important cities of the country. Since it 
was the aim of the Federal Reserve Act to coordinate to some extent all 
of the commercial banking operations of the United States, the country 
was divided into twelve “districts,"’ known as Federal Reserve districts, 
and one Reserve bank was established in each district. Fig. 4-0 gives an 



Fig. 40. Federal Reserve Districts and Cities in Which Reserve 
Banks are Located 


idea of the territory assigned to each of the several districts. It will be 
seen that, in so far as area is concerned, the division is very unequal. 
However, the basis of division was not territorial equality, but the estab- 
lishment of Reserve banks at points where they would best serve the 
banking needs of the country. 

In addition to these twelve Federal Reserve banks, there are now in 
all but two of the districts (the first and the third) “branches” of the 
Federal Reserve banks, which have been provided for the greater con- 
venience of those banks which are situated at some distance from a main 
Reserve bank. Thus, in the twelfth district the Federal Reserve bank is 

3 Our treatment of the Federal Reserve System is based largely upon W. R. Burgess^ 
The Reserve Banks and the Money Market, New York, Harper & Brothers, 1936, rev. ed., 
which gives a clear account of the organization and early operation of this development 
in American banking. We have also drawn upon banking experience in more recent 
years, and have noted changes in the System necessitated by its failure to meet some 
of the needs of the post-i929 depression. 
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located at San Francisco, but there are branches of this bank in Los 
Angeles, Portland, Seattle, Spokane, and Sait Lake City. In practice, 
then, there are in the twelfth district six centers to which Federal Re- 
serve ‘‘member banks” of that district may apply for Federal Reserve 
service. There are, in all, twenty-five branches of Federal Reserve banks 
scattered throughout the country. 

The Federal Reserve banks are not government banks, nor yet are 
they ordinary commercial banks. They are often referred to as “bankers' 
banks,” and this term indicates, first, their otvnership by the member 
banks of the districts in which they are located, and, second, the fact 
that they perform for the member banks much the same type of ser\'ic;e 
as these member banks perform for their customers. But it is important 
to note — and this is true of central banks in general — that the policies of 
the Federal Reserve banks are molded in the interests of public welfare, 
and are not directed primarily toward the goal of private gain. Indeed, 
their dividends are limited to 6 per cent, though all profits over and 
above this amount may be set aside as “surplus”; and upon this fund the 
banks are permitted to draw in order to pay the deficits of unprofitable 
years. 

Member Banks. Every national bank is required by the Federal Re- 
serve Act to take out membership in the Federal Reserve System, and 
any state bank or trust company that has a capital of S50,000 or more, 
and is approved by the Board of Governors, is eligible for membership. 
In acquiring membership, a bank must subscribe to stock in the Federal 
Reserve bank of its district to the amount of 6 per cent of its own capital 
and surplus; hotvever, only one-half of this stock need be paid up, the 
other half remaining subject to call. The bank must also deposit all of 
its legal reserves with the Federal Reserve bank of which it is a nieniber. 
These two items — subscription to stock in, and the deposit of reserves 
with, the Federal Reserve bank of the district^ — are the chief obligations 
of membership. 

We have already noted the fact that each Federal Resene bank 
is owned by the member banks of its district, and this ownership arises, 
of course, out of the purchase by the member banks of stock in the Re- 
serve bank. The member banks also exercise a degree of control, but by 
no means complete control, over the Federal Reserve bank. Every Re- 
serve bank is administered by a board of directors. This board is com- 
posed of nine members, and is divided into three groups of three members 
each. Three members are Class A directors, who are bankers elected, by 
the member banks, which, ■ as we have ■ seen, ■ are holders of stock in the 
Reserve bank. Three "members: of the board knowui as Class B directors, 
and also elected by the member .Banks, must be men . actively ■enga,g€.,d 
in industrial,.' agricultural, and commercial pursuits' iii''' the '.district.' The 
remaining' three. directors, who are designated Class C directors,' ''are selected. 
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by the Board of Governors of the System, which will be described 
presently. It is assumed that Class A directors will represent the interests 
of the member banks, Class B directors the general economic interests of 
the district, while Class C directors (sometimes called “government 
directors”) will represent the general public. The directors of each Federal 
Reserve bank elect a president, with the approval of the Board of Gov- 
ernors, for a five-year period. He is the chief executive officer. 

The make-up of the Reserve bank directorship indicates fairly clearly 
that its function is not that of the usual commercial bank. To be sure, it is 
intended that a Federal Reserve bank shall aid the banking interests of 
the district, but the inclusion of Class B members on the board insures 
that those groups of business men who depend upon the member banks 
for the extension of credit will have their interests looked after also, while 
the welfare of the public, in so far as it is dependent upon the operation 
of a central banking policy, will presumably be safeguarded by the Class 
C directors. The nature of the ownership and control of Federal Reserve 
banks appears to justify the statement which has often been made — that 
they are “semi-private, semi-public institutions.'' 

In 1946, there were 6900 member banks in the Federal Reserve 
System, with total assets amounting to about $182,315,000,000. These 
banks represented only 47 per cent of the commercial banks in the 
United States at that time, but they handled 85 per cent of the country's 
demand deposits.^ It may be noted that 5007 of these member banks, or 
almost 73 per cent of the total, were national banks, the remainder being 
state banks and trust companies that had applied for and gained admission 
to the Federal Reserve System. Despite the advantages of Federal Reserve 
membership, particularly in the matter of security, some banks prefer 
to operate under state charters, which in many instances impose fewer 
restrictions on a very liberal extension of credit than do the rules of the 
Federal Reserve System. Thus there is the possibility of making larger 
profits under state than under federal regulation, but also a distinct 
sacrifice of safety. This statement is borne out by the fact that, in the 
financial crash that followed 1929, there were many more bank failures 
among non-member banks than among those which belonged to the Fed- 
eral Reserve System. 

The Board of Governors of the Federal Reserve System. General 
supervision and control of the Federal Reserve System are intrusted to 
the Board of Governors.^ This body consists of seven members, and has 
its headquarters in Washington. Each member of the Board is appointed 
for a fourteen-year term by the President of the United States, subject 
to the approval of the Senate. Not more than one of the seven may come 

■■\':‘^TederaI. Reserve Bulletinj May, 1947, pp. 562, 602. 

^ The “Board of Governors of the Federal Reserve System” is the new name, desig- 
hated by the Banking Act of 1935, for the body which, prior to that date, was known 
as-the “Federal Reserve' Board.” ■ . . 
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from any one Federal Reserve district, and it is stipulated that appoint- 
ments shall be made with “due regard to fair representation of the fiiiaii- 
ciai, agricultural, industrial, and commercial interests, and geographical 
divisions of the country.” 

When a bank takes out membership in the Federal Reserve System, it 
does not thereby lose its independence of action. It ordinarily continues 
to function much the same as before, conducting its operations in accord 
with national or state laws. The twelve Reserve banks likewise are largely 
autonomous units in dealing with their member banks. The amounts they 
lend to member banks, and the rates at which the loans are made, are 
ordinarily determined by each Reserve bank for itself through its board 
of directors. But the Board of Governors acts as a coordinating body 
in matters that affect more than one Reserve bank, to the end that the 
activities of one bank shall not interfere with the prc^per functioning of 
any of the other banks. 

We shall not be able to discuss in detail the many tasks of coordination, 
regulation, and supervision that come within the jurisdiction of the Board 
of Governors, but we shall see that the Board exercises a considerable de- 
gree of control over the banking operations of the United States. The 
functions of the Board have been summarized by a former Federal Re- 
serve official in the following statement: 

The Board prescribes regulations governing methods and procedure of Federal 
Reserve operations in those matters where uniformity has appeared to be neces- 
sary. Discount rates are fixed by the several Federal Reserve Banks subject to “re- 
view and determination of tlie Board of Governors of the Federal Reserve System/' 
but, under the Banking Act of 1935, “each such bank shall establish such rates every 
fourteen days, or oftener if deemed necessary by the Board.” Open-market policy 
is determined by an Open Market Committee consisting of seven members of the 
Board and five representatives of the Reserve Banks elected by the directors by 
geographical areas. The Board of Governors has power to change the reserve re- 
quirements of member banks under certain conditions and within certain limits 
and pow-er to prescribe margin requirements on certain types of security loans 
by brokers and banks. 

Under the terms of the Banking Act of 1933 the Board exercises special super- 
vision over all foreign operations of the Federal Reserve Banks. The Board passes 
upon all applications of banks for membership in the Reser\’e System, after receiv- 
ing the recommendation of the several Reserve Banks, and exercises a number of 
specific and general powers in the supervision of member banks. The Board serves 
as a clearing house for interdistrict settlements, arising from check collections and 
wire transfers. It has a force of examiners who examine the Reserve Banks period- 
ically, and it maintains a complete statistical record and analysis of Federal Reserve 
operations,,mucli:o£ which is made' ptiblic- through the Board’s weekly .press, state- 
ments,, monthly 'bulletin, 'and annual 'report to, the Congress. In addition, ,to' these' 
,and.;a"number of other' speciic' fimctio'ns, the 'Board' exercises: g'eneralsU'pervision 
.over ' the operations .of the Reserve Banks.®, 


,®, W. R. Burgess, . The Reserve ' Bmks and the Money Marfe'l,,p. '12., 
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THE SECURITY OF BANK DEPOSITS 


Because the demand deposits of a bank are liable to be drawn upon 
at any time without advance notice being given, it has been customary to 
establish legal reserves of specified ratios with which to meet the de- 
mands of depositors. State banks operating under the various laws of the 
several states have been required to maintain against deposits certain 
minimum reserves specified in the state banking acts. The result has 
been a decided lack of uniformity as between states. The reserves re- 
quired of the national banks, prior to the passage of the Federal Reserve 
Act in 1913, were laid down in the National Bank Act, and applied to ail 
national banks throughout the country, regardless of state boundaries, 
though the percentages required differed with the classes of cities in 
which the banks were located. 

Bank Reserves Under the National Bank Act. The Federal Reserve Act 
applies only to banks belonging to the Federal Reserve System, as the 
National Bank Act of the pre-Reserve era applied only to national banks. 
Under both of these Acts, the banks of the country were divided into 
three groups, depending upon whether they were located in very large 
cities, cities of moderate size, or small cities or towns. These groups were 
classified as “central reserve city banks,” “reserve city banks,” and “coun- 
try banks,” respectively.'^ Central reserve city banks and reserve city 
banks were required to maintain reserves amounting to 25 per cent of 
their total deposits, and the percentage for country banks was 15. These 
reserves took the form of lawful money, and in the case of central reserve 
city banks the whole of the legal reserve had to be kept in their vaults in 
readiness to meet the demands of depositors. Reserve city banks were 
x'equired to keep one-half, and country banks two-fifths, of the specified 
reserves in their own vaults. The remainder they were permitted, if they 
wished, to deposit with approved banks in other cities. The reserve city 
banks could deposit one-half of their legal reserves in central reserve 
city banks, and the country banks tliree-fifths of their legal reserves in 
reserve city banks. 

Since reserves thus deposited drew interest, while reserves held in their 
own possession did not, many of the banks cut down to the bare legal 
minimum the amount of legal reserves actually held in their vaults. Out 
of this situation arose the practice known as the pyramiding of reserves, 
which tended to weaken the ability of banks to mobilize their reserves in 
case of need. Let us suppose, for example, that a Philadelphia national 
bank had on its books demand deposits amounting to $4,000,000. Since 
Philadelphia is a reserve city, the legal reserve against these deposits was 

7 jsjew York and Chicago are now the only central reserve cities: 62 other cities (mostly 
large but some of only moderate size) have been designated as reserve cities; and all 
others are regarded, for Federal Reserve pUtposes, as “country” areas. 
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25 per cent, or $1,000,000. But one-half of this amount coiilc! be deposited 
with a New York (central reserve city) bank, leaving in the vaults of 
the Philadelphia bank only $500,000 as a reserve immediately available 
for the payment of $4,000,000 of demand deposits which iTiight be called 
for at any time. Presumably, the Philadelphia bank could also recall at 
will the $500,000 deposited with the New York bank. But the New YYrk 
bank was at liberty to treat this “reserve” as it would treat any other 
deposit; that is, it could and probably would retain in its vaults merely 
the 25 per cent reserve required by law, lending out the other 75 per cent, 
or $375,000, at interest. If we imagine a series of “bank runs” injected into 
this situation, it is easy to see that the New York bank might find it dif- 
ficult, or even impossible, to return the $500,000 deposit on demand, and 
the Philadelphia bank in turn, in the absence of this part of its legal re- 
serve of $1,000,000, might be forced to close its doors because of its in- 
ability to pay on demand the claims of its depositors. 

It might be suggested, of course, that even the full legal reserve of 
$1,000,000 would be a small amount with which to try to meet outstand- 
ing deposits totaling $4,000,000. And, indeed, it was discovered that the 
National Bank Act reserves of 25, 25, and 15 per cent did not always en- 
able a bank to meet its legal obligations when confronted with a long line 
of insistent depositors clamoring for the payment of their claims. How- 
ever, the difficulty lay not so much in the inadequacy of reserves as in 
the fact that, before the adoption of the Federal Reserve Act, every bank 
was, in time of emergency, very largely “on its own.” Since the function 
of a commercial bank is to lend out its funds, no such bank can hope to 
have in its vaults sufficient money to pay off all its depositors if they 
happen to present their claims at about the same time. When, under the 
National Bank Act, there developed in a given community a lack of con- 
fidence that took the form of runs on the banks, it was pretty much a 
matter of every bank for itself. One might perhaps expject neighboring 
banks to come to the aid of a bank in distress, lending it fimds with which 
to pay off its depositors and thus helping to restore confidence throughout 
the community. This, to be sure, sometimes happened. But it is equally 
true that a besieged bank often called for help, and called in vain because 
other banks felt that they must hold fast to whatever reserves they had 
on hand so that they might meet the demands of their own depositors 
if the need should develop. 

Centralization of Reserves Under the Federal Reserve Act. The Fed- 
eral Reserve, Act undertook to overcome the inadequacy of bank reserves 
to ' meet the demands that might be made upon the banks by their 
depositors. The purpose, of course,’ was to‘ e,ffect an arrangement, which 
^’ would' make,' it' poss,ibl€. for 'every sound bank to rem,ain' open, ' in contrast'' 
to the old system .of reserves und.er whi'ch maB,'y a bank had been ; forced 
to; close ' though’ its assets were greater; than its ’liabilities, in. 'th’e Anatt'e.r of 
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demand deposits, the immediate payment o£ claims upon demand is 
imperative, and the fact that a bank has assets on which it could realize 
within a month or two wall not save it from disaster if requests for the 
payment of demand deposits are not met when made. 

The new method of handling reserves involved not an increase in the 
size of reserves, as one might have expected, but instead a decrease. Under 
the National Bank Act, the reserve requirements for demand deposits and 
time deposits were the same, being 25, 25, and 15 per cent for central 
reserve city banks, reserve city banks, and country banks, respectively. 
With the passage of the Reserve Act in 1913, these requirements were 
changed to 18, 15, and 12 per cent for demand deposits, and in 1917 they 
were lowered to 13, 10, and 7 per cent, according to the class of the city 
in which the bank was located. The reserve against time deposits, applying 
uniformly to all member banks throughout the Federal Reserve System, 
was set at 5 per cent in 1913, and lowered to 3 per cent in 1917. (As was 
explained earlier in the chapter, the reserve requirements, since October 
3, 1942, have been 20, 20, and 14 per cent on demand deposits, and 6 per 
cent on time deposits.) All legal reserves must be deposited with and held 
by the Federal Reserve bank of the district. The member banks do not 
receive interest on these reserve balances held by the Reserve banks. 

This policy of pooling reserves enables the Reserve bank to give aid 
to any member bank upon which the depositors are drawing heavily. 
Formerly, the individual bank was expected to fight its own battles and 
to have on hand at all times a reserve large enough for any emergency. 
As we have seen, the reserves were often insufficient to meet the needs of 
the occasion. With the reserves of all member banks under the control of 
a central agency, the Federal Reserve bank of the district, further funds 
can readily be extended to the particular bank that needs them. Each 
district is so large that it is improbable that all banks throughout the 
area will require aid at the same time. It is scarcely likely, for example, 
that all of the six hundred and fifty member banks of the third district 
will need the assistance of the Reserve bank of the district at the same 
time. But all have deposited with the Reserve bank funds which form a 
large pool of reserves which are available for the use of any sound bank 
or banks that may need help. Further safeguards are the authorization 
to Reserve banks to “make advances to a member bank on its time and 
demand notes having maturities of not more than four months and which 
are secured to the satisfaction of the Federal Reserve bank,’’ and the power 
of the Board of Governors to shift reserves from one Reserve district to 
another in time of emergency. 

The principle involved in the centralization of reserves is similar to the 
principle of insurance. There is safety in numbers, for as numbers are 
increased the risk is spread. Since it is impossible to tell in advance which 
bank is going to be hard pressed, it was necessary under the old system 
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for every bank to be prepared for the emergency. W^itli the Reserve banks 
and the Board of Governors standing ready to give assistance whenever 
and wherever it may be needed, there is no necessitv for so large a total 
reserve as heretofore. The device through which aid is ordinarily given 
is the rediscounting process, which will be described presently. 

The Guaranty of Bank Deposits. For some years after the adoption of 
the Federal Reserve Act, it seemed that the financial panics that had often 
accompanied business depressions were a thing of the past. But the post- 
1929 depression wrought such havoc among the commercial banks of the 
country that there was no question that the banking system of the United 
States was still far from perfect. 

The causes of this heavy toll of bank failures will be discussed in the 
following chapter. We wish here merely to note the fact that the loss of 
the holdings of hundreds of thousands of depositors led to a demand for 
the federal insurance of deposits. The result was the creation of a plan 
of federal deposit insurance, the details of which will also be presented in 
the next chapter. 


THE ELASTICITY OF CREDIT 

Commercial banks are operated primarily to supply credit to business 
men. If our enterprisers had the same credit needs from month to month 
and year to year, and hence required commercial credit in a continuous 
stream of uniform volume, the problem of providing elasticity of credit 
would be one of minor importance. 

But the economic activities of society vary greatly in volume from time 
to time, and the demand for credit varies correspondingly. The arrival 
of payday may cause a great industrial concern to call upon its bank for 
a hundred thousand dollars in cash with which to meet its payroll. The 
first day of every month, or the first few days of the month, ivill ordinarily 
wutness the payment of literally millions of book accounts or other obliga- 
tions that have been running for some weeks. Bankers in agricultural areas 
are expected to “carry” their customers during certain parts of the year 
by lending to them until their crops have been harvested and sold. Large 
amounts of credit must be available, not throughout the entire year but 
at certain times, to “move” the corn crop, the wheat crop, and other farm 
products that run into hundreds of millions of dollars. Manufacturers 
must be financed so that they may pay for labor, power, and raw^ materials 
wTile engaged in making seasonal goods for, let us say, the Easter trade or 
the Christmas rush. Finally, there are years of ^depression when but little 
credit, is used, and years of' business boom w^hen a*edit facilities may be 
"Strained to the limit.,,..', ' , ■ .■ '■ 

'...It ...is ..clear, ."then,.' that'a sup.ply'"o£ credit that 'is ad'eq.uate'.^. for/financing 
bus.i.ness.at'..certain'. times, may, be , quite imufficientTo.r other times. Hence, 
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there is need for an elasticity of credit that will meet the requirements of 
legitimate business under varying conditions, whether the quantity of 
fcredit demanded is large or small. 

The Process o£ Rediscounting. The Federal Reserve Act undertook to 
provide elasticity of credit through the agency of the rediscounting process. 
We have noted that Federal Reserve banks are often spoken of as bankers’ 
banks, and that this title arose in large part from the fact that the relation- 
ship between a Reserve bank and its member banks is much the same as 
that which exists between a member bank and its customers. Probably 
nowhere is this parallel relationship seen more clearly than in the handling 
of commercial paper; for the discoimtmg of commercial paper, which is 
one of the most important functions performed by a member bank for its 
customers, is matched by the rediscounting of this same commercial paper, 
which is one of the chief services rendered by a Reserve bank to its member 
banks. 

Business men ask their banks to discount commercial paper for them 
when they must secure cash or increase their bank deposits in order to 
meet their obligations. Member banks ask the Reserve banks to rediscount 
commercial paper (that is, to discount again the paper which the member 
banks have already discounted for their customers) when they, the member 
banks, must secure cash with which to meet an emergency, or cash or 
increased balances with the Reserve banks which will enable them to 
extend further loans to their customers. However, throughout our discus- 
sion of rediscounting, the reader should bear in mind a provision in the 
Glass-Steagall Act of 1933 which reads as follows: “Discounting at Federal 
Reserve banks is definitely made a privilege, rather than a right, in that 
‘shall’ is changed to ‘may’ in the phrase ‘shall discount for members.’ ” 
From this provision it is clear that a Reserve bank has the power to limit 
its extension of credit to member banks. 

Rediscounting to Increase Legal Reserves. It will be recalled that a 
member bank must maintain with the Federal Reserve bank of its district 
a reserve of 13, 10, or 7 per cent (changed to 20, 20, and 14 per cent as of 
October 3, 1942) against the demand deposits of its customers. In deposit- 
ing these reserves, the member banks acquire claims against the Reserve 
banks. Whenever their deposits with the Reserve banks are larger than 
are needed to fulfill their legal reserve requirements, member banks may 
withdraw the excess portion of their balances. For example, a “country 
bank” which owed its customers }i00,000 in the form of demand deposits 
would have to maintain a reserve of $7000 (or 7 per cent) with its Reserve 
bank; but if these demand deposits were reduced to $50,000, the bank 
could withdraw $3500 of its deposit with the Reserve bank and still leave 
a sufficient balance to fulfill the legal reserve requirements. If, on the other 
hand, this bank washed to increase the demand deposits of its customers 
from $100,000 to 1200,000, it would be required also to increase its reserves 
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(that is, its balance with the Reserve bank) from. §7000 to §14,000. It could 
do this by borrowing from the Reserve banks in much the same manner 
as business men borrow from member banks. 

This process of borrowing by business men, as was emphasized earlier 
in the chapter, usually takes the form of discounting coranierciai paper. 
That is to say, the bank lends credit in the form of a bank deposit, accept- 
ing as security for the payment of the loan some sort of acceptable credit 
instrument. The process of rediscounting consists of a meniber bank taking 
this instrument to a Reserve bank and asking the Reserve bank to accept 
it as security for a loan to the member bank. In this way, commercial paper 
of approved types is made to do double service, forming the basis, first, of 
a loan from the member bank to a customer, and, later of another loan 
from the Federal Reserve bank to the member bank. 

The only commercial paper that is regularly eligible for rediscount is 
short-term credit instruments -which relate to actual business transactions. 
We have here a provision which indicates that the Federal Reserre System, 
is designed to facilitate the extension of commercial credit and not invest- 
ment credit. Short-term paper is defined as paper which matures within 
ninety days, but agricultural paper is acceptable if it does not run beyond 
nine months. Furthermore no paper is eligible for rediscount if it has 
arisen from transactions in stocks or bonds. Since the rediscounting process 
requires endorsement by the member bank all rediscounted instruments 
are “double-name paper. 

Not only does eligible commercial paper result from actual business 
transactions but the need for credit expansion also arises out of such 
transactions. And so it happens that just at the time when business is 
brisk, with requests for more and more credit coming in to the banks, 
there is being created also a large quantity of commercial paper that can 
be exchanged, so to speak, for the desired credit. For the member banks 
can have this paper rediscounted at the Federal Reserve banks and thus 
increase their balances; and on the strength of these enlarged balances, 
which serve as legal reserves, they are entitled to extend further credit to 
their customers in the form of bank deposits. In this way an, expansion 
of credit is made possible when it is most needed. But it should be noted 
that this use of the rediscounting privilege is regarded as distinctly an 
emergency measure. 

As a safeguard against the undue expansion of bank deposits, the Fed- 
eral Reserve banks, as well as member' banks, are required to set' up legal 
reserves against the claims of depositors as represented in demand deposits. 
Back of every deposit extended to a member, bank by a Federal Reserve 
bank, the 'Reserve, bank 'must maintain a 100 per cent reserve, o'f w'hkh 

® It, should' be ' noted , that emergency banking, legislation of the , post-1929 depres- 
sion period' conferred temporary eligibility- upon seve.ral other types of - paper-,-: 'which 
were to be . disco.unted, however, only ■ *‘-m . unusual and exigent circum,stances.” 
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at least 25 per cent (reduced from 35 per cent as of June 12, 1945) must 
be in the foimi of gold certificates or other lawful money, and the re- 
mainder in commercial paper. A further safeguard against excessive expan- 
sion is the interest charge made by Federal Reserve banks on all loans 
that are due from member banks. Since the only way to escape the payment 
of interest is to pay off the loan, there is every incentive for member banks 
to redeem their commercial paper pledges as promptly as possible. When 
business men no longer need large amounts of credit and hence reduce 
their indebtedness to their banks, these banks in turn are likely to reduce 
their loans from the Reserve banks in order to effect a saving in interest. 

An Illustration of Elasticity of Credit. Since a reserve of only 25 per 
cent in gold certificates or lawful money is required (in addition to com- 
mercial paper) as security against deposit accounts in Federal Reserve 
banks, a gold dollar in a Reserve bank^ may be used as the basis of a 
$4.00 credit on deposit. Consequently, a $1.00 gold certificate in the pos- 
session of a Reserve bank will enable that bank to extend to member 
banks $4.00 in credit; and member banks as a whole, in turn, will be able 
to extend a much greater amount of deposit currency to their customers. 
For the $4.00 on deposit with the Reserve bank serves as a reserve, and is 
sufficient security to enable the member bank to give credit to the amount 
of approximately $30.77, $40.00, or $57.14, depending upon whether the 
institution is a central reserve city bank, reserve city bank, or country 
bank. For $4.00 is 13 per cent, 10 per cent, and 7 per cent, respectively, 
of the three amounts that we have mentioned. (This calculation is based 
upon the member bank reserve requirements in effect August 15, 1936, 
which have since been changed several times, as we have explained. Be- 
cause the current reserve requirements are 20, 20, and 14 per cent, re- 
spectively, for the three classes of banks, the theoretical volume of credit 
which could today be based upon a $1.00 gold certificate is $20.00, $20.00, 
and $28.50.) 

The case may be stated in a slightly different way. If a business man 
wished to borrow $40.00 from' a reserve city member bank, the bank 
would have to increase its reserve with the Federal Reserve bank to the 
extent of 10 per cent of this loan, or $4.00. And the Reserve bank would 
need only $1.00 in gold, plus $3.00 in eligible commercial paper, to enable 
it legally to credit the member bank’s account with this reserve of $4.00. 

Of course, the expansion of credit that actually takes place is not so 
great as we have imagined in our illustration. Indeed, it has been shown 
that the necessity for keeping on hand sufficient cash to meet the demands 
that may be made by depositors makes it impossible to extend anything 
like so large an amount of credit as we have suggested above would be 

^A.s we have explained, the gold itself is actually held in the Treasury, and Reserve 
banks hold gold certificates which are virtually “warehouse receipts,’' but are redeemable 
in gold only at the discretion of the Secretary of the Treasury. 
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legally permissible.^^ Generalizations in such matters are risky, and because 
of their inexactness are often worthless; but our example of the maximum 
expansibility shows that gold under the Federal Reserve System is much 
more useful as a reserve than as a direct medium of exchange. However, 
it is a principle of Federal Reserve policy that reserve funds should be 
used (either paid out or employed as a basis for credit) whenever they are 
genuinely needed, but should not be used beyond that need. The deter- 
mination of what are genuine needs is a major problem. 

Rediscounting to Secure Federal Reserve Notes. The ability of mem- 
ber banks to increase their loans to customers depends not only upon 
enlarging their balances with the Reserve banks and thus gaining the 
privilege of expanding the volume of demand deposits, but also upon 
having sufficient “till money/’ or ready money, with which to cash, the 
checks which customers write against their deposit accounts. Here, again, 
is a financial problem for which the Federal Reserve System has provided 
a solution. 

Just as the business man looks to his bank to supply money with which 
to meet his payrolls, so the member bank turns to its Reserve bank when 
in need of ready cash to hand out over the counter. This need, like the 
need for larger reserves, may be met through the process of rediscounting. 
When a member bank presents acceptable commercial paper to the Reserve 
bank, it may ask either for an addition to its deposit account, in the 
manner that we have described, or for immediate funds in the fonn of 
Federal Reserve notes. If its supply of till money is unduiy depleted, it 
will doubtless choose the notes, which will be readily accepted by its 
customers when they present checks against their deposits. 

Long before the inception of the Federal Reserve System, it was recog- 
nized that the inflexibility of bank note issue wms a serious handicap. In 
times of industrial boom, when prices are mounting and business is 
expanding, there is a demand not only for more credit but for more actual 
money. Even more vital is the ability to secure funds when the boom has 
reached its peak, when there are anxiety and uncertainty in the air, and 
credit has been strained to the utmost. If the banks cannot lend aid in the 
face of such a crisis, bankruptcy may easily be the fate of business iiien 
whose assets are ample but unhappily are not sufficiently liquid to enable 
them to meet the pressing obligations of the moment. 

Why could not the banks, in a situation such as this, have extended 
further credit to their customers? Because, first of all, bank deposits would 
already have been' stretched just as far as possible in view of the necessity 
of maintaining legal reserves against deposit accounts; and because, in 
the : second place, the , conditions of national bank note issue were such 
.that'TAW'lorm of ered^^ not- readily. 'be expanded in time of emer- 

"losee, "in' this ' corniectiou, C. A. Credit/ New .York, The Macmillan 

Company ,.1921, "-chap.. S.- ' ■ 
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geiicy. For the banking laws relating to these issues demanded that national 
bank notes be secured by a 100 per cent deposit of government bonds, 
plus a redemption fund of 5 per cent in lawful money. Therefore, a 
shortage of government bonds might have proved to be a very real stum- 
bling block at a time when more bank notes were needed. For the govern- 
ment bonds that could be used as backing for note issues were limited in 
number, and most of them, as a rule, were already serving as security for 
issues of bank notes. 

The Federal Reserve solution of this problem was to substitute com- 
mercial paper for government bonds as security against notes issued to 
meet the demands of business expansion. We are referring, of course, to 
the issuance of Federal Reserve notes through the process of rediscounting. 
When the member bank presents eligible commercial paper for rediscount 
and asks for Federal Reserve notes, the Reserve bank must deliver as 
security to the Federal Reserve Agent (who is the official representative, 
in the Federal Reserve bank, of the Board of Governors) gold certificates 
to the amount of 25 per cent (reduced from 40 per cent, as of June 12, 
1945) of the issue, with the remainder in the form of acceptable commer- 
cial paper. In addition to this collateral fund of 100 per cent, Federal 
Reserve notes are backed by the assets of the issuing bank, and their pay- 
ment is guaranteed by the United States government. Consequently, 
elasticity of bank notes has been attained through the rediscounting process 
without any reduction in safety. 

There is a tendency for Federal Reserve notes to move back to the bank 
of issue once the need for them has passed. When currency is again abun- 
dant and the member bank has more bank notes available than are neces- 
sary to meet the needs of its customers, it ordinarily returns as promptly 
as possible the Federal Reserve notes that it has borrowed, thus putting 
a stop to the interest charge. Member banks, being profit-seeking organiza- 
tions, aim to keep in their immediate possession only such money as will 
be needed to satisfy the requirements of those with whom they transact 
business. Any surplus that they may have is sent to the Reserve bank, 
where it can be used to cancel loans or to serve as a legal reserve. 

The rediscounting process is ''a very present help in trouble,'’ such as a 
bank faces when its depositors start a run upon its resources. If the bank’s 
total volume of deposits is large, so that it will need a great deal of money 
with which to pay the depositors, it should also have in its vaults a large 
quantity of commercial paper. If it has pursued a sound commercial bank- 
ing policy, lending on short-term commercial paper arising out of actual 
business transactions, it will have an abundance of such paper and will 
experience no difficulty in rediscounting this paper, and obtaining Federal 
Reserve notes rvith which to pacify its depositors. Probably there is no 
better way to stop a bank run than to pay the claims of depositors not only 
readily, but even eagerly! More than one depositor has been paid off in 
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full, only to" fall in again at the end of the line and redeposit his entire 
receipts, once he has satisfied himself that" his money could be had if he 
really wanted it. And more than one bank run has been stopped by the 
appearance on the scene of a Federal Reserve truck carrying bales of Fed- 
eral Reserve notes. The rediscounting feature of the Reserve System has 
aided materially in lessening the terrors of a financial panic. 


1. What is “credit money”? 

2. Explain the distinction between investmeyit credit and commercial credit. 

3. What two types of capital result from the creation of these two forms of 
credit? Explain. 

4. “When properly endorsed, a note becomes ^negotiable.* " Explain the itali- 
cized terms. 

5. What is the process of “discounting”? 

6. There are several forms of the “draft,” but all are based on the same general 
principle. What is this principle? 

7. What is “double-name paper”? 

8. What are the chief functions of the commercial bank? 

9. Explain the relationship between “loans and discounts” and “deposits.” 

10. What is deposit currency? Give a synonym for this term. 

11. What is the quantitative relationship between money in, circulation and 
deposit currency in the United States? 

12. What is a demand deposit? 

13. Describe ways in which a demand deposit may be created. 

14. What are the regulations governing the issuance of deposit currency^? Why 
are such regulations necessary? 

15. Of what significance is the statement that “commercial banks deal mainly 
with short-term obligations”? 

16. Describe the workings and state the purpose of the clearing house. 

17. The transactions of the clearing house “are carried through with a .surpris- 
ingly small transfer of actual money.” Illustrate. 

18. Explain the way in which the Federal Reserve banks facilitate the clearing 
of checks. What is meant by the word “clearing” as here employee!? 

19. What is the “gold settlement fund,” and how is it used? 

20. What two specific objectives led to the inauguration of the Federal Reserve 
System? 

21. What is a Federal Reserve bank, and where are the Reserve banks located? 

22. What is the significance of the statement that Federal Reserve banks are 
“bankers’ banks”? 

23. What is a member bank, and how does a bank secure membership, in the 
Federal Reserve System? 

24. By . whom are the Reserve banks . owned, and by who.m controlled? 

25.. ,Expla,in , the suggestion that Federal Reserv^e' banks are “semi-private, semi- 
■■■'. public institutio.ns.”'" 

26., To what ■ extent ^ are the commercial banking agencies of the country allied 
with the Federal Reserve System? Be specific. 
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27. Describe the organization of the Board of Governors of the Federal Reserve 
S)'stem, and enumerate and explain its powers. 

28. What changes were made in the handling of bank reserves through the pro- 
visions of the Federal Reserve Act? What are the present reserve require- 
ments for demand deposits and time deposits? 

29. What was the purpose of changing the legal reserve requirements? 

30. Why is there need for elasticity of credit in the banking system of the 
United States? 

31. State concisely the nature of the process of rediscounting. 

32. Describe the rediscounting process when used for increasing legal reserves. 

33. What are Federal Reserve notes? 

34. What function are these notes supposed to perform? 

35. How does the plan of issuance of these notes facilitate the performance of 
this function? 

36. Describe in detail the method of providing a larger degree of elasticity of 
credit by expanding and contracting the issue of Federal Reserve notes. 

37. In what respects, if at all, is the issuance of Federal Reserve notes superior 
to that of national bank notes in meeting the needs of a complicated indus- 
trial society? 

38. How may the issuance of Federal Reserve notes be used advantageously in 
stopping a bank “run”? 
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CHAPTER 34 



IN THE LAST CHAPTER WE DESCRIBED THE FUNCTIONS OF COMMERCIAL BANKING 

in our modern economy, and outlined the system whicli undertakes to 
perform these functions for the people of the United States. In the course 
of our examination, we saw that in several respects the system has failed 
to meet fully the banking needs of the country. We shall now inquire more 
closely into some of the problems of commercial banking as they appear 
today. 


THE PROBLEM OF ELASTICITY 

The Nature of Elasticity. One essential characteristic of a sound com- 
mercial banking system is elasticity of currency and coiiimercial credit. 
Perfect elasticity is unattainable unless the following three conditions are 
met: First, the amount of currency and commercial credit in use must 
be able to expand and contract. Second, the expansion and contraction 
of currency and commercial credit must be coordinated, in point of time^, 
with the changing needs of business and economic activity in general 
Finally, the extent of expansion and contraction must also l)e coordinated 
with these changing needs. 

Under these conditions, money and commercial credit will be able to 
perform their legitimate function of facilitating the operation of economic 
activity. They will not be issued in ways and amounts that will raise 
general prices, stimulate business activity, increase profits, reduce real 
wages and labor’s purchasing power, lead to overinvestment in plant and 
equipment, and otherwise bring about conditions which will later lead 
inevitably to business depression; nor will they be decreased so sharply 
as to precipitate ' business crisis,, liquidation, and depression. Money and 
commercial credit are legitimate devices for avoiding the iiiconveniences 
of barter, '.and f.or.. facilitating, business, operations. But this issuance should 
not.::',be.''aIlow^ed' tO' affect Ahe volume, of. these operations.,, or to.'. cause 'in-' 
stability m.'economic'''''activities.'-',,.. 

'■'The Control, .of.. Money and Credit. ■ .■.M,oiiey .and commerda! credit 

6S 
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have not been perfectly elastic under the Federal Reserve System, for 
only two of the essential conditions of elasticity have been met. In viola^ 
tion of the third condition, the extent of expansion and contraction has 
not been closely coordinated with the changing needs of business. The 
movements of the general price level and the violent fluctuations in the 
volume of economic activity which have occurred since 1913 indicate a 
tendency for the total volume of money and credit to become overex- 
panded in some periods and overcontracted in others. Despite the powers 
vested in the System for credit control, the issuance and withdrawal of 
money and credit have sometimes been allowed to stimulate business 
artificially, and at other times have made for depression. In other words, 
money and credit have not been confined to their legitimate neutral role 
of facilitating exchange. These unhappy results are attributable in part 
to a lack of sufficient authority, and in part to conditions which are in- 
herent in the administration of any system of credit control. 

The Control of Rediscount Rates. One of the powers originally granted 
the Federal Reserve System for controlling money and credit was author- 
ity to raise and lower the rediscount rate. When an undue expansion of 
credit seems imminent, the Reserve banks can raise their rediscount 
rates, with the approval of the Federal Reserve Board (now the Board 
of Governors of the Federal Reserve System). Such increases mean, in 
effect, an increase in the prices which member banks have to pay for 
additional money or credit— that is, for loans extended to the member 
banks on the basis of eligible commercial paper endorsed by them and 
pledged with the Federal Reserve banks. The results which are expected 
to follow changes in rediscount rates are quite clear in theory. Increases 
in rates make it more expensive than formerly for member banks to ob- 
tain credit from Reserve banks. It should follow that the member banks 
will charge their customers higher rates for additional commercial credit 
and that the customers will consequently limit their new loans, and 
extensions of old loans, to amounts which are absolutely essential. When 
this occurs, the expansion of credit will be checked. Similarly, lowering 
the rediscount rates when business is slack is supposed to make it easier 
for member banks and their customers to borrow, and thus encourages 
them to increase their loans. 

The Effectiveness of Changes in Rediscount Rates. In actual prac- 
tice, however, raising and lowering the rediscount rates has not been an 
effective device for controlling the expansion and contraction of money 
and commercial credit. In the first place, a considerable expansion of 
credit sometimes gets under way without recourse to rediscounting by 
member banks, because they have large reserves idle at the beginning 
of a period of active business. In the second place, when a bank redis- 
counts in order to increase its reserves with a Federal Reserve bank, it 
acquires a greater lending power, than appears on the surface. If a bank 
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adds $1000 to its reserve by rediscounting, it is enabled to lend more than 
that sum to business men in the form of demand deposits, even if other 
member banks are not doing the same thing. This is possil^le because 
loans in the form of demand deposits are not always entire!}' checked out 
by the borrowers, and when checks are drawn against sucli deposits, they 
are often redeposited in the same bank. Thus, a bank, by obtaining $1()0() 
through rediscounting at 5 per cent, is enabled to lend a somewhat larger 
amount to business men at 6 per cent. And even if the rediscount rate is 
raised, the bank may continue to lend extensively and profitably to its 
customers without charging them more than the former rate of interest, 
namely, 6 per cent. 

Of course, when a member bank obtains an additional reserve of 
$1000 in this way, it has the legal right to increase the demand deposits 
of its customers by lending (by any amount up to $10,000, on the average) 
on the basis of the small legal reserve normally rec|iiired against demand 
deposits. This right, however, cannot be exercised by one bank alone. If 
a single bank expanded its deposits in this way, the enlarged deposits 
would cause a very large number of checks to be drawn against the bank 
by its depositors. The clearing-house claims against this bank would then 
be much larger than the bank’s claims against the other banks in the 
clearing house. These daily net adverse balances would eventually drain 
away much of the bank’s working cash, and force it to reduce its deposits. 
However, when all or most member banks are rediscounting and expand- 
ing credit, a given bank may reach something approaching the maximum 
legal average expansibility of ten times the amount of reserve added by 
rediscounting; for under these circumstances the checks drawn by its 
customers against demand deposits are largely offset by the checks it re- 
ceives wdiich are drawn on other member banks. If this is the situation, 
even a 5 per cent rise in the rediscount rate would mean a. rise of only 
one-half of one per cent, or a little more, in the interest rate charged to 
business men. In practice, the member banks might not raise their interest 
rates at all. 

Even if this policy of Federal Reserve control succeeded in raising 
the rates which mem.ber banks charged business men, the rise .might not 
check borrowing greatly. When a business man expects to make a pjrofit 
of 10 or 20 per cent by using borrowed funds, he is unlikely to be re- 
strained by the necessity of having to pay, say, an additional one per 
cent for t.hese funds. Finally, it is entirely possible that our domestic 
policy of control might be upset by concerns in foreign countries, should 
they decide to -take .-advantage of the high interest .rate by making us ex- 
tensive, loans. And,, even domestic corporations with idle, funds . might 
throw them into the market if .the. interest rate obtainable were very iiigh. 

'.Ineffective as changes, in. -/.rediscount. .-'-rates have '.been in preventing the' 
overexpansion ..of .^credit, .they Tiave been even. less successful in checking 
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its contraction. In periods of poor business, there is ordinarily little or no 
rediscounting, so that a lowering of rediscount rates means little. At 
such times, member banks are likely to lower their interest rates to business 
men in any case. The truth is that, in a period of declining business, 
enterprisers do not want to borrow from member banks for normal com- 
mercial credit purposes, and the banks are not anxious to lend. When a 
business man thinks he cannot make profits by using borrowed funds, he 
is unlikely to borrow even if the interest rate is only one per cent. 

Open-Market Operations. The other major power originally given to 
the Federal Reserve System for controlling commercial credit is open- 
market operations. This device functions through the rediscount rate, 
though indirectly. When there is danger of commercial credit being 
overexpanded, the Federal Reserve banks may decide to sell, say, a billion 
dollars’ worth of government bonds in the open market. These securities 
will be bought by business men, corporations, banks, and other financial 
institutions. Let us suppose, for the sake of simplicity, that they are all 
bought by business men who pay the Federal Reserve banks with checks 
against demand deposits in member banks. These checks will be charged 
by the Federal Reserve banks against the reserve accounts of the member 
banks. This will lower the legal reserves of the member banks by a billion 
dollars, and the demand deposits which they may legally carry for business 
men by roughly ten times this amount. Hence, the member banks will 
have to curtail credit or replenish their reserves by rediscounting at the 
Reserve banks. If they do the latter, they will find that they must pay 
higher rediscount rates than before. In this way, the open-market opera- 
tions are intended to make the changes in rediscount rates effective. 
However, since open-market operations must work through changes in 
rediscount rates, they cannot be more effective in checking credit expan- 
sion than a change in the rediscount rate itself would be. 

When business is slack, the purchase of securities in the open market 
by the Federal Reserve banks is expected to increase the reserves and 
idle funds of the member banks, and thus stimulate lending by these 
banks. Here, again, the open-market operation is not likely to be effective. 
If idle funds are thrust upon member banks through open-market opera- 
tions, the banks will probably use them to reduce their debts and increase 
their liquidity, or to purchase government bonds, rather than to make new 
loans to business men. 

Other Factors in Credit Control. Changes in rediscount rates and 
open-market operations were, until recent years, the only means by which 
the Federal Reserve System could control the expansion and contraction 
of commercial credit, unless one includes the doubtful measures of per- 
suasion and exhortation. However, even if the powers of control were 
adequate, there would remain the difficult matter of deciding just when 
to use them. To determine precisely when the further issuance of money 
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and credit would be unsafe, the officials in charge would have to possess 
almost superhuman knowledge and ability. And yet the controls must be 
applied at exactly the right time if they are to be effective and not re- 
strain desirable business activity. Even if it were possible to determine 
exactly when control should be exercised, it would take great courage to 
adopt the necessary measures at that time, in the face of the economic, 
political, and international pressure which might be exerted by those who 
would be adversely affected. 

Additions to Control Powers. In the Banking Acts of 1933 and 1935, 
changes were made in the organization of the Federal Reserve System 
and in its credit control powers. The Board of Governors of the Federal 
Reserve System (formerly called the Federal Reserve Board) now consists 
of seven members, who are appointed by the President of the United 
States with the approval of the Senate. In the Act of 1935, it was specified 
that Board members should serve terms of fourteen years each at a salary 
of $15,000 per annum, that their terms should expire in rotation, and that 
members could not be reappointed. These changes w^ere intended to 
increase the independence and detachment of the Board, and to enable 
it to exercise its powers, wTen necessary, wdthout fear of outside influence. 

Increased powers were also granted the Board of Governors of the 
System. This Board now constitutes a majority of the membership of the 
Federal Open-Market Committee, and can control its decisions. Formerly 
this Committee of twelve was elected to represent the twelve Federal 
Reserve banks. Today, only five of the twelve represent these banks. More- 
over, the decisions of the Committee to engage or not engage in open- 
market operations are now binding on the Reser\'e banks. These banks 
must submit their proposed rediscount rates to the Board of Governors at 
least once in every two-week period, and the rates must be approved by 
the Board before they become effective. This gives the Board of Gover- 
nors control, for all practical purposes, over the rediscount rates charged 
by the Federal Reserve banks. 

In addition to being given direct authority over rediscount rates and 
open-market operations, the Board has received other new powers for 
controlling commercial credit. First, it may now increase the reseiwe re- 
quirements that member banks must hold against demand and time de- 
posits, by any amount up to double the long-established requirements of 
13, 10, and 7 per cent (3 per cent for time deposits) for the three classes 
of member banks. (The Board actually raised and lowered these reserve 
.requirements ' several times between 1935 and 1942. Since October, 1942, 
the requirements have remained at 20, 20, and 14 per cent for demand 
deposits and 6, per cent' for time' deposits.) Doubling the reserve require- 
ments 'has the effect of reducing 'by one-half , the ability' of member banks 
to. extend 'demand .'deposi.ts, to business -men on the'b.asis o£ a given amount 
of' reserves.: 
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The Board of Governors may fix, for each Federal Reserve district, the 
percentage of a member bank’s capital and surplus which may be ex- 
tended to borrowers in the form of loans secured by stock and bond 
collateral. This percentage may be changed upon ten days’ notice. After 
investigation and hearing, the Board may deny the credit facilities of the 
System to any member bank which appears to be lending too extensively 
for speculation in securities, real estate, or commodities. This power 
permits the Board to refuse rediscounting facilities for speculative pnr- 
poses, while allowing credit to be expanded for normal business operations. 
Through its control over “margin” requirements, the Board also deter- 
mines the percentage of the market values of securities that member 
banks may lend. Finally, the Board may suspend or remove any officer 
or director of a Federal Reserve bank, or of member banks, for con- 
tinued violations of law, or unsafe and unsound banking practices. 

These changes have greatly strengthened the control of the Federal 
Reserve System over the expansion of commercial credit. If the Board of 
Governors should decide to raise rediscount rates and to engage in open- 
market operations, and at the same time should raise to the limit the legal 
reserves for demand deposits of member banks, adjust margin require- 
ments and the use of bank credit for speculative purposes, and cut off 
rediscounting facilities for erring member banks, it should be able to halt 
a movement toward the overexpansion of credit in any ordinary situation. 
It remains true, however, that credit control must be exercised wisely 
and courageously if desirable ends are to be reached. 

Up to the present time the Board’s new powers for controlling the 
expansion of bank credit have not received a fair trial. These powers were 
granted only a few years before the United States became involved in 
World War II and an emergency situation arose in which it became im- 
possible to control the expansion of bank deposits and money in circula- 
tion. Participation in the war brought about an increase in federal ex- 
penditures from $12,774,000,000 in 1941 to .$93,744,000,000 in 1944 and 
$100,405,000,000 in 1945.^ This increase was financed in part by sharp 
rises in taxation and by the sale of government bonds to individuals and 
business firms. These methods of government finance are considered non- 
infiationary, since they reduce purchasing power in the hands of in- 
dividuals and firms and increase it in the hands of the government. How- 
ever, another large part of the increase in governmental expenditures 
was financed through the sale of government bonds to the banks, and 
this method of finance is definitely inflationary because, in this process, 
individuals and firms do not give up funds as the government acquires 
them. 

The point is that when banks purchase government bonds, they pay 
for them by setting up demand deposits for the federal government. When 

'^ Federal Reserve Bulletin, Octoh^T, 1945, p. 1047, 
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the government spends these deposits, the funds find their way directly 
or indirectly into the hands of individuals and firms and are redeposited 
in the banks, where they become private rather than governmentai de- 
posits and can be used by their owners for any productive or cons urn, pjtive 
purpose. In such a situation there is little the Board of Governors of 
the Federal Reserve System can do to limit the growth of bank deposits. 
Thus, the total deposits of all ineinber banks increased from Sk)l,717,- 
000,000 on December 31, 1941, to $118,378,000,000 on June fiO, 1945.^ 
For all banks in the United States, demand deposits increased from 
$44,316,000,000 to $96,730,000,000, and time deposits from $26,476,000,()()C) 
to $41,710,000,000, over the same period, while money in circulation in 
the United States increased from $11,160,000,000 to .$27, 108,000, 000.- 
Under the circumstances, the government’s desire to prevent a wild infla- 
tion of prices had to find expression in direct price control, as we shall 
see in Chapter 36. 

Ever since the end of World War 11, the Board of Governors has 
apparently been committed to a policy of low interest rates, in coordina- 
tion with the similar policy of the federal government itself, and open- 
market operations have been confined to repeated purchasing of govern- 
ment bonds in supporting the market for these securities. Rigid adherence 
to these policies will preclude the use of open-market operations and 
manipulation of interest rates as devices for controlling the expansion and 
contraction of credit. 

THE PROBLEM OF SAFETY 

In the last chapter xve saw^ that national banks were unable to provide 
adequate safety for depositors under the National Bank Act. The reserve 
requirements behind deposits were large, but each bank had to depend 
upon its own resources in time of trouble. There was no central agency 
to supply additional funds xvdien depositors became impatient, and no 
process of rediscounting through xrhich funds could be obtained. More- 
over, a bank would often have trouble in bringing its own reserves into 
play, because part of these reserves xvas commonly deposited at interest 
with other banks and might not be available in time of need. 

Safety Under the Federal Reserv’-e System. One of the purposes of the 
Federal Reserve Act, as originally passed, was to alter these conciitions so 
as to provide safety for the depositors of member' banks. Though the 
actual percentages of' resen^es required against deposits • rvere reduced 
rather than increased, every ' member ■ bank- xvas compelled to keep its 
reserves in the Federal 'Reserve 'bank of its district, xvitiiout interest. Then, 
inkcase of 'emergency, " the; Reserve, bank' could" place, at"tlie^ disposal of a' 


2 J&M., p. 1032. 

1029, 1032. 
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distressed bank not only the member bank’s own reserve, in the form of 
cash, but additional funds from the great pool of reserves which it held 
for the other member banks of the district. For the Federal Reserve Act 
provided that a member bank should be permitted to obtain additional 
funds, when necessary, by rediscounting eligible commercial paper at the 
Federal Reserve bank. It was thought that this provision would make it 
unnecessary for a member bank to close its doors because of inability to 
obtain funds. To make assurance doubly sure, it was arranged that funds 
could be shifted from one district to another, in case there were runs on 
many member banks in a single district at a given time. 

Bank Failures in Recent Years. Many people, firmly convinced that 
banks could not fail under the Federal Reserve System, were greatly 
shocked and highly indignant at the large number of bank failures that 
took place even in good business years, and the almost total collapse of 
the banking system and unprecedented toll of failures that marked the 
depression years of 1929-1933. In the prosperous period from 1921 to 
1929, inclusive, 995 member banks failed, while 4719 non-member banks 
met a similar fate. During the four depression years, 1930-33, when mem- 
ber and non-member banks were given a severe test, 2110 member banks 
and 6796 non-member banks failed.^ Let us examine these depression 
figures more closely. In 1929 there were roughly twice as many non- 
member as member banks. If member and non-member banks had been 
equally safe (or equally unsafe), we should have expected the ratio of fail- 
ures between non-member and member banks to be two to one. Actually the 
ratio was greater than three to one. This comparison indicates that 
member banks provided a substantially higher degree of safety for de- 
positors than non-member banks in these depression years. 

In 1933, a bank holiday was declared, and all banks in the country were 
closed. After a few days, the banks which seemed to be sound were 
licensed to reopen, while the others were required to put themselves in 
satisfactory condition or eventually be liquidated. Since the beginning of 
1934, there have been relatively few bank failures. From 1934 to 1946, 
inclusive, only 28 member banks and 307 non-member banks were closed 
on account of financial difficulties.^ 

The failure of non-member banks should not, of course, be charged 
against the Federal Reserve System. Non-member banks make loans on 
types of securities, for lengths of time, and for amounts that would not 
be permitted under the Reserve System, and they persist in following 
banking practices which would not be tolerated in a member bank. Their 
reserves are not kept in accordance with the provisions of the Federal 
Reserve Act, but need comply only with those of state banking laws. In 
many cases their capitalization is smaller than the minimum required of 

^ Statisiical Abstract of the United States, Jl9^9r P^ 26S. 

^ Federal Reserve Bulletin, Septembex, 1946, p. IQ$$. 
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a. member bank, and the supervision to which they are subjected is often 
in no way comparable to that prescribed for member banks. The Federal 
Reserve System has no control over non-member banks, and has no au- 
thority to extend aid to them when they are in distress. 

The Causes of Member Bank Failures. In spite of the relatively 
favorable safety record of member banks in the depression years following 
1929, many people feel that altogether too many member banks failed 
during this period. For 2110 bank failures form a heavy casualty list for 
a system w^hich aims to provide safety for depositors; and the failure of 
these member banks tied up deposits running into billions of dollars. 


Table 37. Loans and Invo^stments of all Member Banks, 
1921-1929'^ 


(All figures in millions) 


I 

Year (June 30) 

Invest- 

ments 

Loans on 
Securities 

Loans on 
Real 
Estate 

All Other 
Loans 

Total 
Loans and 

1 Investments 

1921... 

S 6,002 

S 4,400 

S 875 

$12,844 

824,121 

1922 

7,017 

4,500 

1,100 

11,565 i 

1 24,182 

1923 

7,757 

4,950 

1,350 

12,450 

26,507 

1924 1 

7,963 

5,350 

1,575 

12.279 

27,167 

1925 

8,863 

6,718 

1,875 

12,062 ’ 

29,518 

1926 : 

9,123 

7,321 i 

2,161 

12,579 

31,184 

1927 

9,818 

8,156 1 

2,449 

12.333 ; 

32,756 

1928 

10,758 

9,068 i 

2,624 

12,611 

35,061 

1929 

10,052 

10,095 

i 2,750 

1 

12,814 

35,711 

Percentage in- 




i 

i 


crease, 1921-1929 ( 

1 

67 : 

1 

129 

1 214 ' 

i- 

i 0 

' ■ 1 

4-8 

i 


® Source: Hearings S. Res. 71, 71st Congress, 3rd Session, p. 138, as reported by Lawrence 
W. Towle in his article,- ‘‘Time .Depo.sits and Price Stability/’ in American Economic Review 
for December, 1935, pp. 653-660. 


We may 'weii ask how it happened that so many member banks failed. 
The anstver is that the causes tvere many and various, running all the 
tvay from the use of funds to construct a modern replica of a Greek 
temple as the bank’s place of business, to the “borrowing” of large sums 
by bank officials (sometimes without even the formality of giving a promis- 
sory note), and the loss of these funds in playing the stock mark-et. How- 
ever, the causes of many member bank -failures were -to be found in changes. 
which took place- in -the nature of the loans -and investments .handled by 
these' ba-nks" be tiveen 1921 and 1929. The figures in Table B'7 will help 
to make, these ■changes '.clear. 

As may be seen from this' table, -one type' of loan > seems to have been 
slighted during this period of- rapidly: ■expanding loans' and investments. 
“All other loans,'’ wffiicli include..:-. all .ordinary coinm,ercial loans to busi- 
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ness men based upon short-term, self-liquidating paper arising out of the 
exchange of commodities, remained virtually constant during the period. 
It may be that the speeding-up of delivery services made it possible for 
some business men to reduce their inventory requirements and adopt 
the policy of so-called hand-to-mouth buying; and perhaps other firms 
were reluctant to become heavily indebted to commercial banks while 
the bitter experiences of the 1921-22 depression were still fresh in their 
minds. Then, too, as the period wore on, it is possible that their own 
large profits provided many business men with an adequate supply of 
funds and that “favorable” stock market conditions induced some cor- 
porations to obtain, by the sale of additional shares of stock, funds which 
would ordinarily have been borrowed from the banks. Whatever the 
specific causes may have been, it is an undeniable fact that, despite a 48 
per cent increase in total loans and investments, the member banks were 
performing their principal function of providing short-term business 
credit no more briskly at the end of the period than at the beginning. 

But during this period large additions were made to the gold stocks 
of the country, bank reserves were plentiful, and the Federal Reserve 
System, for various reasons, quite consistently followed an “easy money” 
policy. Since banking is not a profitable business unless bank funds are 
kept at work, the member banks, in the absence of appeals for ordinary 
commercial loans, decided to lend in other fields. The identity of these 
fields may be readily established by reference to Table 37. From 1921 to 
1929, member banks increased their loans on real estate by 214 per cent, 
their loans on stocks and bonds by 129 per cent, and their direct security 
purchases and other investments by 67 per cent. As a result of these 
changes, many member banks found themselves by 1929 in a position 
which raised doubts of their soundness as commercial banks. 

The Question of Frozen Assets. We are not suggesting that loans 
should not be made on real estate and securities, or that banks should 
not invest in securities. Such loans are necessary and desirable, but we 
question that commercial banks are the best institutions to handle these 
kinds of business. When, during a boom period in business, commercial 
banks get the greater part of their assets tied up in real estate and secu- 
rities, despite the fact that their depositors have the right to demand their 
deposits in cash either immediately or on a few days’ notice, they are 
likely to find themselves in trouble if prosperity gives way to depression. 
For example, the depression years of 1929 to 1933 were marked by falling 
prices of securities and real estate, and many member banks were unable 
to recover the funds which they had lent or invested. 

Of course, the member banks’ “call loans” to brokers, secured by stocks 
and bonds, were safe for the most part; and roans to other Gustomers, 
advanced to buy seGurities, probably led to few losses when these loans 
were made on adequate “margin.” For if the customers failed to pay their 
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indebtedness, the banks could usually sell the securities for enough to 
cover the loans. Flowever, some losses were doubtless taken on loans of 
this type, when bankers had imprudently lent too high a percentage of 
the inflated values of securities— for the slump in security prices was sud- 
den and drastic. In many cases, the loans on real estate, which had seemed 
very conservative on. the basis of the inflated valuation of the properties, 
v/ere found to be uncollectible, for the depression prices of many parcels 
of real estate were less than the amounts that had been lent on them. 
Similarly, the banks’ directly owned securities and other iiivcstnients 
declined rapidly in value, and the eflPorts of distressed banks to liquidate 
these investments speeded the decline. Consequently, when depositors 
began to demand their deposits, member banks found tliemselves in serious 
difliculties. 

But were not the Reserve banks expected, in such troublous times, to 
come to the rescue of their members? It was, indeed, a time when aid was 
needed, but the member banks were often not in a position to claim and 
receive aid. For membership in the Federal Reserve System was never an 
absolute guaranty of safety for a bank. The statement that the System 
w^ould not allow member banks to fail meant merely that the Reserve 
banks would place funds, in practically unlimited amounts, at the dis- 
posal of member banks which had not impaired their borrowing power 
through dishonest or imprudent banking practices, and wdiich had on 
hand a supply of collateral eligible for rediscounting. The Reserve banks 
could advance funds to members (1) by rediscounting eligible commer- 
cial paper, and (2) by discounting promissory notes of the member banks 
themselves, when secured by government bonds. 

However, eligible commercial paper and government bonds are likely 
to be scarce in the case of banks that have lent extensively on other types 
of collateral. The Reserve banks could not legally rediscount paper based 
on stocks and bonds, or real estate mortgages; nor could they lend on the 
member banks’ direct investments, unless these took the forni of govern- 
ment bonds. So far as tve know% no member bank failed during the de- 
pression because the Reserve banks 'were short of funds, but many’ failed 
because their assets were such that the Reserve banks could not legally 
aid them. And it developed that some member banks were signing their 
owm death warrants when they overexpanded certain types of loans and 
investments from .1921 to 1929, though at the time they seemed mierely .to 
be sharing in. what many people regarded as a new and pemianeiit eira 
of .prosperity. ^ 

The Attitude of the Public. .It w’ould be. both unfair and misleading 
to say that every member bank that failed richly deserved" ..to do. so. 'The' 
banks; 'that .■tookhimp.roperly secured .mortgages, .and unseasoned, high-, 
yield,, narrow-market bonds,... or' that -made. 'lo'ans on securities which were 
inadequately margi.Eed, inadequately, diversified, or which otherwise failed 
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to measure up to sound banking standards, were responsible for their 
own fate.^ Moreover, the conditions were even less satisfactory in non- 
member banks. However, some banks failed, or were at least seriously em- 
barrassed, because of hysteria on the part of the banking public, and not 
because they were unsafe. Some banks that had been reasonably prudent 
were forced to close their doors because unreasoning fear on the part 
of their depositors led them to demand immediate cash for their deposits. 
And in some cases these demands could not be met because the banks 
had, in all good faith, accepted commercial paper which proved later to 
be worthless, since the firms that issued it had been forced into bankruptcy 
by the depression. It would seem, then, that a banking system is not 
much stronger than its weakest bank. Had not the failure of certain large 
banks disclosed the existence of unsound conditions in the banking world, 
the depositors of other banks might not have questioned the safety of 
their deposits, and thus runs on essentially sound banks might have been 
avoided. 

Recent Legislative Changes Affecting Safety: Separation of Commercial 
and Investment Banking, In view of the general criticism of our com- 
mercial banking system in recent years, it was inevitable that legislative 
steps should be taken to remedy the situation. Let us examine this legisla- 
tion, considering first the measures taken to separate investment and 
commercial banking. 

The Banking Act of 1933 provided that member banks must give up 
their security affiliates within one year. These affiliates were companies 
organized and controlled by commercial banks for the purpose of engag- 
ing in investment banking operations. These operations, which had proved 
very profitable prior to 1929, could not legally be performed directly by 
member banks. Though the relations of commercial banks with their 
security affiliates were often entirely wholesome and aboveboard, there 
were cases in which the reverse was true. The affiliates sometimes unloaded 
doubtful securities on the commercial banks— securities which the banks 
would not have purchased from anyone else— and the banks sometimes 
made loans to their affiliates in amounts and on securities which would 
not have been considered by the directors of independent banks. Hence, 
the separation of the two types of banking was probably necessary, if we 
are to have a sound commercial banking system. It was also provided that 
investment banks shall not be allowed to hold demand deposits, and that 
no officer or director of a member bank shall be an officer or director of 
an investment banking firm. 

We must also emphasiz at this point the fact that the Board of Gov- 
ernors of the System has authority to regulate the percentage of member 

®So said Winthrop W. Aldrich, noted ^ banker, in suggesting ways of 

improving the banking system, before the Sub-Committee of the United States Senate 
Committee on Banking and Currency at Washington, November 29, 1933. 
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banks’ capital and surplus which may be tied up in security loans, and 
may deny rediscounting facilities to member banks wliicli misbehave in 
this respect. Formerly, the Reserve banks were rec|uireci to rediscount for 
member banks whenever eligible paper was presented, and the ineniber 
banks could use the funds for speculative or other purposes. Member 
banks are now prohibited from making call loans “for others”—tlie others 
being individuals, corporations, or foreign groups who wish their funds 
to be used temporarily for speculative purposes wdth the privilege of 
withdrawing them at any time. Member banks may not underwrite secu- 
rities except those of states and municipalities, may deal in securities only 
as agents of their customers, and may not have more than 10 per cent of 
their own capital and surplus invested in the securities of any one obligor. 

Loans to Officers. One of the evils of our banking system in the past 
was borrowing by executive officers from their own banks on collateral 
of doubtful value. The Act of 193S provided that officers of member 
banks may not borrow from their own banks and must report any per- 
sonal loans from other banks. However, according to the Act of 1935, 
banks may lend to officers of member banks in amounts up to $2500, 
provided the loans have received the prior approval of a majority of the 
directors of the lending banks. 

These regulations are probably desirable and, if they have the effect 
of keeping member banks within their legitimate field of commercial 
banking, may add to the safety of their depositors. However, it must be 
remembered that the effect of such legislation, with respect to both elas- 
ticity and safety, may be offset in part by the non-member banks, which 
are not controlled by federal legislation. Moreover, there may be other 
ways to render the regulations ineffective. For example, prior to 1933, a 
business man who wished to play the stock market might leave his own 
funds in his business as capital and speculate with borrowed funds. Notv, 
however, he might speculate with his own funds and borrow from a com- 
mercial bank to finance the short-time needs of his business. In such cases, 
the bank’s safety may be increased, but speculation is not controlled. 

' Changes in Member Bank Borrowing. The Banking Acts of 1933 and 
1935 also changed the terms on which member banks may borrow from 
Reserve banks, and provided a system of federal deposit insurance for 
bank depositors. During the depression, depositors were sometimes imable 
to get cash on demand, because of the inability of the banks to turn their 
assets into cash promptly. The obvious remedy tvas to make all kinds of 
commercial paper eligible' for rediscount at .the Federal Reseiv^e banks. 
The new law : did not do this, but it . did something almost as unwise, for 
it'',prGvided' that. member, bankS' 'may borrow from Reserve. banks on their 
own promissory notes, ,, ..secured in. any,: way satisfactory ' to ■ the , Reserve 
banks These loans, may be made for four ,montlis or less, at „a rate .of interest 
only one-half, of one 'per^,,. cent , higher than, the highest , rediscount rate in 
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effect at the Reserve banks. This means that, whiie only eligible paper 
may be rediscounted, member banks may, in effect, turn their ineligible 
paper and other assets into cash at Reserve banks and may thus be pro- 
tected from the logical results of their unsound policies in lending on 
real estate and securities, and investing directly in securities. This policy 
may give greater safety to depositors, but it is extremely doubtful that it 
will raise the standards of commercial banking. 

Loans on Real Estate. The Act of 1935 also lowered the restrictions 
on real estate loans by member banks. These loans could formerly be 
made up to a total equal to 25 per cent of a bank's unimpaired capital 
and surplus, or 50 per cent of its savings deposits, whichever was greater; 
whereas the new limit is 100 per cent of capital and surplus, or 60 per 
cent of time and savings deposits, whichever is greater. The individual 
loans could formerly be made only up to 50 per cent of the value of the 
real estate, and for five years or less. Now they may be made for ten years 
and up to 60 per cent of the appraisal value, provided 40 per cent of the 
principal of the loan is paid in installments over the ten-year period. 
Moreover, such loans are renewable. 

These new provisions relating to borrowing by member banks from 
Reserve banks and to real estate loans appear to us to be objectionable, 
though they are thoroughly approved by some writers on banking. These 
writers hold that investments and loans on real estate and securities have 
become an increasingly important part of the commercial banks' business 
in recent years and that, under the circumstances, it is silly to deny the 
banks access to the reserves of the System merely because they cannot 
supply the prescribed eligible commercial paper. If depositors are to be 
safe, the banks must be able to convert other assets into cash at the Reserve 
banks in an emergency. This is comparable to saying that commercial 
bankers must be allowed to wander into fields where they do not belong, 
but that the Reserve System must protect them against getting into trouble 
during their wanderings and thus causing loss to others. If the premise is 
granted, the conclusion seems to follow; but we suggest that it would be 
better to keep commercial banks strictly wdthin the field of commercial 
banking, and thus prevent the mistakes which are largely responsible for 
the losses suffered by depositors. If commercial bankers will only run their 
businesses as they should, they may obtain adequate assistance from the 
Federal Reserve System in time of need, under the old provisions for re- 
discounting. 

The Plan for Deposit Insurance. But if banks fail in spite of all that 
is done for them, the Act of 19B5 has yet another safeguard for the de- 
positors— for the Act provides for federal insurance of bank deposits 
through the Federal Deposit Insurance Corporation (hereafter referred 
to as the F.D.I.G.), whose original capital was furnished by the govern- 
ment and the Federal Reserve banks. All banks which were insured under 
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a temporary plan prpvided by the Act of 1933 may continue to be insured. 
Member banks are required, and non-member banks permitted, to take 
out deposit insurance. New national banks and state memJjer banks must 
qualify for insurance before receiving their charters, and iioii-nieniber 
banks not already insured may be granted insurance after passing an 
exam,ination. The F.D.I.C. may deny insurance to any bank, it coiisiders 
unsound or unnecessary, and banks may withdraw fro,m the insiiraiice 
system at will, or may be excluded for violation of rules. Bv the middle 
of 1946, the F.D.I.C. was insuring the deposits of 13,330 commercial, banks, 
or 95 per cent of the total.” The insured banks had more than 92 million 
deposit accounts, and total deposits (including governnieiital and inter- 
bank deposits) of over §140,000,000,000, 

The F.D.I.C. provides insurance for each depositor of an insured bank 
up to ,|5000. Persons having larger funds may secure full coverage by 
depositing with several banks. It was estimated in late 1945 that 96.4 per 
cent of all depositors’ accounts by number were fully coiered l)y insur- 
ance, though only 46 per cent of ail deposits by value were similarly pro- 
tected.® The F.D.I.C. uses two procedures to fulfill its responsibility in 
protecting bank depositors from loss. It pays depositors up to the $5000 
maximum in insured banks placed in receivership, and it makes advances 
to facilitate mergers of weak insured banks with strong institutions. The 
first method is more commonly used. 

Evaluation of Deposit Insurance. Deposit insurance may be criticized 
from several angles. From a technical point of view, it may be questioned 
whether it is wise to provide insurance at a fiat premium for all banks 
without regard to the risk involved. In other types of insurance, the 
principle employed is to vary premiums as between classes or individuals, 
according to the degrees of risk represented. Moreover, a flat premium rate 
based on total deposits seems to discriminate in favor of small banks; 
.for a small bank may secure practically complete coverage, of its deposits 
by paying the flat premium on total deposits, while a large bank with 
many, deposits over |5000, may have only a- fraction of its total .deposits 
covered by insurance although it pays a premium based on total deposits. 
This discrimination is not necessarily undesirable. 

Furthermore, there ' is some doubt that bank deposits are genuinely 
insurable. Our experience in the post-1929 depression showed that a , con- 
siderable number of banks may. get into trouble at one time, and if this 
should happen in' the future the F.D.I.C. might have serious financial 
.difficulties. It is argued that a risk,, to be really . iesuxabie, m.ust„ be one 
. which will not result unfavorably for many or most of the insured at any 
given time.. Fire insurance companies.- would hesitate to, grant insurance 
if there,,,' were any likeliho.od that ■'all .or most ,. of'' the ■insured properties 

'^'Federal Reserve Bulletin, Sept:em,ber, 1946., 'p. 1034. ' 

/^■ Annual; Report oi\ the FedersLl Depasit Imurame €:OTporatmnFlM^$ R - .,' 
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would be destroyed by fire at any one time. A popular answer to this 
objection is that depositors will no longer take part in runs on banks, 
since they know that the government stands behind the deposits, but this 
answer is not wholly convincing. In spite of the protection provided by 
insurance, the deposits in a bank that fails will not be available for 
depositors the next day, or even the next week. Some little time will 
necessarily elapse before all depositors will be paid. Since this is true, 
the desire to have one’s money now rather than later may lead to bank 
runs as in the past, and cause the F.D.I.C. real embarrassment. If neces- 
sary, the government would doubtless provide the corporation with addi- 
tional funds to prevent its failure; but if the need for such governmental 
aid should develop, the “insurance” of deposits, as such, would appear to 
be unsound. It is entirely possible that bank deposits could be handled 
through the application of the accepted principles of insurance, by care- 
fully selecting the banks where deposits are to be insured and charging 
premiums adapted to the risks, but many people have had doubts about 
our present system of insurance. Again, deposit insurance— especially in- 
surance on a fiat-rate basis— has been objected to on the ground that it 
may encourage recklessness on the part of some bankers since they know 
that, because of the insurance, their actions wdli not cause loss to their 
depositors. 

Quite apart from these criticisms, it is appropriate to ask whether 
deposit insurance of some kind is or is not a necessary and desirable 
adjunct of a sound system of commercial banking. Our answer is in the 
negative, and the basis of this answer is a familiar one. If we were to 
assume that commercial bankers through unsound banking practices would 
continue, in the future as in the past, to get into difficulties which would 
result in serious loss to their depositors, then we should be inclined to 
endorse federal deposit insurance. But we object to this assumption, since 
we contend that the depositors in a soundly conducted system of com- 
mercial banking would be adequately protected, in general, without 
recourse to government assistance in this form. Hence, we cannot regard 
deposit insurance as the best possible method of safeguarding the interests 
of depositors. 

On the other hand, many arguments have been advanced in favor of 
deposit insurance. It is said to be costless to the banks themselves. The 
argument is that the banks lose heavily whenever business men and other 
depositors lose their confidence in them, as they do after a period of bank 
failures, so that to buy insurance is cheaper than not to have it. It is 
believed that deposit insurance will stimulate the growth of savings de- 
posits and prevent hoarding, and will aid in protecting sound banks 
against the runs which are common when weak banks fail. Finally, atten- 
tion is frequently called to the helplessness of the depositors in the ab- 
sence of insurance; to the inadequacy of the protection which they receive 
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through governmental supervision and examination of banks; to the 
public character of banking; and to its great importance in our national 
economic life, which makes it imperative to avoid bank panics if it is at 
all possible to do so. 

The Results of Deposit Insurance. The fears that have been expressed 
about our system of deposit insurance have not been realized up to the 
present time, and the record of the F.D.I.C. has been favorable. In twelve 
years of operation, the F.D.I.C. paid out or set aside for payment some 
$261,717,000 in connection with the failure or rehabilitation of 398 in- 
solvent or hazardous banks. The F.D.I.C. estimates that only $31,800,000 
out of the $261,717,000, or a little over 12 per cent, should be considered 
a total loss. The total expenditures of the corporation, including these 
final losses, amounted to $73,400,000 in this period. The preniiums paid 
by the insured banks brought in $563,600,000 and the cor|:>oration re- 
ceived $149,700,000 as investment and other income; hence the total 
income exceeded total expenses by $639,900,000 over this period, and the 
surplus of the F.D.I.C. was increased by this amount.-^ 

It also appears that the F.D.I.C. may be a strong force making for better 
banking standards in our system. It has the right to examine all insured 
banks, or to review the examinations of these banks. It actually examines 
ail insured banks which do not belong to the Federal Reserve System, but 
it leaves the examination of national banks to the Comptroller of the 
Currency, and that of state member banks to the Board of Governors of 
the Federal Reserve System. It “cites” insured banks for violations of laws 
and regulations and for unsafe and unsound practices, and can terminate 
their insurance if they do not improve their behavior. Non-insured banks 
which desire insurance as non-member banks, insured noii-nieniber banks 
which wish to retire or reduce their capital or to establish or relocate 
branches, and insured banks of any kind which seek to assume the deposits 
of, or merge or consolidate with, non-insured banks, must obtain per- 
mission from the F.D.I.C. The F.D.I.C. has powTr to regulate the rate 
of interest paid by insured banks on time deposits, and banks are no longer 
permitted to pay interest on demand deposits. Finally, the operation of 
deposit insurance probably deters would-be bankers from starting unsound 
and unnecessary banks, since such banks may be refused deposit insurance 
and few people will care to entrust their deposits to banks that do not 
carry insurance of this kind. 

; THE NEED FOR FURTHER CHANGES .," 

. With, safety for depositors already achieved, the chief problem of com- 
mercial banking' in the United States is adequate control over the expan- 
sion a,nd 'Contraction ■■^of' bank .credit ■•Some -students of 'banking problems 
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question that such control is possible so long as we have a separate system 
of commercial banking for each state, side by side with the Federal Re- 
serve System for member banks all over the country. With forty-eight state 
banking systems, each operating under its own banking laws, and with the 
state-chartered banks at least partly beyond the reach of federal control, 
effective regulation of commercial banking as a whole is most difficult of 
achievement. 

Compulsory Membership in the Federal Reserve System. From this 
point of view, the first step in genuine reform is to require every com- 
mercial bank in the United States to join the Federal Reserve System. 
This requirement would bring all commercial banks under one general 
plan, with the result that our national banking laws and regulations 
relating to elasticity, credit control, the relations of commercial and invest- 
ment banking, and safety, would function much more effectively than 
in the past. It is important that this measure be enforced without any 
lowering of requirements, especially with regard to minimum capitaliza- 
tion for member banks. Indeed, it would probably be well to raise the 
minimum capitalization to a figure substantially above the present require- 
ment. It may be objected that some state banks could not make the 
changes necessary to meet the requirements for membership in the Federal 
Reserve System. This is probably true; but the objection may be answered 
by saying that any bank which, given due notice, fails to measure up to 
the membership requirements is not an essential part of our commercial 
banking system and may well be eliminated. 

Branch Banking. Many economists feel that, even if all commercial 
banks were members of the Federal Reserve System, we could not ade- 
quately control bank credit so long as we have some 14,000 independent 
banks in the country. They believe our commercial banking problems 
would be simplified if we adopted a nation-wide system of branch banking, 
such as that of Canada or England. In England, thirteen large joint-stock 
banks have some 9750 branches^ while in Canada there are ten large, banks 
with about 2850 branches.^® Under such a system, the United States might 
have (say) ten or twenty large banks, each with hundreds of branches, 
and our present small independent banks would be eliminated. At present, 
branch banking is permitted only to a limited extent in this country. 
According to a recent report, we have 1223 banks that have branches, and 
the branches number 4168, most of them being in the same city or county 
as the parent bank.^i 

In support of branch banking, it is urged that a large bank with many 
branches could have a widespread industrial and geographical diversifica- 
tion of assets and liabilities which would prevent its being forced into 

■^0 R. G. Thomas, Our Modem Banking and Monetary New York, Prentice- 

Hall, Inc., 1942, pp. M2, 345. 

Annual Report of the Federal Deposit Insurance Corporationy 1945, p. 9B, 
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bankruptcy by local factors affecting certain types of loanSj while its size 
would make it possible to bear heavy losses without becoming insolvent. 
Many of our recent bank failures have been those of banks with very 
small capital which have been unable to diversify their loans properly 
and have become insolvent when their principal form of loans turned out 
badly. Under branch banking, it is claimed, such loans could safely be 
made by the branches, because these loans would be combined with many 
other types of loans and the parent institutions would be so large that 
whatever losses occurred could be absorbed without serious difficulty. 

A second reason for expecting a reduction in bank failures is that branch 
banking would probably provide what are now our smaller banks with a 
superior type of bank management. The great size of the parent banks 
would make it possible to employ the best of management, and all 
branches would benefit by this high-class managerial ability. In addition, 
it might be possible to require bankers to be carefully and completely 
trained before they were placed in positions of responsibility. 

The claims for branch banking advanced thus far have dealt chiefly 
with safety, and the problem of safety has already been largely solved in 
the United States. How^ever, it would be desirable to have a system in 
which safety results from the inherent soundness of the commercial banks. 
It seems improbable that branch banking would bring a significant change 
in the ability of money and credit to expand and contract. However, the 
control of elasticity might be somewhat more effective than under our 
present system. It might be easier to induce a few large banks to cooperate 
in the control of credit than to get cooperation from thousands of more 
or less independent banks; and, furthermore, the enforcement of banking 
laws and regulations might be simplified under branch banking. Of course, 
the problem of proper examination of the banks and their branches would 
still be a formidable one. 

On the other hand, it is possible that the higher type of management 
under branch banking might be offset to some extent by the heavy cost 
of the central organization, the red tape involved in its operation, delays 
in making decisions, and an extensive division of responsibility, A system 
of branch banking might retard the economic development of the country. 
Small depositors and borrowers might be neglected because of the greater 
profitability of large accounts and the inability of small borrowers to 
furnish collateral security acceptable under the rules of the parent bank. 
Branch banks might find it difficult to adapt themselves to changing 
economic conditions. Large institutions often depend extensively upoii 
formal rules and regulations in operating their business, and branch bank- 
ing might result in a relative fixity of policy which would lessen the ability 
of the banking system to adapt itself to the varying needs of different 
■'sections' of the '.country, , 

Finally# it is sometimes contended that branch banking might lead to 



82 ECONOMICS: PRINCIPLES ANB PROBLEMS 

a concentration of power which we would find intolerable. Those in con- 
trol of the few great banks might come into control of industry, and domi- 
nate fiscal and Federal Reserve policies as well. Since the branch banks 
would be operated for profit, such a financial monopoly might adjust the 
issuance of commercial credit to the needs of the country even less success- 
fully than our banking system has done in the past, and conceivably create 
a situation in which the banks would be safe only because of their ultimate 
reliance upon the credit of the government. 

In attempting to reach a decision on the desirability of branch banking, 
the crux of the whole matter seems to be whether the management of 
banking institutions would automatically be better under branch banking 
than under our present system of unit banking. Unless bank management 
improved, merely the large size of banks would be no positive guaranty 
of safety. Large banks with many branches could diversify their loans and 
investments to a greater extent than ordinary independent banks, but 
there is hardly certainty that they would actually and autojnatically do so. 
Countries with branch banking have had failures of banks with hundreds 
of branches, though in general the banking record of such countries in 
the great depression after 1929 was excellent. Of course, parent banks in 
America might be so large that the government could not afford to let 
them fail; but this type of safety would represent no advance over the 
present situation, for -we have already decided that we cannot leave our 
independent banks free to fail. 

We can scarcely deny that the excellent results obtained in other coun- 
tries with branch banking systems have been largely due to superior bank 
management, but we are uncertain as to whether the better management 
has been the result of branch banking per se or whether it has resulted 
from the development, through the years, of an established tradition of 
sound banking plus the operation of all banks under a unified banking 
system and uniform laws. In Canada, for example, all commercial banks 
operate under a set of laws applying to the whole Dominion. Canadian 
commercial banks do not lend on real estate or engage in handling trust 
funds. They may not hold shares of bank stock, or make loans with such 
stocks as security. Their investments consist almost wholly of high-grade 
bonds or other securities which are quickly convertible into cash. Nor do 
they follow the common American practice of renewing a given short-term 
loan over and over again, until it amounts virtually to a fixed capital 
investment. Finally, the managers of Canadian banks are generally steeped 
in the principles of sound commercial banking, and have often risen from 
the ranks on the basis of merit alone. Such conditions might result in 
sound commercial banking in any country, whether or not it had a system 
of branch banking. 

According to the supporters of branch banking, such superior manage- 
ment, practices, and policies pom having branch banking. If this 
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conclusion is valid, it follows that the United States should proceed to 
develop a complete system of branch banking as rapidly and enthusi- 
astically as possible. 

The Limitation of Commercial Banking. A vital need of banking in 
this country is an effective means for restricting commercial banks to the 
business of commercial banking. We believe that commercial banks should 
be forbidden to lend on real estate, for this is hardly a proper function 
of commercial banking. Loans on stocks and bonds should be permitted 
but sparingly, and then only with large margins of safety. The security 
investments of commercial banks should be limited to the highest and 
most liquid types of securities. The banks’ power to make fixed capital 
loans to business men, by repeatedly renewing short-term commercial 
loans, should also be restricted sharply. Many of these types of loans and 
investments, which should not be made by strictly commercial banks, are 
appropriate for savings banks or for the savings departments of other 
banks; but, unless our commercial banks can learn to run their savings 
departments without becoming confused as to functions, it would seem 
desirable for commercial and savings banks to be entirely separate institu 
tions. This comment is applicable also to trust departments now operated 
by commercial banks. 

Under conditions such as these, there would probably be little need for 
deposit insurance, or for member banks to borrow from Reserve banks 
on the basis of so many types of security. We should no longer be troubled 
by an extension of deposit credit to many times the amount of money 
available for the conversion of deposits into cash. If the deposits of com- 
mercial banks were almost entirely the result of bringing cash items to 
the banks or discounting eligible commercial paper, there would be no 
need to have on hand, in the form of money, 100 per cent of the deposits 
which might have to be paid off at any time. That is, if the banks’ deposits 
were backed almost wholly by liquid investments and by commercial paper 
eligible for rediscount, the banks could always secure cash at the Federal 
Reserve banks in quantities sufficient to stave off any run by depositors; 
and we should not need to liberalize the conditions for rediscounting or 
provide deposit insurance. The deposits of a sound commercial banking 
system are safe without outside guaranty. 

The Bevelopment of Better Bankers. Perhaps our greatest need in 
American commercial banking is better bankers, rather than better bank- 
ing laws and regulations. Many an authority on banking, wearied by the 
adoption of countless banking laws which appear to briilg little improve- 
ment, has suggested that our commercial banking system has been over- 
burdened with legislation but insufficiently governed by sound credit 
policies and practices on the part of bankers. The American attitude 
toward banking problems has been that, if we could pass large numbers 
of good laws, we should get good banking; but actual experience gives 
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ample grounds for suspecting that it is difficult, if not impossible, to make 
good bankers by legislation. We have tried, by laws and regulations, to 
prevent banking practices which bankers in other countries, under the 
influence of tradition and custom, would regard as unthinkable even in 
the absence of laws and regulations. 

No body of banking laws can be so nearly perfect that bankers cannot, 
if they wish, find loopholes for employing methods which may eventually 
have serious consequences to their own businesses and to other members 
of society. If banking is to remain in private hands, there is no adequate 
substitute for the sound judgment of bank officers as a safeguard against 
the improper use of credit; and it seems clear from past experience that 
an improvement in banking personnel must be an integral part of any 
advance in commercial banking. There is need for an understanding of 
the relation of commercial credit to the rest of our economic structure, 
and an appreciation of the fact that a loan may be sound and profitable in 
and of itself and yet, in conjunction with thousands of similar loans by 
other banks, disastrous for the system as a whole. It was once the custom 
in a certain European country for the head of a wrecked bank to take his 
own life, instead of hiring a battery of lawyers to defend him or departing 
posthaste for foreign and sunnier climes. Without going so far as to advo- 
cate such harsh measures, we are firmly convinced that our bankers must 
be made to recognize their obligations— that they must be brought to 
regard banking as a kind of public trust instead of, or at least as well as, 
a business conducted for private profit. 


1. What conditions must be fulfilled if elasticity of money and commercial credit 
is to be attained? 

2. “The function of money and credit is to facilitate, but not to determine the 
nature and content of, economic activity."' Explain. 

3. How was the Federal Reserve System, under the powers originally granted it, 
expected to control the expansion and contraction of credit? 

4. Were the powers vested in the System adequate for this purpose? 

5. '^Open-market operations and changes in rediscount rates are really only 
different phases of a single method of credit control.” Explain. 

fi. How have the powers of the Federal Reserve System for controlling the 
expansion of commercial credit been strengthened in recent years? 

7. Explain the importance of the Board of Governors" power to alter the re- 
serves required behind the demand and time deposits of member banks. 

8. “The new powers of the Federal Reserve System for controlling the expan- 
sion of credit have not received a fair trial up to the present time.” Explain. 

9. Give some idea of the number of failures of member and non-member banks 
from 1921 to 1933, and from 1934 to 1945. 

JO. What was the leading cause of member bank failures in the depression years 
1929-1933? 
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11. Recent banking legislation is said to have provided for the separation of com- 
mercial and investment banking. What is the meaning of this statement? 

12. How did the Banking Act of 1935 change the terms on which member banks 
may borrow from Federal Reserve banks? Explain. 

13. Explain the federal plan to insure the deposits of commercial banks under 
the Banking Act of 1935. 

14. What problems arise in connection with a plan of deposit insurance such as 
we now have in the United States? Explain. 

15. Is deposit insurance a necessary and desirable feature of a sound commercial 
banking system? Why or why not? 

16. What other changes affecting the safety of depositors were included in recent 
banking laws? Explain. 

17. Why do banking laws and regulations for credit control affect also the safety 
of depositors? 

18. Should all commercial banks be required to become members of the Federal 
Reserve System? Explain. 

19. Present the arguments for and against branch banking as a solution of oui 
banking problems in the United States. 

20. “A national system of branch banking should be adopted in the United States." 
Discuss. 

21. Should we require that commercial banks limit themselves strictly to com- 
mercial banking? Explain, 

22. “Even the best of banking legislation will not necessarily give us a sound 
system of commercial banking." What more is needed, and why? 
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CHAPTER 35 



AN INCREASE IN POPULATION USUALLY MEANS AN INCREASE IN ECONOMIC 

machinery to supply the newcomers with commodities and services. An 
increase in individual purchasing power, permitting the use, by those in 
the lower income groups, of comforts or minor luxuries which have been 
denied them in the past, likewise leads to an expansion in productive 
facilities. Finally, every new invention of a practical nature-such as the 
automobile, air conditioning, or television— means the construction of 
buildings and equipment that will promptly place the new good in the 
hands of all who are able and willing to buy. Hence, in all economically 
progressive countries there is a continuing demand for fresh supplies of 
fixed capital with which to increase the output of economic goods. 

THE NATURE OF INVESTMENT BANKING 

Funds to be expended for fixed capital may be, and sometimes are, 
provided by the business enterprisers who use them; and, again, they may 
be procured by enterprisers directly from private individuals who are 
looking for investments which they expect to pay them a satisfactory 
return from year to year. But financing of this kind— directly from saver 
to enterpriser— is likely to be on a rather small scale, and to relate to the 
individual proprietorship or partnership form of business organization. 
Also, in instances of direct borrowing the enterpriser is usually personally 
acquainted with those who entrust their funds to him. 

Investment Bankers. It is much more common, however, to handle 
loans for fixed capital through banking houses that make a specialty of 
dispensing credit for permanent investments. Because of the need for 
agencies of this kind in a rapidly growing industrial society, there have 
developed in the United States a number of investment banking concerns, 
whose job is to gather together the savings of many individuals and place 
them at the disposal of the few who can use them to advantage in the 
conduct of business ventures. 

The process of collecting savings is carried on indirectly in most cases. 
That is to say, investment bankers do not as a rule come into direct contact 
with those whose funds they invest, unless the latter happen to be persons 
of great wealth whose accumulations are sufficiently extensive to warrant 
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individual attention. For the most part, the established investment banking 
houses secure their funds by floating issues of stocks and bonds of concerns 
that are about to be launched, or of established concerns that can use to 
advantage additional quantities of fixed capital. 

The “Selection’’ of Investments. The process of financing a large busi- 
ness undertaking is far from simple. For convenience in discussion, the 
process is often divided into three parts—selection, underwriting, and 
distribution. If a group of business men should need to secure many 
millions of dollars’ worth of capital for a new industrial project— say, the 
manufacture of plastics or television receiving sets— or should they wish 
to expand the plant or equipment of a going concern, they would be likely 
to open negotiations wdth a great investment banking house, such as J. P. 
Morgan and Company, or Kuhn, Loeb and Company, and request that 
this financial concern undertake to float an issue of stock or bonds, or 
perhaps both. If the banking house had no intimate knowledge of the 
project in question, it would undoubtedly make a careful investigation 
of all pertinent facts before agreeing to finance the operation. Of prime 
importance is the salability of the new securities, for investment bankers 
are seldom interested in buying stocks and bonds which they cannot readily 
dispose of. But of almost equal importance is the safety of the project 
under consideration; for an investment banking house is known by the 
securities it sells, and its reputation is safe only as long as its customers 
are pleased with their purchases. Hence there is need to ascertain that the 
business to be financed is entirely sound, and that its securities represent 
a safe as well as profitable investment. 

“Underwriting” and “Distribution” of Securities. If, with all necessary 
information at hand, the investment banking house decides to undertake 
the task of providing the desired funds, it guarantees (or “underwrites”) 
the sale of the necessary stocks or bonds, or both, within a specified time. 
The investment banker buys these securities from the company at a figure 
lower than the anticipated market price, so that he may reasonably expect 
to make a profit from their sale. Now comes the task of disposing of the 
securities. To this end, the investment house usually proceeds to form an 
“underwriting syndicate,” a temporary association made up of a number 
of other investment houses that are given an opportunity to join in the 
sale of the securities in question. 

Each of the several underwriting concerns guarantees that certain 
amounts of the securities will actually be sold. The original banking house 
now offers these securities for sale to the public at, of course, a higher 
price than was paid for them. If the entire issue is sold without difficulty, 
each of the participating concerns is rewarded on the basis of the quantity 
that it individually underwrote, or guaranteed. If, on the other hand, some 
of the securities remain unsold after a specified time, they are divided 
among the underwriting houses in proportion to their guaranties, and 
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are sold by each to investors on terms as advantageous as can be secured. 

Underwriting, it will be seen, involves the principle of insurance, and 
is one of the many devices used in the business world for “spreading the 
risk.’’ An investment house would usually rather have a one-twelfth interest 
in each of a dozen good securities, than complete responsibility in a single 
stock or bond that has been issued in huge quantities. 

Investment bankers are sometimes called “security merchants,” the great 
banking houses that float issues of stocks and bonds being known as 
wholesalers and the smaller underwriting houses as retailers. The commer- 
cial banks also play an important part in the business of providing invest- 
ment credit, since they lend extensively to investment banking houses, 
accepting as security for the payment of the loans the stocks or bonds that 
the underwriters have taken over from the Morgans, the Kuhn, Loebs, and 
other large issuing concerns. 

Our organized security exchanges, such as the New York Stock Exchange 
and the New York Curb Exchange, are another agency in the distribution 
of securities. In the course of time, most important security issues are listed 
on an exchange and the exchange becomes a market place in which the 
securities are bought and sold. The promoters of an issue sometimes 
manipulate the market in such a way as to cause a gradual rise in the price. 
This is done by offering to buy the security at progressively higher prices 
day by day. Thus, a stock that is being manipulated by a “pool” of bankers 
who are interested in disposing of large numbers of shares might sell today 
at $30 a share, tomorrow at $30.25, the next day at $30.50, and so on. 
Certainly no shares will be sold at less than the pidce offered by the pool, 
since holders of shares will naturally sell, if at all, at the highest price 
obtainable. As the price keeps rising, the general public, noting the steady 
increase and scenting big future profits, is drawn into the market and 
this new demand for shares aids materially in distributing the issue. This 
is one of the questionable practices restricted by the Securities Exchange 
Act of 1934, which we shall examine later in the chapter. 

Though not all of the securities issued through investment bankers are 
listed on the organized exchanges, the largest, most important issues are 
eventually listed. At first, many of these stocks and bonds get largely into 
the hands of buyers who are speculatively inclined, and who are likely to 
sell out in a few weeks or months and pocket the gain to be realized 
through whatever price increase has taken place since the date of purchase: 
But once a stock or bond has become established as a dependable security 
paying a satisfactory return, it comes more and more extensively into the 
possession of investors, who buy primarily for the purpose of getting a 
steady income from their purchases. 

Reinvested Earnings. Another important means of accumulating funds 
for the purchase of fixed capital is the reinvestment of part of the earnings 
of business concerns. It is now a very common practice for great corpora- 
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tions not to distribute to their stockholders in the form of cash dividends 
as much as has been earned in a given period, say a year. Not only does 
the successful business enterprise usually establish a surplus fund from 
which to meet deficits and pay dividends in unprofitable years, but a part 
of the profits of good years is often laid aside with the deliberate intention 
of using it for expanding the business— that is, for providing fixed capital. 
The growth of the Ford Motor Car Company from an original investment 
of only $28,000 to one measured in hundreds of millions was accomplished 
wholly through the device of reinvested earnings, no new capital funds 
having been added to the business except those withheld year by year from 
the tremendous earnings of this company. 

While additions to new capital from reinvested earnings are not so large 
as the additions made through the sale of stocks and bonds, they neverthe^ 
less form a very significant part of the capital accumulations of this coum 
try. Of course, earnings that are allocated to surplus add to the value of 
the business, and in the case of corporations are reflected in the enhanced 
value of the stock outstanding, provided no additional shares are issued. 
But boards of directors frequently issue stock dividends in lieu of cash 
dividends, and this action tends to hold down the selling price of the 
shares. On the other hand, it puts new shares in the hands of the old 
stockholders, who if they wish may convert their new holdings into cash 
by selling them to others. But whether the new shares are held or sold, the 
new capital funds which they represent are in the possession of the cor- 
poration. With the use of these funds, expansion may proceed without the 
delay and expense that might be entailed had the corporation attempted 
to secure these funds through the sale of stocks and bonds. 

Agencies for the Collection of Savings. By whom are industrial stocks 
and bonds purchased? Ultimately, of course, by the general public or by 
that portion of the public that earns more than it spends for consumption 
purposes. But in many cases the savers of income invest it not directly, but 
through an intermediate agency of one type or another. Commercial banks, 
savings banks, insui'ance companies, and endowed institutions of many 
kinds have funds to invest from time to time. Since these funds are not 
likely to be called for soon, or to any appreciable extent, they are largely 
available for long-term investment, provided the investment is safe. 

Because many of these savings belong to persons of rather limited finan- 
cial resources, there is special need for security; and certain institutions, 
such as insurance companies and savings banks, are restricted in the uses 
to which their available funds may be put. Though the individual invest- 
ment in insurance or in a savings account is frequently small, the total 
accumulation of this kind is great. Total time deposits in this country 
had reached, by September, 1947, the imposing total of 56 billion dollars, 
of which 21 billion were funds entrusted to mutual savings banks and the 
Pos tal, Savings System. ; 
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Many problems of individual and social significance have arisen in 
connection with investment banking. One is the necessity of providing 
the greatest possible degree of safety for purchasers of the securities issued 
by investment banks. Investors must be protected from securities that are 
fraudulent in character, and from security salesmen who grossly overstate 
the possibilities of the stocks and bonds they offer to the public. 

Another important problem is to insure that investment banking shall 
be carried on efficiently and in a manner consistent with the public wel- 
fare. More specifically, this means that investment credit must not be so 
extended at certain times and so restricted at others that its issuance 
becomes an important cumulative factor in causing business instability. 
It means, also, that this credit must be distributed among the industries 
seeking it, so as to coordinate the creation of new productive facilities with 
the desires of consumers. Finally, it is important that investment banks, 
in performing their function, shall not be permitted to get a strangle hold 
on industry by threatening to withhold needed credit if such control 
should be denied them. 

Safety for Investors. Those who have securities to sell are frequently 
more optimistic as to the future of their stocks and bonds than the situa- 
tion warrants. Consequently, many of the securities sold to the public have 
turned out to be worthless. This failure of securities to live up to the 
representations of the sellers is by no means a new economic phenomenon. 
Indeed, it is as old as the corporation itself. The fleecing of the public 
through the sale of worthless securities has led to the adoption, by forty- 
three states and the District of Columbia, of laws regulating the sale of 
securities and, in some cases, providing for the recovery of losses incurred 
by those to whom they have been sold in violation of law. 

But the widespread purchase of stocks and bonds in the boom period 
preceding 1929, followed by the loss of an estimated 25 billion dollars by 
the American purchasers of valueless securities, brought the question of 
investment frauds to a head. The result was the passage of two federal 
measures, the federal Securities Act and the federal Securities Exchange 
Act.; 

The Federal Securities Act. The federal Securities Act was passed in 
19S3. Its purpose was *‘to provide full and fair disclosure of the character 
of securities sold in interstate and foreign commerce and through the 
mails, and to prevent frauds in the sale thereof.” 

Without intending to interfere in any way with the enforcement of state 
legislation dealing with the sale of securities, this federal law was designed 
to insure that the buyer of stocks and bonds should be fully informed as 
to the standing of the company in which he was investing. The issuer of 
a f-ecurity was required to file with the Federal Trade Commission up to 
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September 1, 1934, and thereafter with the Securities and Exchange Com- 
mission (a commission of five members appointed by the President of the 
United States) a registration statement which contained all information 
about the security which an investor needed to know. Until this statement 
was filed, the security could not be sold or offered for sale through any 
agency of transportation or communication in interstate commerce or 
through the mails. Once the statement was filed, the seller had to provide 
every buyer with a prospectus, which in reality was a summary of the 
information contained in the registration statement. 

The Act also provided for the civil liability of security issuers to 
investors suffering losses, if the registration statement or prospectus con- 
tained false information or omitted material facts. All who shared in 
misleading the investors, including the issuing corporation, the original 
investment bank marketing the security, the underwriters, and even 
accountants and other experts, w^ere held liable. As originally passed, 
the liability provisions were very severe. Purchasers of securities could 
recover in court their full losses on the securities, even though the false 
information or omissions in the registration statement or prospectus were 
not the cause of the loss, or were only a partial cause. The Act permitted 
recovery of losses by anyone buying a security, whether or not he ever saw 
or relied upon the statement containing the false information or omis- 
sion. Each member of an underwriting syndicate was held liable to all 
purchasers of a security, including the customers of other members of 
the syndicate as well as its own customers, and suit could be brought for 
the recovery of losses at any time within ten years after the public offering 
of the security. 

Appraisal of the Federal Securities Act. The federal Securities Act 
aroused a good deal of protest. There was general sympathy with the aims 
and purposes of the Act, but it was felt that the law was unduly severe in 
prescribing liability for security issuers and sellers. It was held that the 
Act assumed guilt on the part of all connected with unfortunate security 
issues unless they could prove their innocence, and that it would foster 
litigation, false claims, and nuisance suits. It was pointed out that not all 
information connected with a business could be furnished to the Com- 
mission and that a fact, originally omitted from the registration statement 
as unimportant, might later appear to be material and relevant. Some 
critics even expressed a fear that the investment banking business might 
be practically exterminated because of the great dangers and liabilities 
that would have to be borne by corporations, investment bankers, and 
underwriters. ' 

As a resuit of these protests, the federal Securities Exchange Act of 
1934 amended the federal Securities Act in several respects. The purchasers 
of new securities may now recover full losses, without regard to causation^ 
unless the defendant can establish that the loss was not caused, or was 
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only partly caused, by the false information or omissions of the registra- 
tion statement or prospectus. If a person buys a security before the publi- 
cation of the first twelve-months’ earnings statement of the issuing cor- 
poration after the date of registration, it is assumed that he relied on 
the information in the registration statement and prospectus. If the security 
is purchased later, reliance on the information must be proved. No mem- 
ber of an underwriting syndicate is now liable for an amount in excess 
of the aggregate price of his share of a security issue, and a suit to recover 
a loss must be brought within three years after the public offering of the 
securities. 


Table 38. New Capital Funds Raised in the United States, 1929-46 

(Source: Board of Governors of the Federal Reserve System, Banking and Monetary Statistics, 
p. 487; Federal Reserve Bulletin, March, 1947, p. 302) 

(In millions) 


Year 

Total New 
Security Issues'* 

Total New 
Corporate 
Security Issues 

Year 

Total New 
Security Issues 

1 

Total New 
Corporate 
Security Issues 

1929 

$10,093 

$8,002 

1938 

$2,360 

$ 873 

1930 

6,912 

4,483 

1939 

2,277 

383 

1931 

3,095 

1,551 

1940 

1,951 

736 

1932 

1,197 

325 

1941 

2,854 

1,062 

1933 

720 

161 

1942 

1,075 

624 

1934 

1,386 

178 

1943 

642 

374 

1935 

1,457 

404 

1944 

913 

646 

1936 

1,972 

1,192 

1945 

1,772 

1,264 

1937 

2,138 

1,225 

1946 

4,588 

3,506 


® Excludes refunding issues and direct issues of the United States government, but includes 
issues of foreign and domestic corporations, foreign governments, farm loan agencies, and 
states, municipalities, and territories. 


The results of the operation of the Securities Act of 1933 have been 
both favorable and unfavorable. There is no doubt that a law encouraging 
honesty in the sale of securities was necessary for the protection of in- 
vestors; but the Securities Act, even with the amendments noted above, 
was so drastic a measure that, besides preventing abuses, it has interfered 
seriously with the normal functioning of the investment banking business. 
The Act cleansed and purified the issuance of securities, but relatively 
few corporate securities have been issued, as the data in Table 38 indicate. 
From 1933 to 1945, inclusive, new corporate security issues in no year 
exceeded 15.3 per cent of those issued in 1929, and usually fell well below 
even this meager level And, if it is objected that 1929 is an unfair year 
for purposes of comparison, we naay say that there was no year from 1933 
to 19 inclusive, in which the total value of new corporate securities 
amounted to as much as 50 per cent of those issued in 1923— a year before 
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the period of large security issues in the late 1920’s begaii.^ In the recon- 
version year of 1946, new corporate security issues struggled up to about 
44 per cent of the 1929 volume. 

It is true, of course, that the years 1933 to 1940 were not very prosperous 
ones, but, according to modern business cycle theory, one cannot logically 
charge a depression with causing a shortage of investment, for a shortage 
of investment is a depression. Moreover, physical conditions in the late 
1930’s were favorable for heavy investment, since industrial plant and 
machinery had become increasingly decrepit during the long depression 
and housing construction had been lagging for many years. It is likely, 
then, that the Securities Act had a sharp restraining effect on the issuance 
of new securities, and the reasons are not far to seek. 

Under the rulings of the Securities and Exchange Commission, the 
prospectuses furnished to investors have always run over 20 pages in length, 
and 70 pages are very common.^ The registration statements which the 
Commission requires are far more elaborate and voluminous. Both docu- 
ments must be checked and doublechecked by expensive lawyers and 
accountants, and the cost of preparing them has run as high as $150,000 
or $200,000 in individual cases. Moreover, it takes a brave man to accept 
legal responsibility for all the facts contained in a 70-page prospectus or 
a registration statement which may run into several volumes. It is small 
wonder that corporations have hesitated to issue new securities. The 
remedy for this situation is obvious. Registration statements should prob- 
ably be abandoned altogether, and it should be made possible for pro- 
spectuses for investors to be brief, although their legal characteristics 
should be retained. That is to say, the prospectus should reveal the mate- 
rial and relevant facts, and should be a document on the basis of which 
men may be sued for damages or otherwise punished if they falsify or 
omit material facts. In this way the objectives of the Securities Act could 
be attained without preventing the issuance of worth-while securities. 

The Securities Exchange Act. In any case, the Securities Act did not 
afford full protection to investors, since it covered only new security 
issues and many investors had lost their all by purchasing securities already 
existing on the exchanges. Moreover, while most bonds are publicly 
offered, many issues of stock w^ere formerly distributed through the security 
exchanges, often by manipulative practices of the type cited earlier in the 
chapter. For example, when an issue of stock was to be distributed, the 
first step was to register it, say on the New York Stock Exchange. Then the 
owners of the issue would make it appear active on the exchange by hiring 
brokers both to buy and to sell the issue for the account of the owners. 
For a time they might have to buy more than they sold, so that the price 

B. M. Anderson, ill Einanang American Prosperity, York, Twentieth Century 

Fund, 4945,' p.38.v'v' 
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of the stock would show a steady rise. But eventually the public, attracted 
by the activity and price rise of the stock, would come into the market; 
and then the brokers, by selling more shares than they bought, could dis- 
tribute the issue at the artificially high price. 

The Securities Exchange Act, passed in 1934, aims to discourage such 
practices. Besides amending the federal Securities Act of 1933, as previously 
noted, it requires all security exchanges, unless exempted by the Securities 
and Exchange Commission, to be licensed by the Commission after furnish- 
ing certain required information. Every security issue listed on the ex- 
changes must also be registered with the Commission by the issuing 
corporation. The registration statements must contain facts in ten cate- 
gories enumerated by the Act, in addition to any further financial state- 
ments which the Commission may deem necessary. The corporations may 
also be asked to file certified reports periodically. The result is that many 
corporations are now required to register with and furnish information 
to the Commission, although they would have been exempt from such 
obligations under the federal Securities Act of 1933 because they have 
not recently attempted to issue new securities. 

Control of Manipulative Practices. The Securities Exchange Act at- 
tempts to define, or give the Commissjon power to define, the functions 
of brokers, dealers, and specialists, and forbids certain manipulative 
practices under penalty of $10,000 fine and two years' imprisonment, or 
both. Under this Act, pools which are organized to make money by forcing 
the prices of certain securities up or down may no longer use publicity 
to advance their interests. They are prohibited from circulating false and 
misleading information about a security, from circulating any information, 
true or false, about prospective rises or falls in prices because of pool 
activity, and from paying anyone directly or indirectly for circulating such 
information. The creation of fictitious market activity is also forbidden. 
That is, it is now unlawful for any person, directly or indirectly, alone 
or with others, to effect a series of transactions in a registered security 
creating actual or apparent trading in such security or raising or depress- 
ing its price to induce purchase or sale by others. It is illegal to use the 
facilities of the exchanges, or of interstate commerce, or to use the United 
States mails for such purposes. 

Corporate directors, officers, and stockholders who own 10 per cent or 
more of an issue of securities must file a statement with the Commission 
setting forth their holdings, and must report changes in ownership during 
each month. If officers and directors buy and sell the securities of their 
own corporations within a six-month period and make a profit, the gain 
belongs to the corporation and may be recovered by legal action. More- 
over, these officers and directors are not allowed to make “short sales” of 
the stocks of their corporations, in order to profit by declines in the prices 
of these securities. Short-selling, as a manipulative device, is brought 
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under the Commission’s control, to be regulated as it may deem, advisable. 
It may require exchanges and exchange members to report short sales 
daily, and to report the coverage of short sales. “Pegging” the price of 
a security, through purchases by its sellers while the security is being 
marketed, is tolerated only under rules and regulations to be laid down 
by the Commission. Finally, the Board of Governors of the Federal Re- 
serve System is given the power to control margin requirements for 
borrowing on securities. 

Appraisal of the Securities Exchange Act. Our appraisal of the Securi- 
ties Exchange Act must be similar to that of the Securities Act. There is 
no doubt that the security exchanges and manipulative practices on the 
exchanges could stand some regulation or that the Act, as administered 
by the Commission, has been successful in cleansing and purifying the 
exchanges and their activities. On the other hand, it is equally clear that 
the Act and its administration have reduced activity on the security ex- 
changes to a low level and made the market for securities “thin.” That 
is, large changes in security prices now occur on the basis of relatively 
small volumes of buying or selling. For example, on twelve days in 1930 
and 1931, over 13,000 shares were sold for each one per cent decline in 
stock prices and over 23,000 shares for each decline of one dollar. On twelve 
days in 1936 and 1937, only 4700 shares were sold for each one per cent 
of decline in stock prices and only 6700 shares for each decline of one 
dollar. On September 7, 1937, the figures were 2100 and 3400 shares, 
respectively.^ 

The dearth of speculative activity and the thinness of the market are 
due to a number of factors, some of which, such as high taxes on income 
in general and on capital gains in particular, are unconnected with the 
securities and exchange legislation. On the other hand, there are several 
phases of the Act and its administration which have interfered greatly with 
activity on the exchanges. The regulation of the buying and selling of the 
securities of their own corporations by officers and directors has prevented 
these individuals from taking advantage of inside information to make 
a profit on the exchanges, but it has also kept them from buying to support 
the prices of their securities when they felt the prices were becoming un- 
warrantedly low and from selling these securities when they thought the 
prices were becoming unduly high. High and inflexible margin require- 
ments, severe regulation of the activities of specialists and floor traders, 
and the Commission’s practice of questioning brokers and their customers 
concerning individual transactions on the exchanges have also operated 
to restrain legitimate speculative activity. Many of these matters could 
be correeted by a more liberal administration of the Act by the Commis- 
sion, without changes in the Act itself and without great danger to its 
basic and desirable objecti^s. 

^ Ibid., p. 40. 
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The Total Volume of Investment Credit. While important though 
somewhat too drastic steps have been taken in the direction of providing 
safety for investors, very little has been done about certain other problems 
in the field of investment banking. One problem which must be faced 
in any economic system is the relative distribution of productive resources 
between (1) providing for present consumptive wants and (2) providing 
for the future through the production of capital goods. So long as produc- 
tive methods remain the same and productive resources are scarce, we can 
enjoy a more abundant life in the future only at the expense of present 
consumption. Both saving and investment are necessary to the production 
of capital goods, and the investment bankers, through their sales of security 
issues, are supposed to coordinate these processes. 

Prior to 1933, the investment bankers performed this function with 
only moderate success, for their business operated by fits and starts, in 
times of business prosperity, investment credit would sometimes flow in 
a veritable flood and get well in advance of current savings available for 
investment, since commercial banks would lend funds to customers to 
enable them to acquire securities on the installment plan. Such periodic 
overextensions of investment credit were partly responsible for building 
up the business booms which in turn gave way to depressions. At other 
times, the flow of investment credit would dry up until it was a mere 
trickle, although saving would go on at a moderate rate at least. Since 
1933, the flow of investment credit has fluctuated considerably from year 
to year, but the total volume issued by the investment bankers has been so 
low at all times that its instability has undoubtedly been less important 
than formerly. 

Of course, the investment bankers are not wholly to blame for periods 
of over- and under-investment, much less for business booms and depres- 
sions. Indeed, we have already seen that they are middlemen in the in- 
vestment process, acting in response to the demands of business for invest- 
ment credit and the demands of individuals and institutions for securities. 
The bankers could scarcely market securities in dangerously large quan- 
tities unless corporations wanted huge amounts of investment credit and 
people could be found to buy the securities at such times. And security 
purchasers could not indulge their wild desire to get rich quick by buying 
stocks and bonds unless the commercial banks lent the funds necessary 
to finance these purchases. However, the investment bankers must accept 
some responsibility for the instability of their business. 

Those who engage in business in our modern economic system find it 
necessary to forecast future economic conditions, such as the probable 
extent of markets and the prices of certain commodities. In days of 
prosperity, they become unduly optimistic and overestimate future earn- 
ings. This is as true of investment bankers a^of business men in generah 
When business is good, profits are large, security prices are mounting. 
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and the future demand for consumption goods and the facilities for pro- 
ducing them seems unlimited, it is easy for investment bankers to over- 
estimate the need for investment credit. And, because of the crucial 
importance of the extension of investment credit, the mistakes of invest- 
ment bankers are likely to have rather wide repercussions. 

The Distribution of Investment Credit Among Industries. The achieve- 
ment of an appropriate distribution of investment credit among industries 
and businesses has been another problem of investment banking in the 
past. Since the quantity of funds available in our economic society is not 
sufficient to finance all the undertakings in which business men would 
like to engage, it is clear that some enterprisers will get the funds that 
they want while others go without. And since most of our industrial 
financing in the past was done through the investment banking houses, 
it is equally obvious that our investment bankers have exercised a large 
degree of control over production. In a very real sense, they have held the 
power of life and death over a large part of the productive activities of 
the economic world, since they were in a position to provide the funds 
that a given concern needed and thus insure its operation, or veto its 
appeal and thus seal its doom. 

The best interests of society require that whatever capital funds there 
are shall be distributed in such a way as to promote the most essential 
industries— that is, those which will contribute most to the welfare of 
society as a whole or whose products are most needed and desired by the 
people. However, the investment bankers were motivated by the desire 
for profit in distributing investment credit among industries and tended 
to extend the credit to those firms and industries which could pay most 
for its use. In many cases the firms and industries which could bid most 
effectively for investment credit were also those which deserved to receive 
it from the social point of view, but we could not expect this to be 
universally true. Thus funds might be directed by profit-seeking bankers 
into the construction of palaces for multimillionnaires, leaving none avail- 
able for the building of 'model apartments” for working people, even 
though the millionnaires were already magnificently housed and the 
workers were living in slums.^ 

The Domination of Industry by Investment Bankers. Investment 
bankers have often required, as a condition of issuing investment credit 
to a corporation, that the corporation appoint on its board of directors 
one or more members of the banking house, ostensibly for the purpose 
of insuring the safety of the security issue. This requirement appears 
innocent enough on the surface, but Americans in general were some- 

^ While the problem of allocating investment credit among indiistries would continue 
to be important, the controi of this distribution by investment bankers would no longer 
be a significant issue if these bariliers, in the future as in the recent past, provided only 
relatively small total sums of investment credit for industry. 
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what startled, some years ago, to learn that one investment house in this 
counuy, together with its dependents and allies, was represented by 
directorships in corporations with net assets of some 74 billion dollars, 
or about one-fourth of the total of American wealth at the time. This 
power was centered in the hands of some 167 persons in the banking 
house, and they held 2450 interlocking directorships in corporations.^ It 
is difficult to say to what extent investment bankers control the policies of 
corporations at present, but certainly it would be socially undesirable for 
this control to develop so far that a small group of private persons, acting 
as investment bankers, could dominate the economic activities of the 
country. 

A Proposed Solution. We have already seen that the problems of in- 
vestment banking declined in importance after 1933 because of the very 
low level of activity which prevailed in the investment banking business. 
During the period of World War II, these problems became still less 
significant, for the government acquired and used a very large part of 
the savings of the country. Thus in 1945, when new corporate security 
issues amounted to only 1264 million dollars, net savings of individuals 
in the United States were in the neighborhood of 35 billion dollars and the 
gross federal debt increased by about 57 billion dollars. 

Some people argue that, in the post-war period, we should proceed to 
put the investment bankers out of business entirely and socialize the 
extension of investment credit. The government would presumably absorb 
the savings of individuals through the sale of government bonds, and 
delegate to a board, probably one similar to the Board of Governors of 
the Federal Reserve System, the task of distributing investment credit 
among the industries and businesses of the country. The board would be 
appointed by the President of the United States. Its members would serve 
long terms, which would expire in rotation. They would be paid adequate 
salaries and be required to sever all private business connections. 

In this way, it is claimed, the problems which we have discussed would 
be solved. There would no longer be any question of the issuance of 
fraudulent or worthless securities. The board would regulate the total 
volume of investment credit in accordance with the needs of society, and 
would not be induced, by any considerations of profit or loss, to over- 
expand credit at certain times and limit it unduly at others. All the 
savings absorbed by the government would be put to some productive 
use. The board’s aim would be to distribute credit among our economic 
activities so that those which needed further development would be ex- 
panded, while the others would be held in check— for the members of 
the board would have no reason for preferring one industry to another. 

^ H. W. Laidler, “Have We a Money Trust?” in The World Tomorrow, September, 
1931, pp. 282-284. 
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Finally, the danger of domination of the country’s economic activity by 
a small group of private bankers would be removed. 

Criticism of the Plan. It seems far from certain that the governmental 
ownership and operation of investment banking would actually solve all 
of these problems, if all or most other industries and businesses were left 
under private ownership and operation. We may admit that the problem 
of safety for investors would be solved, but it w^ould seem that a govern- 
ment board, like private bankers, might be too optimistic at certain times 
and too pessimistic at others, so that the issuance of investment credit 
might be marked by wide fluctuations as in the past. It would be no easy 
matter for the board to determine society’s true need for investment credit 
from year to year. The problem of distributing such credit among in- 
dustries and businesses in accordance with the social need would still be 
a difficult one, and mistakes could be made by a government board quite 
as well as by private bankers. 

Finally, the board would eventually influence economic activity far 
more strongly than the investment bankers have ever done, and there 
is no assurance that governmental control would provide a remedy for 
the ravages of private control. Under governmental ownership and oper- 
ation, the issuance of investment credit might be backward rather than 
progressive, so that new industries could not develop as in the past, be- 
cause of the government’s unwillingness to assume risks. The issuance of 
investment credit would be involved in red tape and subject to political 
control, and political ‘"pull” would be used in obtaining desired funds. 

If the governmental ownership and operation of investment banking 
were to be accompanied by the socialization of all or almost all of the 
other industries and businesses of the country, we may concede that the 
problems of investment banking as a private business could be solved or 
would disappear. However, in that case we would have on our hands a 
planned and controlled socialist economy, and would have solved or 
eliminated the problems of capitalism by accepting those of socialism. 
Could we keep any significant degree of economic and political freedom 
in a planned socialized economy? Would such an economy be efficient and 
progressive? Would it furnish a high level of income? Would individuals 
have adequate incentives? Could economic planners suit production to 
basic human needs and desires more effectively than the capitalistic price 
system does? Questions of this sort will be discussed at length in Chapter 
49. For the present we merely suggest that such things as a degree of 
instability in economic activity and some inefficiency in the distribution 
of resources among industries may be part of the price we have to pay 
for the privilege of living in a free society. 



lllo ECONOMICS: I»3EtlNCIPLES AND PROBLEMS 

1 . What are the tvays in which business enterprisers may obtain funds for in- 
vestment in fixed capital? 

2. What is the function of the investment bank? 

3. Explain what is meant by the “selection,” “underwriting,” and “distribution” 
of securities. 

4. Show the way in which fixed capital is provided through the reinvestment of 
earnings. 

5. What are the problems of investment banking? 

6. Explain how the problem of providing safety for security purchasers became 
acute in recent years. How did the federal Securities Act of 1933 undertake 
to provide this safety? 

7. Criticize the federal Securities Act both constructively and destructively. 

8. “The federal Securities Act, besides preventing abuses in the issuance of securi- 
ties, has interfered seriously with the normal functioning of the investment 
banking business.” Explain. 

9. Why was additional legislation necessary for the protection of security 
purchasers? How was the Securities Exchange Act of 1934 supposed to be help- 
ful in this connection? 

10. “The results produced by the Securities Exchange Act and its enforcement 
have been both favorable and unfavorable.” Explain. 

11. What problem exists in connection with the total volume of investment 
credit issued by investment bankers? To what extent are the investment bank- 
ers themselves responsible for the existence of this difficulty? 

12. Do investment bankers distribute investment credit among industries and 
businesses in true accordance with society’s needs? Explain. 

13. “It is obvious that our investment bankers exercise a large degree of control 
over production.” In what way? 

14. Can the problems of investment banking be solved while this business re- 
mains in private hands? 

15. “The socialization of the investment banking business would readily solve 
or eliminate all of the problems of investment banking.” Discuss. 
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rHE STUDY OF PRICES, AS PURSUED BY ECONOMISTS, FOLLOWS TWO MAIN LINES 

of inquiry. The first of these seeks to explain the forces that determine 
the prices of individual commodities and services.^ The second line of 
inquiry has to do with general, or average, prices. The general prices of 
one time are compared with the general prices of another time, and an 
effort is made to measure and explain any changes that may have taken 
place. The general prices of a given time— say, of the year 1947, or of a 
single month of that year— are frequently called a “price level.” 

THE DETECTION AND MEASUREMENT OF PRICE 
LEVEL CHANGES 

General prices at different times, say in two or more different years, 
may be compared through the use of a device known as the “index 
number.” 

The Making of Price Index Numbers. Index numbers of general prices 
are constructed by choosing a base year, in which general prices are given 
a rating of 100, and then giving to prices of other years ratings either 
higher or low’^er than 100, depending upon whether the prices of those 
years are higher or lower than the prices of the base year. 

The principle of index numbers will be better understood if we con- 
sider a simple table and describe, with actual prices, the manner in 
which the index numbers are arrived at. Table 39 is made up of the 
prices of five commodities for the years 1926, 1920, and 1947. The prices 
here given are from wholesale quotations of those years. Wholesale prices 
are used because accurate wholesale quotations can be secured more readily 
than accurate retail prices, and, moreover, they vary less throughout the 
country than retail prices. 

The year 1926 has been chosen as the base year. The individual prices 
of that year are added, and to this aggregate is given a rating of 100 per 
cent. The percentages for the other two years are arrived at by compar- 
ing the aggregate prices of those years with the aggregate for 1926. Divide 
ing the aggregate for 1920 (| 1.79) by the aggregate- fpi: 1926 (|L55), and 

^- Individual prices were dealt with in vol. I (Chaps. IS-l?). - = 
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multiplying by 100, we get the index number of 115 for 1920. In like 
manner we arrive at an index of 128 for 1947. The index number for 
1926, the base year, is, of course, 100. 

Weighted and Unweighted Index Numbers. These three index num- 
bers are “unweighted”; that is, the five commodities that we have used 
have affected the total index number in proportion to their prices per 
unit, and not in proportion to their relative importance in the total vol- 
ume of the country’s trade. But some items enter much more extensively 
into trade than others, and the large sales of such goods entitle them to 
special consideration in the construction of indexes. Consequently, it is 
now the custom to “weight” index numbers, multiplying the price of 
each commodity by a number indicating its relative importance in total 

Table 39. Construction of Unweighted Index Numbers 

The aggregate of the 1 926 wholesale prices of five commodities being used as a base, the 
“relatives'’ (or percentages) for 1920 and 1947 are computed by dividing the aggregates of 
the latter years by the aggregate of the base year, and multiplying by 100. The results are the 
unweighted index numbers for those years. The method is c^led the “relative of aggregates.” 


Commodities 

Prices per Unit 

1926 

1920 

1947 

Butter (per pound) 

.40 

.67 

.68 

Eggs (per dozen) 

.30 

.48 

.54 

Coffee (per pound) 

.58 

.15 

.24 

Lead (per pound) 

.08 

.09 

.15 

Cotton (per pound) 

.19 

.40 

.38 

Aggregate Prices 

$1.55 

$1.79 

$1.99 

Unweighted Indexes 

100 

115 

128 


trade, so that the part played by each item in influencing the final 
index number is determined by the quantity of that commodity that is 
bought and sold. 

If we assume that the sales of butter, eggs, coffee, lead, and cotton 
amount to 20,000, 30,000, 10,000, 5,000, and 20,000 units, respectively, we 
may compute weighted index numbers which reflect more accurately than 
unweighted indexes the changes that have taken place m general purchas- 
ing power. These revised index numbers, as is shown in Table 40, are 
100 for 1926, 140 for 1920, and 150 for 1947. 

There are many series of price indexes in this country that have been 
constructed with care and are being kept up to date. The late Professor 
Irving Fisher, of Yale University, used to publish a weekly commodf^y 
index based on 120 items. Carl Snyder for many years published a 
index in which were included not only wholesale and retail commodities 
but many other items. The United States Bureau of Labor Statistics com- 



PRICE LEVELS 


103 


putes a cost of living index, month by month. One of the best indexes o£ 
wholesale commodity prices is published by the Bureau of Labor Statistics. 

Snyder’s General Price Index. As we have noted, Carl Snyder’s index 
of general prices included a wide variety of items. It was, indeed, an 
index of indexes, for Dr. Snyder computed his index numbers from twelve 
separate indexes compiled by government bureaus, the Federal Reserve 
Bank of New York, and several other agencies. The twelve types of prices 
that went into the making of this general index were security prices, com- 
posite wages, retail food prices, prices of equipment and machinery, farm 
prices at the farm, automobile prices, wholesale hardware prices, rents, 
realty values, other cost of living items, transportation costs, and in- 
dustrial commodity prices at wholesale. Because it included a wider 

Table 40. Construction of Weighted Index Numbers 

The individual prices are multiplied by the quantities sold. An aggregate of these total prices 
is found for each year, and the index numbers are arrived at by dividing each of these aggre- 
gates by the aggregate for the base year, and multiplying by 100. The results are weighted 
index numbers. 


Commodities 

Units 

Sold 

Annually 

1 1926 

1920 

1947 

Unit 

Price 

Total 

Price 

' Unit 
Price 

Total 

Price 

Unit 

Price 

Total 

Price 

Butter (per pound) 

20,000 

.40 

S 8,000 

.67 

$13,400 

.68 

113,600 

Effffs (per dozen) 

30,000 

.30 

9,000 

i .48 

14,400 

.54 

16,200 

Coffee (per pound) 

lo'ooo 

.58 

5,800 

.15 

b500 

.24 

2,400 

Lead (per pound) 

5,000 

.08 

400 

.09 

450 

1 .15 

750 

Cotton (per pound) 

20,000 

.19 

3,800 

.40 

8,000 

1 .38 

1 

7,600 

Aggregate Prices 



$27,000 


$37,750 

: 

$40,550 

Weighted Indexes 

i 


100 


140 


150 


variety of items than any other index of prices, this general price index 
has often been used for calculating the purchasing power of money, but 
only up to and including the year 1939, for this index was discontinued in 
1940. 

Wholesale Commodity Price Index of the Bureau of Labor Statistics. 
We must take time, however, to describe briefly the index of wholesale 
commodity prices to which we referred above. For many years the Bureau 
of Labor Statistics has compiled, month by month, an index of com- 
modity prices, wTich is of importance not only because it is constructed 
with great care from a great many commodity prices, but also because it 
is cited so often in current newspaper and magazine articles. Probably no 
other index of prices is so widely used. It is now made up of the whole- 
sale prices of more than 800 commodities; and these commodities include 
farm products, foods, hides and leather products, textiles, fuel and light- 
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ing, metal and metal products, building materials, chemicals and drugs, 
house furnishings, and miscellaneous goods. The base year of the index has 
been changed from time to time as the Bureau has deemed desirable. At 
present, 1926 is the year on which the index is based. 

The number of items entering into an index is not a matter of hard and 
fast rule. Some indexes include many items and others relatively few, but 
the exact number appears to be much less important than the exercise of 
care in choosing representative samples. Professor Fisher, who wrote 
widely on the subject, felt that an index which did not include more than 
20 items was seldom of much value. He regarded 50 items as a much more 
satisfactory number. “After 50,” he said, “the improvement obtained from 
increasing the number of commodities is gradual and it is doubtful if the 
gain from increasing the number beyond 200 is ordinarily worth the 
extra trouble and expense.”^ 

The index of the Bureau of Labor Statistics goes back as far as 1890, 
but the figures for years prior to 1926 are based on fewer commodities 
than are the figures since 1926; however, to quote an official statement of 
the Bureau, “they may be considered comparable for all practical pur- 
poses.” This index, like that illustrated in Table 40, represents a “relative 
of aggregates”; moreover, all of the items that have been used, unlike 
those of Table 39, have been carefully weighted by multiplying individual 
prices by the quantities sold. 

Cost of Living Index. The cost of living index of the Bureau of Labor 
Statistics is based upon the prices of commodities and services purchased 
by wage earners and lower-salaried workers in thirty-four large cities of 
the United States. The prices of food, rent, clothing, house furnishings, 
fuel, light, and miscellaneous items go into the making of this index. It is, 
therefore, the best index we have of the prices of the kinds of goods for 
which most of the money income of most of the people of the United 
States is currently spent. The base used is the average prices of these goods 
during the five-year period 1935 to 1939, inclusive. This cost of living 
index has been computed for all years as far back as 1913. In several of 
our illustrations we shall treat this index as though it included all prices, 
and as if it were therefore an index of general prices or the price 
level. 

The Cost of Living and Purchasing Power. In Table 41 are given 
the index numbers of the cost of living (or price level), of the purchasing 
power of the dollar, and of wholesale commodity prices, for the years 1913 
to 1947, inclusive. A comparison of Columns 1 and 2 shows that when 
the cost of living index is high the index of purchasing power is low, 
and vice versa. This is necessarily the case, since the index of purchasing 
power is obtained by dividing the price index of the base year (in the 

2 Irving Fisher, The Making of Index Numbers, Boston, Houghton Mifflin Company, 
1922, p. m 
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Table 41. Indexes of Cost of Living, Purchasing 
Power of the Dollar, and Wholesale Commodity 
Prices, 1913 to 1947® 

(Source: United States Bureau of Labor Statistics) 


Year 

Cost of 
Living 
Index 

1 Index of 

1 Purchasing 
Power 

Wholesale 

Commodity 

Index 

1913 

70.7 

1 

141.4 

70 

1914 

71.8 

139.3 

68 

1915 

72.5 

137.9 

69 

1916 

77.9 

128.4 

85 

1917 

91.6 

109.2 

117 

1918 

107.5 

93.0 

131 

1919 

124.5 

80.3 

139 

1920 

143.2 

69.8 

154 

1921 

127.7 

78.3 

98 

1922 

119.7 

83.6 

97 

1923 

121.9 

82.0 

101 

1924 

122.2 

81.8 

98 

1925 

125.4 

79.7 

103 

1926 

126.4 

79.1 

lOO 

1927 

124.0 

80.6 

95 

1928 

122.6 

81.6 

98 

1929 

122.5 

81.6 

96 

1930 

119.4 

83.8 

86 

1931 

108.7 

92.0 

73 

1932 

97.6 

102.5 

65 

1933 

92.4 

108.2 

66 

1934 

95.7 

104.5 

75 

1935 

98.1 

101.9 

80 

1936 

99.1 

100.9 

81 

1937 

102.7 

97.4 

86 

1938 

100.8 

99.2 

79 

1939 

99.4 

100.6 

77 

1940 

100.2 

99.8 

79 

1941 

105.2 

95.1 

87 

1942 

116.5 

85.8 

99 

1943 

123.6 

80.9 

103 

1944 

125.5 

79.7 

104 

1945 

128.4 

77.9 

106 

1946 

139.3 

71.8 

121 

1947 (Mar.) 

156.3 

64.0 

150 


® Base for cost of living and purchasing power indexes, 1 935-39 average; for wholesale 
commodity index, 1926. 

present instance, the average for 1935-39, which happens to be approxi- 
mateiy the same as for the year 1940) by that of another year, and multiply- 
ing by 100. We see, then, that a United States dollar in 1913 bought 141 
per cent as much as in 1940; but in March, 1947, it bought only 64 per 
cent as much as in 1940. Therefore, the purchasing power of the dollar 
was great in 1913, but small in 1940; and the price lever was low (71) 
in 1913, and high /156) in March, 1947. 
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Curves of Index Numbers. The cost of living index and the index 
of purchasing power for each of these thirty-five years are plotted in Fig. 
41, so that the changes from year to year may be noted readily. 

The horizontal line opposite the index number 100 shows the kind of 
price “curve"' we would have had, had there been no changes in prices 
during the period in question. The curve indicating the price level that 
actually prevailed in these years shows that from 1913 to 1916 prices were 
fairly stable; that there was a sharp advance from 1916 to 1920, then a 
sudden fall to 1922; that from 1923 to 1930 prices w^ere again fairly stable, 
though on a much higher level than between 1913 and 1916; and that after 
1930 there was a steady decline to 1933, followed by a slight upturn in 
1934 which continued to 1937 but declined for two years thereafter, only 
to rise sharply from 1940 to 1947 in response to the stimulus of World 
War II and the shortages of goods in the post-war period. The peak of 
prices was reached in 1947, with the price level even higher than in 1920, 
a year in which prices were twice as high as before World War I— so high, 
indeed, that the purchasing powder of the dollar was only 45 per cent as 
great in March, 1947, as in 1913. 



Fig. 41, Cost of Living and Purchasing Power of the Dollar, 1913-1947 

(See Table 41) 

Changes in the Value of Money. We have noted that the index of 
purchasing power of the dollar varies inversely with the general price 
index. Whenever the latter is higher than 100, the former is below 100. 
This fact is shown graphically in Fig. 41. Every advance in the price index 
indicates a decline in the value of money, and vice versa. In 1947, for 
example, when the cost of living index was 156, the index of purchasing 
power was 64. This means that the value of the dollar was approximately 
two-thirds as great in 1947 as in 1940. The index of purchasing power, 
then, is also an index of the value of money. ^ 
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POSSIBLE CAUSES OF CHANGES IN PRICE LEVELS 


Our reference to money in the preceding paragraph suggests that 
money may have something to do with changes in price levels. This re- 
lationship between money and general prices is set forth in the Quantity 
Theory of Money. The theory states that general prices tend to vary 
directly with the quantity of money— or, as some quantity theorists say, 
with the quantity of money and credit— in circulation. This means that 
if the quantity of money is increased, other things remaining unchanged, 
the price level will rise; and if the quantity of money is decreased, other 
things remaining unchanged, the price level will decline. 

The Equation of Exchange. The “other things’" to which we have re- 
ferred are (1) the velocity of circulation of money, and (2) the volume 
of trade. The velocity of circulation refers to the “rate of turnover"’ of 
money, or the number of times that it is used in a given period. We saw 
in an earlier chapter that money may have a turnover of twenty-five 
or thirty times a year; that is, the same dollar may be used in twenty- 
five or thirty purchases in a twelve-month period. The volume of trade 
relates to the total number of exchanges that take place in a given time; 
of course, an exchange is made every time a thing is bought or sold. 
With these facts in mind, we may set down a formula, which is known 
as the “equation of exchange,” from which we shall exclude “credit” for 
the present, but include it later. We assume for the moment, then, that 
all goods are paid for with money. The equation of exchange, under these 


simple conditions, would be stated thus: 


P = 


MV 


T 


. In this formula, P 


relates to the price level, M to the quantity of money, V to the velocity 
of circulation (or turnovei*) of money, and T to the volume of trade, or 
total number of exchanges. We have already noted that money is desired 
ordinarily not for its own sake, but almost exclusively because of its use- 
fulness in buying economic goods. This being the case, it is probable that 
all of the goods that are offered for sale tvill exchange for all of the 
money that is available, since purchasers, in their desire to secure goods, 
will bid higher and yet higher prices for the goods they wish, until the 
limited quantity of money prevents further bids. 

Our ecjuation of exchange is merely a convenient way of expressing 
this fact, and what it says in effect is that, for a given period of time, 
prices in general are determined by the relationship between MV and 
T. It wdil be apparent, therefore, that any change in M or V, without 
a corresponding change in T, will cause a change in P. If, for example, 
the quantity of money (M) should increase, the other factors remaining 
constant, the price level will rise. An increase in the velocity of circula- 
tion (V), without change in the other factors, will have a similar effect. 
And if the volume of trade (T) should increase, without a corresponding 
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change in either the quantity of money or the velocity of circulation (or 
both), the price level will experience a decline. It is evident, then, that 
there is a relationship among these three factors, and that a change in 
any one, without some offsetting change in either one or both of the 
others, is bound to affect the price level. As Professor Gassel puts it, 
“The existing quantity of money must involve a definite performance of 
payments, to which the level of prices is obliged to adjust itself.”^ 
Examples of the Equation of Exchange. The possible effects upon the 
price level of changes in the quantity of money in circulation, the velocity 
of circulation, or the volume of trade, may be illustrated by several ex- 
amples. Let us assume, in order to make our conditions very simple, that 
the total amount of money in circulation is $5000; the velocity of circula- 
tion is 30; and the total trade is 150,000 “goods units,” every goods unit 
being exactly like every other, and each consisting of 1/150,000 of the 
total quantity of every kind of economic goods entering into trade during 
the period under consideration.^ Under these conditions, the price of a 
goods unit may be ascertained by recourse to our formula. Substituting 
the known quantities for M, V, and T, we have the following equation: 


P = 


$5000x30 
150, OW” 


. The price of a goods unit, therefore, is $1.00, Since a 


goods unit represents all kinds of goods, we may say that a unit of goods 
in general sells at this time for $1.00; and by giving to this amount an 
index number of 100, we may compare prices at other times with prices 
at this time, provided we have specific figures to substitute for the symbols 
in the equation of exchange. 

If we suppose, by way of illustration, that a year later the quantity 
of money was twice as great as in the above example, but that there 
had been no change in V or T, a simple calculation will show that the 
price of a goods unit would be $2.00, and the index number 200; and if 
the quantity of money were to fall to $2500, with no change taking place 
in the other factors, the price would necessarily drop to 50 cents, and the 
index number to 50. 

If M and T were to remain constant at $5000 and 150,000, respectively, 
while V (the velocity of circulation of money) changed from 30 to 15, 
we should again have a goods unit selling at 50 cents, and the index 
number of general prices would be 50. If M and V should remain con- 

3 Gustav Cassel, The Theory of Social Economy, New York, Harcoiirt, Brace S: Com- 
pany, Inc., rev, ed., 1924, p. 426. 

4 The assumption involves the supposed division of the whole of every kind of eco- 
nomic goods that is sold (both commodities and services) into 150,000 equal parts, and 
the combination of one fractional part of each of these items into a single unit, which 
we are calling a goods unit. Each goods unit would then consist of 1/150,000 of the 
total volume of trade, and would therefore represent not only all items but also the 
proportion to wThich every item entered into trade. Readers who are familiar with 
Professor Fisher’s /'goods dollar” or '‘commodity dollar” will note here a family resem- 
blance to that well-known concept. 
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Slant, while T increased to (say) 300,000 units, then once more the price 
per goods unit would be 50 cents, and the index number of general prices 
would be 50. 


These simple calculations demonstrate that a change in P may be the 
result of a change in M, V, or T, or a combination of changes in these 
three factors of the equation. Because we assumed that the total volume 
of trade consisted of goods units, there can be no question that the prices 
about which we have been talking are general prices, or price levels. 
Since we took as a base the period in which a goods unit sold at |LOO, 
we were justified in placing the index number for that period at lOO; 
and from this point it would follow logically that the index for the second 
period (with a goods unit selling at $2.00) would be 200, and the indexes 
for the remaining three periods must be 50. 

“Credit” in the Equation of Exchange. It is now necessary to make a 
modification in our equation of exchange as it has been described, since 
prices are affected not only by the quantity of rnoney available for the 
purchase of goods, but by the quantity of credit as w^ell. Indeed, credit 
plays a much greater part than money in influencing the price level, since 
the quantity of deposit currency available for the purchase of economic 
goods of various kinds is many times as great as the quantity of money 
actually in circulation. The general nature of the equation, however, re- 
mains unchanged. All that needs to be done is to insert two new factors, 
M' for credit, and V' for the velocity of turnover of credit. The formula. 


as revised, is as follows: 


MV-fM'V' 
T ' 


If all the factors of this equation 


except P are known, this unknown factor (representing the price level) 
may be ascertained just as readily as in the simpler form of the equation. 

The Quantity Theory of Money. It is obvious, therefore, that the 
changes in the price level are brought about through changes in one or 
more of these several factors. Unfortunately, it is not possible to say with 
great exactness to what extent these factors do change from time to time. 
It is the contention of a group known as the “quantity theorists'' that the 
important changes in price levels result from changes in M and M', which 
are usually grouped together under the title, “circulating media.” It will 
be recalled that there is a relationship, though not a very exact one, be- 
tween money and credit, since credit, which exists chiefly in the form of 
deposit currency, is based upon money in the form of bank reserves; so 
that, within certain rather wide limits, the quantity of credit is fixed by 
the quantity of money. 

The quantity theorists believe that changes in the velocity of circula- 
tion are not of sufficient importance to affect the price level greatly; that 
is to say, they are of the opinion that fluctuations in the velocity of cir- 
Guiation do not prevent the dollar from being employed just about as 
many times in one year as in another, over long periods of time. Though 



110 


ECONOMICS: PRINCIPLES AND PROBLEMS 


they admit that the total volume of trade changes somewhat from time 
to time, they argue that fluctuations in T would not account for the great 
changes in price levels that have sometimes taken place. As for M and 
M' (money and credit), there can be no doubt that these items have 
fluctuated very greatly at times. The fact that their increases and de- 
creases coincide rather closely wdtli increases and decreases, respectively, 
in price levels, seems to indicate that the quantity theorists may have 
some justification for believing that money and credit are by all odds 
the most significant factors in bringing about these fluctuations in general 
prices. 

Historical Verification of the Quantity Theory. An examination of con- 
ditions that existed between 1913 and 1920, a period during which general 
prices in the United States almost doubled, tends to corroborate the 
theory that money and credit are the most important influences in ef- 
fecting changes in price levels. Table 40 shows that the general price 
index rose from 58 in 1913 to 113 in 1920. If the total volume of trade 
had been smaller in 1920 than in 1913, part, at least, of this increase 
in general prices might be attributable to T, But, as a matter of fact, 
production and exchange actually increased in the period under dis- 
cussion. Almost nothing can be said with assurance about V and V' 
during these seven years, but it seems probable that they were not re- 
sponsible to any appreciable extent for the tremendous increase in gen- 
eral prices. 

When we examine M and M', however, w^e discover increases in the 
quantities of these factors which suggest very strongly that the high 
price level of 1920 may properly be charged up to them. The concrete 
facts about money and credit in the period under discussion are these: 
In 1913 the total amount of money in the United States was less than 
14,000,000,000, but by 1920 it was more than $8,000,000,000. The amount 
oi increase j, to be exact, was 116 per cent. This increase was due largely 
to shipments of gold from Europe to the United States. Credit in the form 
of bank deposits experienced an increase of 152 per cent from 1913 to 
1920, jumping from less than $9,000,000,000 to approximately $22, 000,- 
000,000. Another increase in M' resulted from an extension of credit due 
to the rediscounting of commercial paper, and to a large volume of 
loans made on government bonds by the Federal Reserve banks. Finally, 
some 116,000,000,000 worth of war bonds Tad been issued up to 1920, 
and these in many cases circulated almost as freely as money, thus increas- 
ing greatly the total quantity of circulating media. 

With these facts before us, it is not diflieult to believe that M and VF 
were largely responsible for the extremely high price level of 1920, as 
compared with the level of 1913. Another evidence of the influence of 
M and M' upon price . levels . is , to be found in the gradual increase in 
general piices from 1900 to 1913. During this period the index number 
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rose from 44 to 58, 1926 being used as the base year; and during this 
same period there was a steady increase in both money and credit, result- 
ing from the increased production of gold which had its beginning in the 
latter years of the nineteenth century. Finally, an examination of money 
and bank deposits for 1929 and 19SS shows an increase of about a half 
billion dollars in the quantity of money during this period, but a decrease 
of eight billions in the volume of demand deposits. This substantial net 
decrease in total circulating media in the United States was accompanied 
by a decline in the price level from 105 to 75. To quantity theorists the 
concurrent decline in the price level and the volume of circulating media 
appears to suggest a causal relationship between the two, and to provide 
further confirmation of the soundness of the quantity theory of money. 

However, what we have said about high general prices going hand in 
hand with a large total volume of circulating media, and low general 
prices with a small total volume of circulating media, must not be thought 
to constitute conclusive proof that the volume of money and credit is 
the cause y and the price level, high or low, the effect. Indeed, there are 
a good many economists of high standing who believe that the opposite 
is true, and that changes in the total volume of circulating media may be 
the result of changes in general prices— that it is changes in P that lead 
to changes in M and M', and not the reverse. But it is safe to say that 
there are few, if any, who would deny that the general level of prices, P, 
is affected by changes in M and M', provided all other factors in the 
equation of exchange remain fixed.^ 

EFFECTS OF FLUCTUATIONS IN PRICE LEVELS 

We may now examine briefly some of the results of changes in general 
prices. It should be remembered, first of all, that, barring transitional ef- 
fects, it matters little whether prices are high or low. The equation of 
exchange shows that all goods entering into trade will exchange for all 
the money and credit in circulation. If, therefore, the quantity of circulat- 
ing media of one period were double that of another period, with trade 
and velocity of circulation remaining unchanged, the price level would 
be just twice as high as it had been. Doubling the amount of circulating 
media, then, means a doubling of general prices, if V, V', and T have 
not been affected; and it means also that a given standard of living now 
costs approximately |6000 instead of $3000, or $20,000 instead of $10,000. 

But if this new price level should remain unchanged for a considerable 
length of time, wages and other forms of payment would also tend to be 
twice as high as they had been. We would then give twice as many dol- 

® Later in the chapter we shall note the concern that was caused by the enormous 
volume of liquid assets (some 225 billion dollars’ worth, as of February, 1946) that 
accumulated in the active and post-war periods of World War 11. 
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lars (or “counters”) for a given amount of goods as were required to make 
the purchase prior to the increase in general prices; but no hardship 
would ensue, since wages and salaries would also consist of twice as 
many dollars (or counters) as had been received before the rise in prices 
took place. We see, then, that it is the transitio7ial the results of 

sudden and extensive price fluctuations— that cause the trouble that is ex- 
perienced on account of changes in price levels. High prices and low 
prices are equally harmless, if only one or the other, once adopted, will 
“stay put.” But changes in price levels may result in genuine hardship for 
some and unearned gains for others. 

The Hazards of Long-Time Credit. These gains and losses are likely to 
occur whenever there is an extension of credit over a period of years 
during which changes in the price level occur. In lending or borrowing 
money, it is really purchasing power which is loaned or borrowed. If a 
business man had borrowed $1000 in 1940 and repaid the loan in 1947, 
the amount of purchasing power returned to the creditor would have 
been 64 per cent of the amount received in 1940, and the creditor would 
have been the loser by $360. If, on the other hand, this loan had been 
made in 1920 and returned in 1928, the borrower would have returned to 
the creditor $1169 in purchasing power; instead of the original $1000 bor- 
rowed, because of the decline in general prices. And if he had waited 
until 1933 to return the loan, he would have paid back $1000 in money 
but more than one and one-half times as much purchasing power as he 
borrowed, since the $1000 in 1933 would have bought about as much 
economic goods as $1550 in 1920, 

These simple illustrations show that debtors gain by paying their obli- 
gations when prices are high, and lose by paying when prices are low. 
Business men are borrowing all the time, sometimes to meet current ex- 
penses and again for the purpose of making additions to equipment. 
Changes in price levels may have serious consequences to such individ- 
uals if they happen to borrow when prices are high in order to make 
improvements, for, as we have seen above, they may have to repay the 
loans when prices are low, and this means that they must pay back more 
purchasing power than they received. Hence, creditors gain by reason of 
declines in the price level, provided the fall in prices does not make it 
impossible for the debtors to make payment. This proviso is important, 
for sudden and great fluctuations in price levels may make it impossible 
for debtors to meet their obligations, and force them into bankruptcy. 
In such event the creditors are, of course, far worse off than though 
the price level had remained unchanged, or had even risen so as to make 
the repayment of loans easy, in the manner described in the preceding 
paragi'aph. 

The Problem of Fixed Mo Income. Sharp rises in price levels also 
have serious effects upon persons living on incomes from fixed money 
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obligations. We may take the example of a retired business man living 
in 1913 on an annuity of $6000. With prices as they were at that time, 
he could live quite comfortably on this amount. But in 1920 those same 
$6000 would buy only as much economic goods as he could have se- 
cured in 1913 for $2961, and his standard of living, of necessity, would 
have dropped accordingly. However, if he wms still alive in 1933, he 
found that much of his lost purchasing power had come back. For his 
$6000 in 1933 had 55 per cent more purchasing power than in 1920, since 
the index of purchasing power for 1933 was 108, as against 70 for the 
earlier year. This illustration could be extended to include all persons liv- 
ing on annuities, pensions, insurance benefits, or interest from bonds; 
all institutions (such as colleges) operating largely on endowments; and, 
to a somewhat lesser degree, salaried workers as contrasted with wage 
earners. 

The Plight of the Salaried Worker. The term “salaried wmrker” refers 
here to types of wage earners whose incomes are on an annual or monthly, 
and not upon a weekly basis. This classification includes, of course, 
teachers, preachers, government employees, office workers, and a host 
of others. The important fact about the incomes of these persons is that, 
while salaries may change somewhat to meet changes in price levels, they 
almost invariably change very slowly. There is, for example, the case 
uf the college teacher who in 1940 was receiving a salary of $3000. This 
was a modest income, but with strict economy he was able to make ends 
meet. By 1947 his salary had increased to $3500; but because of the in- 
creased prices that then prevailed he could buy with the larger salary 
only as much as $2240 would have bought him in 1940. This is a typical 
example of the difficulties in which salaried workers find themselves in 
a period of rapidly increasing prices. 

The Case of the Wage Earner. Skilled artisans and common laborers 
are usually referred to as “wage earners,'' in order to distinguish them 
from salaried workers. The wage earner is often, though not always, paid 
on a weekly basis, and the income he receives is the result of frequent 
bargainings. In many instances, wage earners belong to trade unions, and 
wage agreements are drawn up by officials of the unions every year or 
two, or as often as every six months. As a consequence of these frequent 
bargainings over wages (which take place with unorganized workers 
also), the earnings of the wage earners are more likely to keep pace 
with rising prices than are the earnings of salaried employees. Neverthe- 
less, it is a fact, as may be seen by an examination of statistics, that in- 
creases in wages usually lag behind rises in prices. A wage agreement 
continues in effect, let us say, for six months; But during the six-month 
period prices may increase materially, and thus cause the wage earner 
to lose out to some extent so far as purchasing power is concerned. The 
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point is expressed in the well-known saying, “Prices take the elevator, 
while wages climb the stairs.” 

It should be noted, however, that the money incomes of certain classes, 
of wage earners may at times rise faster than the cost of living in periods 
of rising price levels. .Government figures show that the cost of living 
in the United States as a whole rose only 7 per cent between August, 
1939, and June, 1941, but the average weekly earnings of workers in 
ninety manufacturing industries increased 30 per cent in this period. 
These larger money wages are accounted for by greater regularity of 
employment, an increase in the length of the working week, by some 
workers “moving up from lower to higher paying positions as the , de- 
fense industries called for increasing numbers of skilled and semi-skilled 
workers,” and by some increases in wage rates due to the greatly in- 
creased demand for labor in essential defense industries.® We see, there- 
fore, that— in many cases at least— these larger earnings do not represent 
increased incomes for the same a7nou72t and the same grade of work. 
Moreover, the gains in real wages that come to some wage earners at 
the beginning of a period of rising prices may vanish fairly promptly, 
and even those who are thus specially favored are likely to lose out in the 
long run through the failure of their money wages even to keep pace 
with the mounting cost of living. 

The Effects of Falling Prices. Our attention has been centered chiefly 
upon the results of losing prices, because increases in prices have par- 
ticularly serious effects upon persons of relatively small incomes. When 
prices fall, the effects are the reverse, of course. Purchasing power, which 
has shrunk during the upward course of prices, expands again when 
prices are on the downward trend. It might be supposed that a balance 
would be reached in this way, but, so far as a given individual is con- 
cerned, there is no assurance that he will regain through falling prices 
anything like as much as he has lost through a rise in the price level. 
And it should be observed that, though salaried employees and wage 
earners ordinarily gain in times of failing prices if they hold their jobs, 
the fact is that unemployment is often painfully extensive at such times, 
as was shown during the period of declining prices and increasing un- 
employment in the post- 1929 depression. 

Business men who have goods to sell are usually gainers through ad- 
vances in the price level, since their costs of production ordinarily do not 
increase so fast as the selling price of the finished product increases. As 
a consequence, business men sometimes welcome rising prices, since they 
feel that the gains made on the upgrade will be greater than the losses 
which are incurred when prices again decline. This is a matter which we 
shall touch upon again in the next chapter. 

6C£. Meyer Jacobstein and Harold G. Moulton, of the Defense Program on 

Prices, Wages, and Profits, Washington, Brookings Institution, 1941. 
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PROPOSED SOLUTIONS OF THE PROBLEM 
OF PRICE LEVEL CHANGES 

Because of the disadvantages of changes in price levels, such as those 
which we have outlined, attempts have been made to discover a remedy 
for what many consider a serious economic disorder. In general, the pro- 
posals have been of two kinds. First, plans have been suggested for les- 
sening the evil effects of price level changes without eliminating the 
changes in price levels themselves; and, second, there have been pro- 
posals for stabilizing prices through the control of the circulating media 
(M and M'). 

The “Market-Basket Plan.” One of the most interesting suggestions 
for avoiding the harmful effects of price changes is known as the “market- 
basket plan.” The Philadelphia Rapid Transit Company used this plan 
for more than a decade to guarantee its employees a stable standard of 
living; but it was abandoned when this corporation was reorganized as 
the Philadelphia Transportation Company. The plan was designed to 
keep wages and prices always on the same level. Since the price level 
could not be controlled by the Philadelphia Rapid Transit Company, this 
company did what appeared to be the next best thing; namely, it in- 
creased wages as the price level rose, and decreased wages as the price 
level fell. 

The market-basket plan used an index number based on 184 articles 
which were in sufficiently “general use to influence accurately the changes 
in the purchasing power of the employee’s dollar.” Among these items 
were “rent, shirts, stockings, nut coal, kerosene, brooms, sewing machines, 
pork chops, gas, tobacco, quinine pills and haircuts.” From time to time 
the articles used in making the index number were priced in the stores 
and markets patronized by P.R.T. employees. If, at the close of the year, 
prices were found to have varied as much as 5 per cent, the basic wage 
w^as changed to meet this variation. It was contemplated, therefore, that 
changes in wages would ordinarily be made only once a year; but a 
variation of 10 per cent or more for a period of three months was met 
by a corresponding change in money wages. 

The purpose of the plan, as stated by the company, was “to assure to 
the employee and his family their present standard of living, in bad times 
as w^ell as in good.” This did not mean that P.R.T. employees had no 
opportunity to improve their standard of living. Wages could still be 
increased, as before, by convincing the management that higher wages 
should be paid. The P.R.T. market-basket plan simply assured the em- 
ployee that his standard of living would not be affected by such a force 
as fluctuating prices, which were wholly beyond his control. 

There would seem to be at least two possibilities of serious trouble in 
operating a plan of this kind. If prices, and consequently wages, took a 
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pronounced drop (say, to the extent of 20 per cent), it would probably 
be difficult to convince the employees that they were not being imposed 
upon. For the average worker finds it hard to understand that $32 a 
week with a low price level means as much purchasing power as $40 a 
week when the price level is higher. And if prices rose greatly (say, to 
double their base level), though the employee would surely not object 
to receiving $80 a week in place of the usual $40, it would probably be 
difficult for the company to secure sufficient revenue to enable it to 
advance wages to this extent. 

Difficulties such as these were foreseen by the Philadelphia Rapid 
Transit Company wdren the plan was inaugurated, but the obstacle which 
finally emerged was of a somewhat different type. The decline in general 
prices which followed 1929 was accompanied by several P.R.T. wage cuts, 
based on their curve of falling prices. But in June, 1932, it was neces^ 
sary (because of greatly reduced revenue resulting from the depression) 
to cut wages slightly below the point indicated by the price curve. In 
the face of this emergency, the market-basket plan was suspended tem- 
porarily. One year later, when both revenue and general prices had in- 
creased, the plan again went into active operation, with a rise in wages 
which brought the purchasing power of P.R.T. employees once more up 
to the level of predepression days, and continued to function until the 
company was reorganized. 

Multiple Standard of Deferred Payments. A second plan for avoiding 
evil effects of price changes, which we shall not be able to examine in 
detail, relates to long-term credits. It is called the Multiple or Tabular 
Standard of Deferred Payments, and is similar in general principles to the 
P.R.T. plan. The idea is that debtors, in meeting their obligations, should 
pay to creditors not the number of dollars, but the quantity of purchasing 
power, that they have borrowed. If, under this plan, $1000 were borrowed 
in 1940 and repaid in 1947, the payment would consist not of a mere 
$1000 (which would buy in 1947 only as much goods as $640 would have 
bought in 1940), but $1563 (which in 1947 would buy as much goods as 
$1000, the amount of money borrowed, would have bought in 1940), 

Without going further into plans of this kind, it may be said that 
there would be numerous difficulties in the actual working out of such 
plans as we have reviewed. We have noted several of these difficulties. 
Still another is that of finding a thoroughly acceptable index for measur- 
ing price changes. It would appear that arrangements such as these are 
scarcely feasible so long as they are adopted by only a few persons or 
organizations. 

The “Stabilized Dollar.*' Another attempt to solve the problem of 
changing prices is to stabilize prices through the control of the circulating 
media. One of the best-known plans of this type is usually referred to as 
the “stabilized dollar’V or “compensated gold dollar,” and has been 
associated with the name of the late Professor Irving Fisher. 
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We can give here only the barest outline o£ the plan. We have seen 
that a rise in prices means a fall in the value of gold, and vice versa. 
Professor Fisher wanted a dollar which would always buy the same 
amount of goods, and he proposed to get it by increasing or decreasing 
the amount of gold in the dollar as prices showed a tendency to rise or 
fail. 

The plan includes: 

1. A monthly index number. 

2. The removal of all gold from circulation, and the use of circulat- 
ing media consisting only of gold certificates. 

3. A variation in the amount of gold that a “gold certificate” will 
command at the mint, this variation corresponding to general 
price changes. 

We may see how the plan would presumably work, by assuming that 
all money in circulation is represented by one dollar, and that the index 
number is 100. Now let us suppose that the index number rises to 110. 
This means, of course, that sellers of goods are no longer willing to ex- 
change their products for the amount of gold contained in a dollar, but 
demand the amount of gold contained in $1.10. Since gold is thus actually 
less valuable than it has been, a gold certificate called a “dollar'' should 
command more actual gold than it formerly did. Professor Fisher's plan 
would make this literally true; the gold certificate presented at the mint 
when the index number is 110 would in fact command 10 per cent more 
gold than it commanded when the index number was 100. 

And now, since the gold certificate does exchange at the mint for the 
amount of gold demanded by sellers for their goods, namely, 110 per cent 
of the former anlount, it will readily exchange for the same amount of 
goods as before the rise in the index number took place; for sellers are now 
getting in each gold certificate the amount of gold that they are demanding 
In this way prices would forever remain unchanged, as expressed in gold 
certificates; or, more correctly, prices would always tend to fluctuate nar- 
rowly about the index number of 100. 

Stability Through Credit Control. Until comparatively recent years, 
it was confidently believed by many persons that the Federal Reserve 
Banks and the Board of Governors of the System could halt the over- 
expansion of credit, and even do something by way of bringing about a 
contraction of credit, if such “interference” should be deemed necessary. 
The nature of the machinery of control over credit was described in 
Chapters 33 and 34. 

In Chapter 34 we noted that the Board of Governors seemed to have 
control powers which would enable it to prevent the overexpansion 
of credit in any^ ordinary situation. But the situation it faced at the close 
of World War II was anything but ordinary. The financing of that war, 
as has already been explained, flooded the country with so much money 
and credit that the Board was powerless to prevent the serious inflation 
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wliicli threatened if our wartime controls over individual prices (which 
were imposed shortly after our entrance into the war) were allowed to 
expire with the termination of the O.P.A. law authorizing them, as many 
of our business men recommended. We shall examine this agency of price 
control briefly in the concluding section of the present chapter. 

Price Control vs. Price Freedom. Whatever devices may be used to 
control credit, and wherever the power to create credit may reside, the fact 
remains that it would be an almost superhuman task to determine the 
precise moment at which credit control should be exercised. For this rea- 
son some persons feel that disturbances created by the free functioning of 
an automatic price system are preferable to possible consequences of at- 
tempted control of the price level by political agencies. Past experience 
has shown that such attempts have sometimes aggravated existing dif- 
ficulties, instead of alleviating them. On the other hand, to abandon all 
hope of exercising conscious control over economic phenomena is to adopt 
an unnecessarily fatalistic attitude. We cannot undertake here to compare 
the relative merits of economic planning and economic automaticity, 
but it is clear that this broad issue is involved in any comprehensive 
proposal to stabilize the price level by interfering with its free and 
“natural” movement. 

WARTIME AND POST-WAR PRICE CONTROL 

The serious inflation which accompanied World War I enriched 
some persons while impoverishing others, and increased the cost of 
that war by about 150 per cent. It was doubtless the recollection of this 
“by-product” of World War I that led the United States government, even 
before the attack upon Pearl Harbor, to adopt measures designed to pre- 
vent a disastrous rise in prices from taking place during World War 11. 

The Dangers of Too Much Money. Our study of price fluctuations 
has shown that a substantial increase in the quantity of circulating media 
without a corresponding increase in the quantity of goods (the velocity of 
turnover of money and credit being neglected in the interests of simplifica- 
tion) inevitably raises the price level. The situation faced in World War 
II was a very great increase in the quantity of money and credit, and a 
serious decrease (instead of increase) in the quantity of goods available 
for civilian purchase. Total production in the United States increased 
enormously during the war, but the current output of goods consisted 
largely of things which either were not wanted or could not be obtained 
by civilians. Under these circumstances, the buying public, with an un- 
usually large number of dollars at its disposal, tended to bid excessively 
high prices for the limited quantity of goods offered for sale. The natural 
result, unless interfered with, would have been a rapid rise in the general 
price level.^^^^^ 
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Relieving the Public of Excess Money. During World War II, the 
government took measures to relieve the consumers of the excess money 
which could do them no good and might do much harm. Taxation was 
one of these measures; and in each of the wartime years many billions 
of dollars in taxes were collected from Americans. The sale of bonds, 
which also took from people money which (with a shortage of con- 
sumers’ goods) they could not spend to advantage, brought in additional 
billions of dollars, year by year. Further billions were set aside (that is 
to say, not used in buying goods) through private savings of other kinds. 
But even after the public had surrendered portions of its money income 
in the ways we have mentioned, there remained in its possession larger 
amounts than were sufficient to buy the available civilian goods at stable 
prices; and this excess, which is usually called the “inflationary gap,” 
tended to cause trouble by raising the price level. The need for price 
control, in the form of “price ceilings,” w^as recognized in the early days of 
the war, and led to the passage of the Emergency Price Control Act, which 
became law in January, 1942. 

The Nature of Price Ceilings. Stated briefly, this law^ provided that 
the prices of virtually all commodities and a great many services be 
“frozen” as of March, 1942. Foods of most kinds, clothing, fuel, furniture 
and furnishings, hardware and agricultural supplies, rents, and many 
other types of goods (both material and non-material) were included in 
the thousands of articles covered by price ceilings. In the case of “cost of 
living” items, which comprised important articles in the budgets of families 
in the low- and middle-income groups, the maximum prices had to be 
publicly posted by the seller for the protection of the buyer. Additional 
powers of control over individual prices were granted under the Anti- 
Inflation Act of 1942 and a number of Executive Orders issued by the 
President. 

We cannot take space here to deal with the countless problems which 
arose in connection with attempting to administer price-ceiling control 
on so extensive a scale. There were difficulties, in some cases, of determin- 
ing what the maximum prices should be. There were instances of un- 
intentional violation of the law. There were deliberate violations by sell- 
ing in the black market at higher than ceiling prices, and by reducing the 
quality of a given good while maintaining the old maximum price of a 
better article. There was, in 1942, the necessity of freezing wages, for it 
became clear that it was grossly unfair to stabilize the selling price of a 
good while the cost of production was rising by reason of wage increases. 
There were instances in which it was necessary to grant price increases 
or wage increases in given industries if they w^ere to continue to function; 
and other instances in which sellers were required to hold to the maximum 
prices, but were granted governmental subsidies to enable them to stay in 
business.' ' ' 
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The Success of Wartime Price Control. It is quite impossible, of 
course, to isolate the several elements which constituted our wartime 
price-control mechanism and to determine how well each element served 
its purpose. However, the clear fact is that the combined efforts of ail 
of the controls that were employed brought surprisingly satisfactory results. 
The wholesale commodity price index number (1926 = 100) of the United 
States Bureau of Labor Statistics rose from 77 in 1939 to 106 in 1945, as 
against a World War I rise from 68 in 1914 to 154 in i920-~or a price rise 
of 29 points in World War II and 86 in World War I. Even more im 
pressive was the showing made after 1942, the year that price control was 
adopted seriously; for the wholesale commodity index rose only 7 points 
from 1942 to 1945, when production, and hence the volume of purchasing 
power in the country, were making new high records. 

An examination of the cost-of-living index (1935-39=100) shows a 
greater advance in prices. This index rose from 116 in May, 1942, when 
price control went into effect, to 133 in June, 1946, and it is probable 
(as has been charged by union leaders and others) that an accurate com- 
parison of both quality and price would indicate a much larger increase. 
Nevertheless, on the evidence that is available, it may be said that the 
operation of price controls kept prices fairly well in hand during the 
years of actual combat in World War II and for several months after the 
fighting ended. 

Post-War Price Controls. As was to be expected, the surrender of 
Germany and Japan brought demands from a number of industrialists 
and several strong business associations that price controls be abolished 
as of June 30, 1946, the date of expiration of the law under which the 
controls were authorized. It was urged that, with the war successfully 
concluded, it was high time to remove all restraints to production and to 
the right to set prices at whatever figures the traffic would bear. The 
typical argument of these opponents of price control was the one widely 
publicized by the National Association of Manufacturers."^ The gist of this 
argument, presented in the N.A.M.'s own words as it appeared in hun- 
dreds of full-page newspaper advertisements, was as follows: 

“ISN’T THIS THE ANSWER? NAM has said: Remove price controls on manu- 
factured goods and production will step up fast. In a survey of a representative 
cross section of NAM membership, 97% find price controls are hampering produc- 
tion, Remove these controls and goods will pour into the market. Within a 
reasonable time, prices will adjust themselves naturally — as they always do when 
production goes up-— in line with the real worth of things. This is the way you can 
get the goods you want at prices you can afford to pay.”® 

7 The costliness of such a campaign is indicated by the fact that the N. A. M. stated, at 
one point, that it had spent $400,000 in advertising its views on price control* It was 
later estimated by others that anti-O.P.A. advertising had cost the N.A.M. a total of not 
less than $700,000. 

^ The New York Times, April 19, 1946. 
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This question was answered with an emphatic ‘'No'’ by a substantial 
number of business men, most professional economists who expressed 
an opinion, and an estimated 600,000 private individuals who wrote or 
telegraphed their Senators to support effective price control, after the 
House of Representatives had passed, early in 1946, a bill extending the 
life of price-control legislation for nine months but with amendments 
which rendered it practically powerless. 

Described in economic terms, the situation in which the country found 
itself in the first half of 1946 was as follows: 

1. There was an unprecedented shortage of goods of many kinds, 
goods which people had long wanted to buy, and which (in certain 
demonstrable cases) were being withheld from the market by 
sellers in anticipation of the removal of price controls on June 
SO, 1946. 

2. There was also an unprecedented volume of liquid assets in the 
hands of individuals and business concerns, totaling some 226 
billion dollars.® 

3. In addition to these liquid assets already in existence, account had 
to be taken of the new money income that always accompanies 
new production, which in 1946 was being created at the rate of 
some 150 billion dollars a year. 

The advocates of continued price control insisted that this was an 
economic setup w^hich, in the absence of direct price controls such as 
those administered through the O.P.A., would almost necessarily give 
way to disastrous inflation; that inflation not only would work hardship 
on millions of families in the low- and middle-class income groups, but 
might lead to the prompt conversion of war bonds into cash, which would 
in turn be spent as promptly as possible to avoid further losses through 
later price spiraling; that union workers, seeing their real incomes whittled 
down by rising prices, would stage strike after strike for more pay; that the 
abnormally high profits accruing to business men in periods of rising 
prices would result in undue expansion of plant (which the Federal 
Reserve Board could not prevent, in view of the nature of the country’s 
war financing); and that this feverish prosperity might give way to the 
greatest depression in our history, because it would follow the country’? 
biggest business boom— the outcome, in turn, of the unrestrained spends 
ing of more money and credit than this country had ever before amassed 

Answering the specific question posed by the N.A.M. and its colleagues, 
the champions of the extension of price control urged that the O.P.A. 
should be continued, with its power to keep price ceilings on individual 
commodities and services until such controls could safely be removed— 
that is to say, until production had sufficiently caught up with demand. 


^ Federal Reserve Bulletin, February, 1946, p. 123. 
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ill the case of a given good, so that the ceiling could be removed without 
the price skyrocketing. They held that if, as the N.A.M. wished, price con- 
trols were removed first, the prices of goods would almost certainly leap 
forward so promptly and so far that production would have little chance 
of overtaking them. They argued that announcement that price controls 
would be retained as long as they were necessary would lead hoarders 
of goods to abandon their “sellers' strike" and throw their stocks of 
withheld goods upon the market. They expressed the belief, in general, 
that practically all ceilings could be safely removed within a year, but 
that the O.P.A. should not be obligated to remove the ceilings in the 
cases of those goods which, if released from control, were fairly certain to 
experience extensive rises in price. 

The Desirability of Post-War Price Control. Freedom from economic 
restrictions, except such restraints as may be necessary to safeguard the 
public welfare, is one of the cardinal principles of a capitalistic system. 
This is particularly true of restrictions placed upon the price mechanism— 
a fundamental characteristic of capitalism, which, it will be remembered, 
is often called “the price system." Hence, it is our view that there is no 
place in our capitalistic economic society for price controls of the O.P.A. 
type in normal times. But the first six months of 1946 were so clearly 
abnormal that, among academic economists at least, it seemed extremely 
hazardous to abandon price ceilings and look to the “free market"— which 
had not yet been restored— to provide fair, safe prices. Nevertheless, the 
Congress modified the price control legislation so greatly that the Presi- 
dent decided that it was unworkable, and in late 1946 removed all con- 
trols except those relating to rents and a very few commodities. 

It is now evident that goods did not “pour into the market" with suf- 
ficient speed and in sufficient volume to prevent a rapid and substantial 
increase in general prices. By November, 1947, the cost of living index had 
reached the all time “high" of 164.9 (1935-39 = 100), and gave no signs 
of subsiding. The extent of the 1946-47 price rise and the subsequent 
development of considerable “buyer resistance" caused a good deal of 
anxiety even among those who had been most enthusiastic about the re- 
moval of O.P.A, controls, and who finally in some instances began to 
suspect that the soaring price level would indeed lead to depression, or 
at least to “recession."^^ 

American experience with wartime prices indicates that inflation is 
more likely to come after th2Ln during a war; and our experience follow- 
ing World War I suggests that inflation is likely to end in depression, as it 
did in 1921-22. In the interests of avoiding such dire consequences, the 

10 “Even the National Association of Manufacturers, who had seen no danger of a 
wild price rise when the N.A.M. was axing O.P.A. to death, was now worried. N.A.M. 
President Earl Bunting gloomed: If the constant Upward winding of the spiral continues, 
you’ll see one of the most terrible busts this country has ever had/ ” {Time, April 7, 
1947, p. 85.)\ ■ 
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price controls required in a modern war should, we believe, be continued 
for a time after the cessation of hostilities. However, these controls 
should be selective rather than general, being applied only to such eco- 
nomic goods as are abnormally scarce; prompt and sympathetic considera- 
tion should be given to ‘‘hardship” appeals, though without a guaranty of 
prices that would cover costs plus a “reasonable profit” (which would 
render the program unworkable); and the control agency should make 
a point of removing the ceiling price from each good just as soon as it 
seems clear that public injury will not result. 

Conclusion. We must not close this discussion without noting the 
fact that some extremely able financial experts doubt the desirability of at- 
tempting to control the general price level (because of economic dis- 
turbances which might result from such an attempt) and, further, seriously 
question the ability of the Board of Governors, or similar agency, to 
bring about a stabilization of general prices. On these two points, then, 
the final word has not been written. We cannot undertake, within the 
limits of a single chapter, to examine further the first of these two points. 
As to the second, it seems unlikely that we shall know definitely whether 
stabilization can be effected by the Board of Governors until we have 
given this body specific authorization to make the attempt, over a period 
sufficiently long to provide a fair trial. This we have not yet done. 


1. Distinguish between individual prices and general prices. 

2. What is the purpose of price index numbers? 

3. How and why are price index numbers weighted? 

4. Distinguish betiveen a general index and a wholesale commodity index. 

5. What types of price index now compiled by the United States Bureau of 
Labor Statistics are referred to in the text? 

6. What is the relationship between a general price index, and an index of 
purchasing power, such as those presented in Table 41? 

7. How did the purchasing power of the dollar in 1915, 1920, 1925, and 1939 
compare with its purchasing power in 1926? 

8. Write the equation of exchange, and explain the significance of each factor 
in the equation, 

9. Demonstrate arithmetically that a doubling of the quantity of circulating 
media (other things remaining unchanged) will cause a doubling of the price 

. level. . , , 

10. How does the introduction of credit affect the equation of exchange? 

11. What is the Quantity Theory of Money? 

12. What historical evidence have we that changes in M and M' may be respon- 
sible, in large measure, for changes in price levels? 

13. “High prices and low prices are equally harmless, if only one or the other, 
once adopted, will ‘stay put.”' Explain. 
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14. “Gains and losses are likely to occur whenever the’-e is an extension of credit 
over a period of years.’' Why? 

15. If a person borrows when prices are low and repays when prices are high, 
does he gain or lose by the change in price levels? 

16. What are the effects of general price changes upon persons who are de- 
pendent upon fixed money incomes? 

17. “Prices take the elevator while wages climb the stairs.’' Explain, in con- 
nection with price levels. 

18. Is the “wage earner” or the “salaried worker” the more favorably situated 
when general prices are rising? When they are falling? 

19. Are “business men” more likely to welcome rises or declines in general 
prices? Why? 

20. What was the specific purpose of the “market-basket plan”? 

21. Give a brief description of this plan, 

22. What difficulties might arise in the operation of the market-basket plan in 
the event of extreme changes in prices, either upward or downward? 

23. What is the central idea of the Multiple Standard of Deferred Payments? 

24. Outline Professor Fisher’s plan for stabilizing the dollar, and explain how, 
presumably, it would operate. 

25. What, if anything, could the Board of Governors of the Federal Reserve 
System do to stabilize general prices? 

26. What is there about a wartime economy which tends to lead to inflation? 

27. What measures were taken by the federal government, in World War II, 
to “siphon off” large portions of the excessively large quantity of circulating 
media which was in the possession of the people of the United States? 

28. Explain the nature of, and the need for, price ceilings in wartime. 

29. Discuss the degree of success with which wartime price controls functioned in 
the United States during World War 11. 

30. What are the chief arguments for and against the continuance of price controls 
in a post-war period? Examine these arguments in the light of your knowledge 
of the nature of price fluctuations and their consequences. 
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CHAPTER 37 



IN OUR EXAMINATION OF THE PURCHASING POWER OF MONEY IN THE PRECEDING 

chapter, we noted that general prices sometimes undergo extensive changes 
over a period of years. We shall see in the present chapter that there are 
fluctuations in business activity as well as in price levels. Indeed, the two 
are not unrelated; but our present concern is not so much with fluctua- 
tions in prices as with changes in economic activity. Changes of the type 
which we shall discuss are usually called business cycles. 

THE NATURE OF THE BUSINESS CYCLE 

“Business cycles are a species of fluctuations in the economic activities of 
organized communities. The adjective 'business’ restricts the concept to 
fluctuations in activities which are systematically conducted on a com- 
mercial basis. The noun ‘cycles’ bars out fluctuations which do not recur 
with a measure of regularity.”^ This statement by a well-known authority 
is a satisfactory definition of business cycles, but it does not profess, of 
course, to be a description of these economic fluctuations. The nature of 
business cycles may be explained most clearly through the use of a chart 
indicating changes in industrial production. 

A Chart of Business Activity. In Fig. 42 we have a graphic presenta- 
tion of the business cycle as it is reflected in changes in the volume of 
industrial production.^ Production may be counted upon ordinarily to 
increase in volume from year to year because of the demands of increased 
population. This growth is shown in Fig. 42 by a gradually rising broken 
line curve which show^s that, on the whole, business activity has been 
increasing during the past thirty-five years. Had productive activities 
of the kinds here represented not experienced sharp fluctuations between 
1913 and 1947, this trend curve would represent with a fair degree of 
accuracy the steady, continually growing volume of business transactions. 

But a smooth, slowly ascending curve does not picture truly the produc- 
tive activity of 1913 to 1947, or of any other reasonably long period, for 
that matter. For experience shows that business activity fluctuates from 

1 Wesley C. Mitchell, Business Cycles, New York, National Bureau of Economic Re- 
search, Inc., 1927, p. 468. 

^ Based on data of the Federal Reserve Board. 
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the general trend, now greatly and again but slightly. The extensive 
fluctuations, as we have said, are called business cycles. Referring to our 
chart, we note that, during this thirty-five year period, industrial activity 
shifted a number of times from one side of the trend curve to the other. 
These are the shifts that constitute business cycles. History has repeated 
itself since the posM929 depression, for the curve of actual production 
(which in 1932 was well below the trend curve) in 1943 again went far 
above this trend curve cf production. 



1915 1920 1925 1930 1935 1940 1945 

Fig. 42. The Business Cycle 

This chart shows fluctuations in business from 1913 to 1947, as indicated by a 
curve based on indexes of industrial production for these years. 

Length of the Business Cycle. Fluctuations in productive activity are 
sometimes great and sometimes small. There may be, in a single year, 
a number of minor fluctuations that cannot readily be showm on a small 
chart. Changes of this kind are of relatively slight significance. The busi- 
ness cycle proper covers a longer period than a year, and such fluctuations 
in business activity are much greater than those of any single year. The 
word “cycle,” which has been so widely adopted in designating this par- 
ticular economic phenomenon, suggests not only (as is stated in our defini- 
tion) that the fluctuations recur with a measure of regularity but, further, 
that there is a return to a position of business activity previously occupied. 

Our chart shows, for example, that production was at a low ebb in 1914. 
Then came a rise in activity which in two years took production above the 
trend curve. Following this spurt of productivity, there were several years 
of minor fluctuations, with a serious slump in 1921 from which business 
did not recover fully for almost two years. In this recovery, however, a new 
height of business activity was reached by the middle of 1923. Business was 
good from 1923 to 1929, with the exception of rather minor depressions in 
1924 and 1927, which are indicated by the decline of the production curve 
in those years. The peak reached in 1929 represented a new “high'* for 
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productive activity in the United States. Close upon this banner year came 
the post-i929 depression. The volume of production in 1932 was only 
about one-half as great as in 1929, but it then proceeded to increase 
steadily, except for the year 1988, until it reached the all-time peak in the 
war year of 1943, after which it suffered a decline when the abnormal 
wartime demand for goods subsided. 

Thus we can see, without following further in detail the curve showing 
actual production during this thirty-five-year period, that the business 
cycle moves in wave-like motions. Not only does production tend to “come 
back” after it has suffered a recession, but the tendency is normally to 
strike a new high level of productive activity. This new level, w^e may 
once more note, is attributable largely to growth in population, but in 
part also to increases in individual demand which presumably represent 
improvements in standards of living. 

“Periods” of the Business Cycle. It is customary, in describing the 
business cycle, to refer to several well-defined periods or phases which 
appear to accompany these wave-like changes in business activity. They 
may be listed as follows: 

1. The period of prosperity. 

2. The period of liquidation. 

3. The period of depression. 

4. The period of recovery. 


Table 42. Characteristics of the Business Cycle 



Period of 
Prosperity 

Period of 
Liquidation 

1 

Period of 
Depression 

Period of 
Recovery 

1. Industrial activity 

Maximum 

Decreasing 

Minimum 

Increasing 

2. Prices 

High 

Falling 

Low 

Rising 

3. Employment 

Maximum 

Decreasing 

Minimum 

Increasing 

4. Wages 

High 

Falling 

Low 

Rising 

5. Strikes 

Many 

Many 

Few 

Increasing 

6. Business failures . 

Fevs^ 

Increasing 

Many 

Decreasing 

7. Bank deposits 

Large 

Decreasing 

Small 

Increasing 

8. Bank reserves 

Low 

Increasing 

High 

Decreasing 

9. Interest rates 

High 

Falling 

Low 

Rising 


We shall examine these periods briefly, describing the effects of each 
upon industrial activity, prices, employment, and other elements that go 
to make up economic life. Table 42 is virtually an outline of this descrip- 
tion, since it gives in tabular form the characteristics by which the periods 
of the business cycle are marked. 

The Period of Prosperity. The period of prosperity is one of great in- 
dustrial activity. Prices are high and stocks of goods, called forth by the 
inducement of high profits, are large. In the period of prosperity there is 
plenty of employment for workers, and wages are naturally high. Never- 
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theless, strikes are not unusual in this phase of the business cycle, since 
the workers, knowing that labor is relatively scarce and that business men 
are doing well, are likely to insist upon wage increases. Business failures, 
of course, are at a minimum, for this is a time when business men of even 
ordinary ability can make good profits.^ 

The items thus far mentioned relate to the manufacturing and com- 
mercial side of business, as contrasted with the financial side. So far as 
finances are concerned, there is a great expansion of bank credit during 
the period of prosperity. On this account, bank statements are frequently 
unsatisfactory; that is, they show small reserves, owing to the fact that 
banks have expanded credit greatly in response to the demands of busi- 
ness men. Because there has been a large expansion of credit and bank 
reserves are low, interest rates are usually high in the period of prosperity. 

The Period of Liquidation. The period of liquidation is very unlike 
the period of prosperity upon which it follows, sometimes with appalling 
suddenness. In this phase of the business cycle, industrial activity is 
definitely curtailed and on the downward trend. Stocks of goods that have 
piled up during the preceding period are larger than can be disposed of 
readily, and as a consequence prices decline. For the same reason, and 
sometimes for other reasons which will be explained later, there is likely 
to be a good deal of unemployment. Unemployment means falling wages, 
since it permits the employer to replace present workers with others at 
lower figures, if employees will not take wage reductions. Nevertheless, 
workers, in the effort to maintain their wage scales, are not unlikely to 
go on strike to resist wage decreases, so that strikes are numerous in this 
period. Business failures are, of course, much more common in times of 
liquidation than in times of prosperity, and over a considerable stretch 
of time they become increasingly numerous. This, of course, is as we 
should expect it to be, for the period of liquidation is “settling up“ time, 
when concerns that cannot meet their obligations are forced into bank- 
ruptcy. 

Turning to the financial side of business, we find that bank credit is in 
process of contraction in periods of liquidation, since there is a tendency 
on the part of banks to call in their loans. This means increasingly larger 
reserves in the possession of the banks, so that bank statements are more 
satisfactory than in the period of prosperity. Because of the demands of 
business concerns for credit and the hesitancy shown by banks in extend- 
ing credit at this time, interest rates are likely to be high, though in the 
process of falling. 

The Period of Depression. Following industrial crisis comes the period 
of depression, during which industrial activity is at its lowest ebb. Because 
there is a small demand for commodities, prices of goods also are at their 

^But even in periods of prosperity, the number of business failures is startlingly high, 
as may be seen by reference to figures given in chap. 10 (vol. 1). 
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lowest. Since the demand is so slight, merchants and manufacturers are 
able to fill orders from stocks of goods which have been held over from 
the previous periods, and these stocks are depleted but slowly. The 
absence of extensive orders and the existence of sufficient stocks on hand 
make it unnecessary to keep industrial plants running, and as a conse- 
quence there is much unemployment. 

Employers find it possible, during a period of depression, to force 
workers to take reductions in wages. Though there is a temptation to 
resort to strikes in order to resist wage reductions, the workers who have 
employment, realizing the weakness of their bargaining position and 
anxious to retain their jobs, usually accept whatever terms are offered by 
the employers; hence there are few strikes in time of depression. This is 
a most difficult period in which to conduct business. Some of the less 
capable enterprisers are unable to survive this trying period, and business 
failures are numerous. 

Since business is simply marking time, there is little call for bank credit, 
and borrowings by business men are at a minimum. Former loans have 
been repaid, and bank statements are favorable, showing large reserves in 
relation to the amount of credit outstanding. The existence of these large 
reserves makes bankers eager to place loans, and this eagerness is mani- 
fested in low interest rates. But despite their willingness to use their re- 
sources profitably, the bankers often exercise in the period of depression 
an excess of caution wdth respect to eligibility of loans, which prevents 
borrowing by those who could use bank credit legitimately and advanta- 
geously. This undue caution is a hang-over from the period of liquidation, 
when banks have found it difficult and oft times impossible to collect the 
amounts due them. 

The Period of Recovery. Business depression fortunately cannot last 
forever, but gives w^ay to a phase of the business cycle known as the 
period of recovery. The wheels of industry begin to turn once more, in 
order to make goods necessitated by the depletion of stocks which have 
gradually been purchased even in time of depression. Increased demand 
brings with it a rise in prices, and the prospect of good prices leads to 
industrial activity which soon results in a fair-sized stock of goods. Un- 
employment begins to disappear, since mines, mills, and factories cannot 
be run without workers. Wages, which had been low in the preceding 
period, show an improvement; and wage earners, glad to find steady em- 
ployment once more, manifest but little disposition to call strikes at the 
outset of the period of recovery. However, strikes increase in number 
as business continues to improve and -workers seek to regain the wage 
losses suffered during the depression. Business failures are much less 
numerous than during a period of depression; the number of bankruptcies 
declines steadily in this and the following period. 

Now that business is improving, business men resume once ihore the 
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practice of borrowing, and there is an increase in bank credit. This means, 
of course, that the expansion of credit by banks appears in bank state- 
ments, and the reserve percentages decline steadily as loans increase in 
volume. Since bankers now have plenty of opportunities to lend out 
funds, there is no need to offer the inducement of low rates of interest; 
consequently, interest rates rise during the period of recovery because 
of the expansion of bank credit. 

The cyclical nature of business fluctuations is indicated by the fact that 
the period of recovery is followed by a period of prosperity. Thus we are 
brought back to our original starting point; but the height of industrial 
activity in this return is likely to be greater than in the preceding period 
of prosperity. Referring again to Fig. 42, we may note once more the 
great irregularity in business activity indicated by the now-rising, now- 
falling curve of production. It is evident, however, that the level of indus- 
trial production reached in each period of prosperity is higher than that 
attained in the preceding cycle. 

PROBABLE CAUSES OF THE BUSINESS CYCLE 

The Problem of Explaining the Cycle. The frequency of occurrence 
and the general similarity of business cycles constitute the basis for be- 
lieving that it may be possible to find a general explanation of the man- 
ner in which each peak of prosperity leads ultimately to crisis, and a new 
peak eventually begins to rise from the trough of depression. But it 
would be quite a different matter to secure general acceptance of any 
specific explanation. Business cycles cannot be studied in the laboratory, 
but must be observed in their particular historical context. Almost in- 
variably there are certain random factors that are peculiar to any given 
historical period. Hence, it is easier to find an explanation for an indi- 
vidual business cycle in specific terms than in general terms. 

The problem is further complicated by the common tendency to seek 
monistic interpretations and explanations of developments in any field 
of inquiry. As we have seen, the business cycle is related to prices, pro- 
duction, finance—in short, to most aspects of business activity. It would 
seem to follow that developments in any of these fields might in part 
explain the development of the cycle. Moreover, the psychological factor, 
as distinct from the economic, may play an important part in bringing 
about cyclical movements, and the political factor is assuming increasing 
importance. For these reasons, any monistic explanation must be suspect. 
Pluralistic explanations, on the other hand, run the risk of being so 
general in nature as to be either meaningless in terms of definite cause- 
and-effect relationships, or incapable of being verified with accuracy, or 
both. 

Factor^^ the Cycle. Business cycle theories by the scoie 

have been developed, each stressing a particular “cause’f as being solely 
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or chiefly responsible for cyclical fluctuations in business activity. We are 
told that business cycles are caused by sunspots, rainfall, wars, discoveries 
and inventions, and changes in population; by overproduction; by under- 
consumption; by the instability of our money and credit system; and 
by undue optimism or pessimism on the part of business enterprisers. 
It is not possible for us to examine these many theories critically.^ And 
since any monistic theory would seem to constitute an oversimplification, 
it is probably best to restrict ourselves to a description of the operation of 
certain factors which appear to play a part in any satisfactory explana- 
tion. These include industrial, financial, and psychological conditions. 

By mdustrial conditions, we mean levels of production, commodity 
prices, wages, profits, the volume of employment, and the degree of indus- 
trial unrest. Cyclical fluctuations are generally measured in terms of these 
conditions. The most important of the lot is probably the level of produc- 
tion, since the other conditions may be expected to vary primarily as a 
result of earlier changes in the volume of production. By financial con- 
ditions, we mean primarily the level of bank reserves and bank deposits, 
and the level of the prevailing rate of interest. By psychological con- 
ditions, we mean the degree of optimism or pessimism which exists among 
those who play an active role in the guidance and direction of produc- 
tion. It is unquestionably true that business cycles are not purely mech- 
anistic in character. If undue optimism or pessimism characterizes the 
attitude of the enterpriser and the capitalist, business activity may expand 
in the face of structural weaknesses in the economic system, or decline to a 
low level when external conditions are apparently favorable for expansion. 

The “Self-Generating” Theory: A Pluralistic Explanation of the Busi- 
ness Cycle. The crux of the problem is to ascertain what factor or fac- 
tors are responsible for the transition from one period to another. This 
does not mean a mere enumeration of the consequences of such a change, 
once it has begun. Nor is it the same thing as listing the wide variety of 
developments which might affect the duration and extent of a movement 
in a given direction, once that movement has started. To speak of the 
beginning of a cycle, however, is a contradiction in terms, for a cycle (like 
a circle) obviously has neither beginning nor end, but is a continuous 
process. Therefore, w^e must break into the cycle at an arbitrary point, 
and seek to determine why the conditions then existing failed to continue 
indefinitely, and instead were transformed in such a way as to bring about 
a passage from one period of the cycle to the next. To attempt to work 
backwards is impossible, for in so doing we should inevitably be forced 
to make our way through an infinite number of earlier stages. We must 
start, therefore, at some ai'bitrariiy selected point and work forward. 

Prosperity and the Trend Toward Crisis. Admitting, then, that our 
selection of a particular point is arbitrary, let us break into abnormal” 

‘^They are dealt with in detail in Gottfried von Haberler, Prosperity md Depression, 
Geneva, League of Nations, 1937. 
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business cycle during the period of prosperity. This period, as we have 
noted, is one in which business is booming. It is, among other things, a 
time of progressively higher prices. Rising prices mean large profits for 
business men. Goods are produced in anticipation of demand, and if 
prices are increasing steadily, commodities may be disposed of at figures 
which are often considerably in excess of the costs of production. For the 
selling price of goods in a period of rising prices will tend to be the cost 
of production of such goods at the time at which the sale is made. This 
price may be considerably greater than the actual cost in a period of rising 
prices, since into the making of the commodity in question have gone raw 
materials and labor purchased some time before the sale of the finished 
good, and purchased therefore at relatively low prices. Moreover, interest 
charges, salaries, and certain other items of expense almost never keep 
pace with rising prices. The net effect of these conditions is that profits 
are large when prices are on the upgrade. 

Since business men are anxious to reap these high profits, they make 
every effort to expand production in times of rising prices, and on this 
account stocks of goods, employment, and wages are usually at their 
height in a period of prosperity. The truth is that toward the end of this 
period the industrial bubble is about ready to burst. Expansion in the 
production of goods is matched by an expansion in financial activity. The 
one, of course, has given rise to the other, for bank credits are expanded 
to their limits only when business is or has been booming. 

The psychological attitude during the greater part of the period of 
prosperity is one of optimism. Business men, since they are making large 
profits, are naturally optimistic. But there comes finally a time when this 
optimistic attitude may be assumed rather than real. Captains of industry 
sometimes whistle to keep up their courage. Though they wish for and 
talk much about continued prosperity, they begin sooner or later to be 
fearful that the peak of industrial activity has about been reached. They 
know from experience that business activity runs in cycles and that periods 
of prosperity are followed by industrial crisis and depression. With the 
boom fully expanded, and with doubt and uncertainty in the air, it some- 
times requires only a slight jar to change the period of prosperity into one 
of industrial crisis and liquidation. Sometimes, as in 1929, this jar appears 
in the form of a crash in the stock market. 

Crisis, Liquidation, and the Beginnings of Depression. It is possible 
that in one or more lines of manufacturing there has been too great 
production during the period of prosperity, owing to the desire of business 
enterprisers to make large profits while prices are high. There may be, for 
example, an overproduction of automobiles, or radio sets, or some other 
article manufactured on a very large scale. When sales fail to keep pace 
with production, the natural tendency is to curtail production. An over- 
supply of automobiles may easily result in the closing of the plants 



BUSINESS CYCLES 


m 


one or more o£ our leading automobile manufacturers. An action of this 
kind throws out of work many thousands of wage earners. Not only is the 
purchasing power of these workers reduced, with a consequent depressing 
effect upon other industries, but a move of this kind is interpreted by 
many other business men as a sign that the period of prosperity has come 
to an end. 

Other manufacturers decide upon a curtailment of their productive 
operations. Merchants having large quantities of goods on hand offer them 
at lowered prices in order to reduce their stocks and obtain funds. Manu- 
facturers, now unable to sell at former high prices, demand that workers 
submit to reductions in wages. In the effort to resist wage cuts, employees 
resort to strikes, and again purchasing power is curtailed. Bank credit, 
which had been stretched to the utmost, is now contracted, for bankers, 
in view of the unsatisfactory industrial conditions, are anxious to call in 
their loans. But business men find it difficult to meet their financial obliga- 
tions as these loans are called. In their effort to secure the necessary funds, 
manufacturers and merchants sacrifice stocks of goods on hand, and offer 
to pay high rates of interest for loans which will tide them over the emer- 
gency. Despite their best efforts, many are unable to weather the storm., 
and go down in bankruptcy. 

The mental attitude of business men during the period of liquidation 
and in the early stages of depression is naturally one of doubt and fear. 
Not knowing what the immediate future will bring forth, but looking 
forward to some months of poor business, they hesitate to put into execu- 
tion whatever projects they may have had in mind during the period of 
prosperity; and this lack of action leads definitely to that state of inac- 
tion, sometimes long drawn out, which is known as the period of de- 
pression. 

Depression and the Move Toward Recovery. This period, as we noted 
in an earlier description, is one which finds business virtually flat on its 
back. Tendencies which ivere apparent in the period of liquidation have 
been allowed to run their course, with the result that production has 
come almost to a standstill. The psychological atmosphere of the period 
of depression is one of extreme pessimism. With business in a state of 
suspended animation, no one seems to know just what steps should be 
taken to bring it back to life. And yet, if the self-generating theory is 
sound, it is in this very condition of business prostration that the causes 
which lead to the next phase of the business cycle, the period of recovery, 
must be sought. 

Recovery and the Causes of Prosperity. It is probable that the starting 
point of revival is usually the exhaustion of stocks of goods. It may be 
that the surplus of automobiles, which we suggested as bringing to an 
end the period of prosperity, has slowly been disposed of, and that there 
is again a demand for cars which will be available only if automobile 
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plants resume production. An announcement from the Ford Company or 
the General Motors Corporation that operations are to be resumed and 
employment given to a hundred thousand men, would stimulate activity 
in businesses of all kinds. 

Such an announcement would appear to many to herald the turning 
point of the tide. It is the final word for which the less venturesome have 
been waiting. Enterprisers throughout the country again take heart, and 
factories here and there resume operations or, in some cases, go on “full 
time’' after a period of curtailed production. Workers are available at low 
wages at the outset of this period, materials may be had at bargain prices, 
and banks, because of their large reserves, are anxious to extend credit 
at moderate rates of interest. These particular advantages are likely to 
disappear as the revival of business makes considerable headway. That 
is to say, wages increase, interest rates rise, and other expenses advance 
as production assumes normal proportions. However, the attitude of busi- 
ness men is now one of increasing courage and optimism as regards the 
future. It is felt that the “slough of despond” has been passed, and that 
the months ahead hold bright prospects. 

The process of recovery may be a relatively slow one, but in the course 
of a year or so machines are once more humming and the business cycle 
passes by almost imperceptible steps into the period of prosperity. Thus 
we find that in each of these several phases of the business cycle are the 
conditions which almost inevitably bring about the succeeding phase. 

THE STABILIZATION OF BUSINESS ACTIVITY 

Desirability of Stabilization. Every period of depression means bank- 
ruptcies, unemployment, idle resources, want, and suffering. The desira- 
bility of introducing stability into economic activity, for the purpose of 
eliminating, or mitigating, the catastrophic consequences of recurrent 
depressions, would seem scarcely open to question. However, reliance upon 
pure automaticity, as opposed to conscious control, would necessitate the 
rejection of deliberate attempts at stabilization. It might be argued that 
the depression represents a painful but necessary period of cleansing for 
the economic system. Inefficient producers are driven out of business, and 
only the efficient survive. The expansion of production which ultimately 
follows the contraction of depression finds the productive agents reallo- 
cated, to a certain extent, in the interests of greater efficiency and of 
maximum ability to satisfy changed and changing demands. 

Viewed in this sense, the business cycle insures the survival of the 
fittest, and, because it constitutes a threat to producers, it serves as an 
added incentive to maximum efficiency in production and the greatest 
possible effort to direct production so as to accord with the prevailing 
public desires. Finally, the believer in unadulterated automaticity may 
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resort to the generalization that the cures attempted by any deliberate 
interference in the unhampered functioning of the economic mechanism 
will inevitably be worse than the disease which they seek to overcome. The 
implications inherent in such an attitude were noted in the preceding 
chapter. For the same reasons, we are again forced to reject this line of 
argument and to hold that any proposals which offer the possibility of 
achieving a greater degree of stability in our economic life merit our 
serious consideration. 

The Significance of Proposals for Stabilization. We have given some 
indication of the complexity of the business cycle. We were forced to reject 
monistic interpretations of the phenomenon. Consequently, there is no 
reason to believe that proposals dealing with isolated factors can eliminate 
the cyclical nature of economic activity. Considered separately, the most 
that can be expected of the proposals discussed below is a diminution in 
the frequency and severity of continuing fluctuations. Any considerable 
degree of stability would probably require the simultaneous adoption of a 
number of devices. It should be clearly realized that no single measure, 
and possibly no combination of measures, is likely to provide a complete 
cure. 

Cyclical Stability Through Price Stability. The effect of rising price 
levels, in stimulating too rapid an expansion of production during periods 
of recovery and prosperity, has been mentioned. Conversely, in the period 
of liquidation, falling prices force unduly rapid contraction. The way in 
which purchasing power may lag immediately preceding a crisis, because 
of the failure of wages and salaries to advance as rapidly as prices, has 
also been observed. It becomes apparent, then, that a plan of price stabili- 
zation might be used in an attempt to influence cyclical fluctuations. 
Hence, either of the proposals considered in the preceding chapter for 
stabilizing the general level of prices might be applicable also to the 
present problem. 

There is no need to describe and analyze these proposals again. It would 
appear, however, that the most promising proposal for price stabilization 
in what may be called “normal times’" is the intelligent use of the existing 
control over bank credit now entrusted to the Board of Governors of the 
Federal Reserve System. The potentialities of increased stability from this 
source are great. However, their successful application would require not 
only a high order of intelligence, but also the ability to resist public pres- 
sure. The achievement of stability would require the periodic use of 
measures for checking expansion. It is almost inevitable that both enter- 
prisers and labor would vigorously resent and oppose governmental action 
that would be likely to limit the expansion of production and employ- 
ment. If, however, control is to be effective, it must be applied before 
expansion has run its normal course and collapsed under its own weight. 
If the control of credit could be made to prevent undue expansion, the 
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necessity for the liquidation and contraction which lead to depression 
would never arise. 

Stability Through Public Works. A second approach to the problem 
of stabilization centers around the maintenance of a reserve of public 
works projects. We have seen that, once the peak of prosperity has been 
reached, the initial steps in the direction of contraction lead to the crea- 
tion of conditions which force further contraction. Specifically, contraction 
in even a single important field diminishes the available supply of pur- 
chasing power, and this decreases sales generally, and necessitates a reduc- 
tion in production in a variety of fields. It is argued that if the government 
were to keep in reserve a large-scale program of needed public works, and 
begin to put the program into operation as soon as contraction in private 
business took place, the decline in purchasing power would be prevented 
and the spiral of contraction halted. 

It should be noted that we are dealing here with a plan which is not 
to go into effect until the peak of prosperity has been reached and passed. 
There is abundant reason to suppose that any such peak represents an 
abnormally high level of activity, which probably ought not to be main- 
tained by artificial means, and certainly could not be permanently main- 
tained except through huge governmental expenditures which would 
eventually threaten the credit standing of the government. The chief value 
of expenditures for public works in connection with the business cycle 
would seem to lie in the possibility that they might prevent a panic, and 
promote instead an orderly and gradual contraction. To attempt to pre- 
vent any recession whatsoever from the peak of prosperity would appear 
to be unwise. Hence, the proposal under consideration seems more likely 
to work out successfully in limiting the severity of cyclical fluctuations 
than in decreasing the frequency with which such fluctuations occur. It 
should be clear that the peak of prosperity would not reach such dizzy 
heights if, in “good times,” the government collected revenue in excess of 
its current needs, thus reducing somewhat the purchasing power that 
would otherwise be available for private spending; nor would the trough 
of depression reach such profound depths if, in “bad times,” these surplus 
funds were expended on public works. 

Stability Through Unemployment Insurance. Somewhat similar to the 
plan just described, because of its dependence on maintaining purchasing 
power, is the proposal to secure stability through the agency of unemploy- 
ment insurance. The benefits paid to the unemployed from insurance 
funds would presumably take the place of the wages workers would be 
losing because of unemployment attributable to lessened production. 
Here, again, is an attempt merely to prevent the reaction from a business 
boom from becoming too serious; and the usefulness of this device would 
lie chiefly in its contribution to orderly contraction as an alternative to 
the panic of liquidation. 
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If we are to make expenditures for public works or pay insurance 
benefits to the unemployed, we must use care in selecting a sound method 
of raising the required funds. An unemployment program that aims to 
prevent the spread of a business contraction which has already entered 
its initial stages should not be financed by levying new taxes. For addi- 
tional taxes would curtail private spending, and would merely change 
the direction of economic activity, and not increase its volume. Likewise, 
it would be futile to pay unemployment benefits from the receipts of 
current taxes. This financing should be done, rather, by public borrowing, 
on the theory that the situation is one of emergency, and for the reason 
that this borrowing will tend to increase the total volume of circulating 
media, and thus of purchasing power. 

There is no good reason wTy unemployment premiums should not be 
collected in normal times, and the funds thus accumulated used to reduce 
the public debt, so that governmental credit and therefore borrowing 
power would be in excellent shape when emergency loans were necessary 
to provide funds for the payment of unemployment insurance benefits. 
Presumably, the financing of public works (advocated in the preceding 
section) would be done in essentially the same way— the public debt being 
reduced steadily with payments made from the surplus funds collected year 
by year, so that the government would be in a favorable borrowing posi- 
tion when it was necessary to build extensive public works in order to 
combat depression. 

Stability Through Direct Action. It will be seen that the plans dis- 
cussed thus far suggest an approach to the problem of stability. They 
propose that we aid in promoting stability in production through such 
devices as the manipulation of money and credit, a public works program, 
and contributions to purchasing power in the form of unemployment 
benefits. The direct approach would involve the establishment of produc- 
tion quotas, and the direct control of output in the interests of stability. 
Under present conditions, we have no choice in this country as between 
the direct and the indirect approach. The former would mean the viola- 
tion of the institutions of freedom of enterprise, freedom of competition, 
and private property, which most Americans prize highly. The direct 
approach could be used only by the exercise of a much larger degree of 
governmental control over business than now exists in the United States. 

The utilization of the direct approach must await, therefore, our deci- 
sion as a people to embark upon a planned economy under the guidance 
of the state, should such a decision ever be made. Whether such a transi- 
tion is desirable is a debatable question. It is highly probable that a fair 
degree of stability could be attained in a planned economy. But whether 
stabilization would take place at a level so low as to more than offset the 
advantages derived through the elimination of frequent fluctuations is an 
open question. Moreover, we have in the past succeeded in niaintaining a 
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long-run rismg tre^id of production, in spite of periodic fluctuations. It is 
possible that a rigidly controlled economy would tend to become static, 
substituting long-run stability for our present long-run expansion. 

Among the characteristics of our present economic order are the follow- 
ing: A considerable degree of freedom of action for privately owned 
enterprises, with regard to price and production policies; rapid technologi- 
cal progress, resulting in frequent changes in the methods of production, 
and the continual development of new industries and disappearance 
of others; practically complete freedom of choice for consumers, with 
consequent frequent changes in the nature of demands; at least relatively 
free competition for the agents of production; and various legislative 
restrictions upon certain activities that are adjudged to be in restraint of 
competition. So long as these characteristics survive, it seems highly im- 
probable that we shall succeed in eliminating the business cycle as a 
periodically recurrent phenomenon. But there is no need to accept the 
idea that we can do nothing either to mitigate the intensity and conse- 
quences of periodic contractions, or to check the unduly rapid expansion 
which seems to be the root of the difficulty. To adopt a defeatist attitude 
such as this would indicate an unwarranted lack of faith in human ability. 

Reform, Relief, and Recovery. Though an ounce of prevention is said 
to be worth a pound of cure, societies often manifest more interest in 
solving problems after they have arisen than in preventing their appear- 
ance in the first place. This is certainly true of the specific problem of the 
business cycle. The business community in general worries but little, dur- 
ing the upward swing of the cycle, about the possibility that expansion 
may eventually get out of hand. Most of our concern over business cycles 
is reserved for the period of depression. 

The consequence is that we tend to confuse three separate and distinct 
classes of proposals. There are, first, the measures of reform. These are 
attempts to increase the degree of stability in economic activity, and 
include certain plans that w^e have already discussed. Second are proposals 
for relief. These represent efforts to lessen the suffering and want that 
mark every period of economic stagnation. Third are devices aimed at 
bringing about recovery. Included in this class are all measures that are 
designed to increase economic activity. The measures directed toward 
bringing back recovery are temporary measures that have immediate 
objectives, and differ from the reform measures, which are permanent in 
nature and are aimed at long-run objectives. The situation is further 
complicated by the fact that there may be a considerable amount of over- 
lapping among these three types of activities. 

In the period which immediately preceded the crisis of 1929, little con- 
cern was manifested in fluctuations in economic activity. The era was 
characterized by an almost unprecedented optimism and a widespread 
belief that business depressions were phenomena of merely historical 
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interest. But with the stock market crash of that year came clisillusion, 
and our actions in the depression years provided a striking example of 
simultaneous attempts at reform, relief, and recovery. This was particularly 
true of the period following 1933, for the federal administration in power 
prior to that date had based its policy on the assumption that the economic 
structure was fundamentally sound, and that little, if anything, in the way 
of reform was needed. 

Goveriimental Attempts at Stability Since 1929. It is well to note that, 
though political agencies in this country seldom hold the power to control 
economic activity directly, nevertheless it is to these agencies that we must 
turn for the initiation of any extensive measures that may be indicated 
for achieving either economic reform or business recovery. When faced 
with disequilibrium throughout the entire economic system, we cannot 
rely on the efforts of individual enterprisers to restore normal conditions. 
Action on an industry-v/ide basis, through trade associations or labor 
organizations, is only slightly less futile, (1) because of the high degree 
of interdependence between industries, and (2) because “cooperation'’ 
between business men is so likely to take the form of price-fixing through 
restriction of production. 

Governmental attempts to remedy the situation that existed between 
1930 and early 1933 consisted in large part of expressions of confidence in 
the fundamental soundness of our institutions and appeals to employers 
to maintain employment and wages. Regardless of whether our enterprisers 
saw the social desirability of following this advice, the situation was such 
that they could not afford to do so in the absence of a governmental pro- 
gram directed toward insuring a general maintenance of purchasing power. 

The Roosevelt Stabilization Program. Wdth the inauguration of the 
Roosevelt administration in 1933 came the beginning of the most vigorous 
program of reform, relief, and recovery with which the United States has 
ever undertaken to combat a business depression. We may outline this 
program briefly at this point, though many of its specific features are 
described elsewhere in this volume. 

As we have said, it is often hard to distinguish clearly between relief 
and recovery measures. However, we may consider as predominantly 
“relief” measures certain agencies that were established (1) to provide 
loans to distressed debtors and (2) to promote public works. Among the 
first was the Reconstruction Finance Corporation, established during the 
Hoover administration. Its task was to make loans (1) to banks that were 
fundamentally sound but in temporary difficulties; (2) to the several states 
for use in relieving unemployment; and (3) to corporations on the verge 
of bankruptcy. The Farm Loan Corporation was established to provide 
credit to farmers; and relief to home owners was extended through the 
Home Owners’ Loan Corporation. These three agencies unquestionably 
aided in mitigating the suffering which inevitably accompanies a period 
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of depression. They served the further desirable purpose of retarding the 
rate of liquidation. 

The public works program inaugurated by the Roosevelt administration 
was unprecedented in its scope. Several billions of dollars were appropri- 
ated in each of a number of years, for carrying on this program of public 
construction. The desirability of planning public works in advance soon 
became apparent, for the program was slow in getting under way because 
adequate plans had not been prepared. Further delay was caused by a 
dispute over the relative merits of long-range planning and the building 
of works of lasting usefulness, as contrasted with engaging in a host of 
unrelated projects in which wages for labor would be the predominant 
cost. From the point of view of economy, the extensive adoption of the 
second of these policies was probably unfortunate. 

While loans and expenditures for public works may halt a downward 
trend, action of a sterner character is required to promote positive revival. 
Hence, the Roosevelt administration experimented with a variety of 
measures dealing with monetary matters. The general program has been 
termed “controlled inflation.” The President was granted power to reduce 
the gold content of the dollar, to issue large additional quantities of 
“greenbacks,” and to increase the quantity of silver in the monetary sys- 
tem. The object of these devices was, apparently, to raise the general level 
of prices, and this in turn was expected to lead to increased productive 
activity, for reasons which were discussed in the preceding chapter. How- 
ever, this stimulus to price rise was offset, to some extent, by difficulties 
experienced in effecting an expansion in bank credit, over which the gov- 
ernment had no direct control. These difficulties led to renewed demands, 
in certain quarters, that the government be given control over all agencies 
for the creation of credit. Whether this would or would not be desirable, 
it is certain that price control can be made genuinely effective only through 
the regulation of both money and credit, and not of money alone. 

A further attempt to aid recovery took the form of trying to increase 
the incomes, and thereby the purchasing power, of wage earners and farm- 
ers. The National Industrial Recovery Act sought to increase wages and 
decrease unemployment by reducing the length of the working week. The 
cooperation of employers was secured by granting them, through the 
codes established under the Act, the right to impose limitations upon 
price competition, and in some cases upon the volume of production, 
within a given industry. The Agricultural Adjustment Act sought to 
increase farm incomes by raising the prices of agricultural products. This 
was to be done by reducing crop acreage. Both of these Acts are open to 
criticism on the ground that they embodied a general policy of curtailed 
production. As a long-run objective, Such curtailment has no economic 
justification. As an emergency measure, it seems a highly dubious method 
of getting back to either a high level of employment or a large volume of 
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industrial production. Further, both measures revealed the difficulties of 
governmental efforts to influence economic activity, when the government 
has little or no power to control prices. 

It is probable that the N.I.R.A. prevented w^ages from falling to as low 
a point as they would have reached had no such device been adopted. 
However, far from insuring against the possibility of prices increasing at 
a more rapid rate than wages, the Act practically invited such a wage lag. 
Hence, it contributed little to the real income of industrial workers. The 
restrictions on production embodied in many of the codes likewise offset 
the increase in employment which might otherwise have resulted from 
the undeniable reduction in hours. The increases in the level of industrial 
commodity prices also offset, to a considerable degree, the benefits of the 
increased money incomes that accrued to farmers through the operation 
of the A.A.A. 

The Supreme Court ruled that both of these Acts were unconstitutional. 
However, in the field of agriculture, the Agricultural Adjustment Act of 
1938 provided an essentially similar farm measure. This Act is dealt with 
in our discussion of agriculture.^ The N.I.R.A. has not been replaced, but 
the Fair Labor Standards Act of 1938 provided for increases in the money 
incomes of industrial workers whose wages were strikingly low. 

In the field of ''reform,’' the Roosevelt administration adopted the 
following measures: (1) The passage of legislation increasing the powers 
of the Federal Reserve System; (2) the establishment of the Securities 
Exchange Commission; (3) the attempt to improve industrial relations as 
outlined in the Wagner Act; (4) the inauguration of a comprehensive 
program of social insurance. What will be the effects of these measures 
upon business stability in the future is a matter of speculation. It would 
appear that the possibilities of checking an undue expansion of business 
before it has attained dangerous proportions have been increased. It would 
also seem probable that the widespread payment of unemployment benefits 
will act as a brake upon the downward trend of purchasing power in 
periods of contraction. There is, however, no reason to believe that the 
problem of economic instability has been solved to any appreciable extent. 
It must be borne in mind that many governmental measures adopted in 
the post- 1929 depression were designed to meet emergency conditions of 
that particular period of “hard times,” and might not be applicable to 
another, and different, depression. 

THE THEORY OF FULL EMPLOYMENT 

We must not close the present chapter without discussing briefly a 
program for combating depression that has won many adherents among 
economists and others, more particularly since 1936 when the late Lord 
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Keynes published his now famous work. The Gejieral Theory of Employ- 
ment, Interest, and Money. ^ In this book, Keynes presented the results of 
a study of unemployment which had been engaging his attention for some 
years. 

The Keynesian Approach to Unemployment. The ‘‘Keynesian ap- 
proach'’ to the problem of business depression, and the unemployment 
which inevitably accompanies it, may be described in a greatly simplified 
form, as follows: Production of the commodities and services which are 
turned out in a given period involves the expenditure of sums of money 
in the form of costs of production. To the persons to whom the payments 
are made, this expenditure constitutes income. Furthermore, the amount 
of expenditure and the amount of income are necessarily equal, for wTat 
is expenditure to the payers is income to the receivers. If all of this income 
is spent promptly, it will provide the funds for financing an equal amount 
of production in the following period— and this is true regardless of 
whether it is spent for consumers’ or producers’ goods. If more than this 
amount is spent, having been added to from other sources, production in 
the ensuing period will be stimulated. But if less than the total income 
is expended, through hoarding or some other type of withholding of pur- 
chasing power, production will be depressed, it will reach a smaller total 
than in the previous period, and unemployment will result. 

''Offsets^’ to Savings. We saw, earlier in the chapter, that depression 
follows close upon the heels of cumulative prosperity, which means that 
a high level of employment and income gives way to a low level of both 
employment and income. The Keynesians maintain that the business 
boom, which brings a rise in national income, brings increases also in 
most individual and family incomes, and that, under these conditions, 
“billions of dollars . . . are saved each year because people have incomes 
in excess of their consumption needs, because of a desire for personal 
security, because of power considerations or' greed, because of automatic 
institutional arrangements, and for a thousand other reasons. It is irrele- 
vant whether the process is deliberate or unconscious, whether prudence 
and thrift are involved or greed and lust, whether or not there is pain and 
abstinence. The desire to accumulate is a social fact, to be taken as such. 
And whatever might or might not be true of a Robinson Crusoe economy, 
it is clear that in modern societies individuals save regardless of the magni- 
tude of investment outlets. Even if no new securities were floated, attempts 
to save would continue; and if old securities were not available, it would 
still be possible to accumulate non-interest-bearing assets in cash. It must 
be remembered, of course, that in addition to individual and family sav- 


^John Maynard Keynes, T/ze G^neraZ Theory of Employment, Interest, and Money, 
New York, Harcourt, Brace & Company, Inc., 1936. 

^Paiil A. Samuelson, in PosZtyar Economic Problems (Seymour E. Harris, ed.), Neiv 
York, McGraw-Hill Book Company, Inc., 1943, pp. 36, 37. 
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ings are the savings of business enterprisers. It is the withholding of all 
kinds of savings from the expenditure stream that leads to a reduction 
in production and an increase in unemployment, unless these savings are 
offset in some way. The normal offset to savings is investment by the savers 
or their agents; but in the absence of adequate private investment other 
offsets must be found. 

Granted that large sums out of the total income that was produced in 
the preceding period are withheld from current expenditure, it would 
seem to follow that the deficit must be made up if the volume of forth- 
coming production is not to decline. It is the failure to make up this 
deficit that turns prosperity into depression, and full employment into 
unemployment. To insure the continuance of full employment, and the 
avoidance of depression when total expenditure for consumption and 
investment is inadequate, other funds must be found which will offset the 
amounts saved, and thus bring the total amount expended up to its former 
high level. Only in this way can production, and consequently employ- 
ment, be kept from declining. Though there are a number of possible 
offsets to these savings,^ the one that bulks largest in the program of the 
Keynesians is governmental spending. 

The Government’s Role in Providing Full Employment. Up to this 
point, we have purposely omitted any mention of governmental spending, 
though it is obvious that expenditures by government often play a very 
important part in stimulating or maintaining production and employ- 
ment, and it is in governmental spending (national, state, and local) that 
the Keynesians find the remedy for oversaving. We have seen that income, 
once received, may or may not be returned promptly to the expenditure 
stream. It is proposed that, whenever there is a deficit in expenditure such 
as Vv^e have described, the government shall undertake (through its taxing 
and borrowing power) to supply the funds that are required to bring the 
total expenditure up to the amount needed to provide full employment. 

This does not mean that the government itself would go into business 
by becoming a producer of goods, but rather that it would finance the 
purchase of desirable goods on a sufficiently large scale to take up the 
slack which would otherwise result from the failure of a considerable 
portion of the income to be converted promptly into expenditure. ‘‘Private 
business can and will do the job of production,” says Professor Hansen, 
a prominent advocate of governmental spending for the maintenance of 
employment. “It is the responsibility of government to do its part to 
insure a sustained demand. We know from past experience that private 
enterprise has done this for limited periods only. It has not been able to 
insure a continuous and sustained demand. The ever-increasing gigantic 
powers of production of the modern industrial system, far exceeding those 
of any earlier experience in history, mean that an enormous output has 
■■“sT&^pp. ' 40-46. ' ■■■: 
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to be reached before full employment is approached. Private industry and 
government together must act to maintain and increase output and income 
sufficiently to provide substantially full employment.”^ 

The Meaning of Full Employment. Some opponents of governmental 
spending to provide work have debated at considerable length the meaning 
of '‘full” employment, and argued that even in periods of peak production 
there has always been and will continue to be some unemployment. We 
have been reminded that there are unemployables, who either are inca- 
pable of doing work that the world wants done or for temperamental or 
other reasons simply find it impossible to hold jobs; and that among our 
able workers some are always out of work by reason of seasonal or tech- 
nological unemployment while others are in process of moving from old 
to new jobs, and are for the moment unemployed. 

It is only fair to say that the Keynesians do not pretend to prescribe 
for unemployment of these kinds, which may on the average affect a 
million or more workers annually, but for the prolonged and much more 
deadly economic ailment of cyclical unemployment. One writer, in what 
seems to us a sound interpretation of the term, defines full employment 
as “a condition under which every person who is able and willing to work 
can find enough employment in the course of a year to earn not less than 
enough to maintain his habitual standard of living. The problem, then, 
becomes one of preventing the recurrence of business depressions, with 
their burden of involuntary idleness on the part of persons of unques- 
tioned ability who are obviously anxious to find work. To avoid fruitless 
controversy over the impossibility of achieving full employment, when the 
term is interpreted literally and rigidly, some writers have adopted the 
practice of using the expressions “substantially full employment”^^ and 

“reasonably full employment.”^^ 

What Might the Government Buy? Critics of this kind of program 
frequently cite the governmental expenditures of the post-1929 depression 
as evidence, first, that such spending is very wasteful, and, second, that it 
does not put a speedy end to a depression. 

To the first of these contentions, the Keynesians answer that our govern- 
mental spending in the I930’s, so far as it was wasteful, was so largely 
because it was unplanned. Extensive, hastily executed projects for which 
detailed plans have not been drawn up in advance are pretty certain to be 
inefficiently carried out. The Keynesians hold that well-considered plan- 
ning, which has reached the blueprint stage well in advance of the emer- 
gency, would give us an excellent chance to get “our money’s worth” in 
return for whatever expenditure would have to be made in order to insure 
®Alvin H. Hansen, in p. 14. 

E. A. Goidenweiser, in Jobs, Production, and Living Standards, Washington, Board 
of Governors of the Federal Reserve System, 1945, p. 4, 

Alvin H. Hansen, quoted in the present chapter. 

Supplement, December, 1942, p. 7. 
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full employment; and that the expenditure, moreover, could always be 
made for goods of which society stands in genuine need and of which we 
are unlikely ever to have an excess. Roads (including underpasses at rail- 
%vay crossings), more adequate educational institutions of all grades, 
enlarged hospital buildings with the most modern facilities, new housing 
for millions of families with small incomes— these are but a few of the 
‘‘public’’ projects upon which national, state, and local governments might 
conceivably spend funds which, if not spent in these ways to avoid depres- 
sion, would have to be expended in large measure for purely “relief” 
purposes. 

It has been suggested, moreover, that there are many other types of 
expenditure which would pay large social dividends, over and above the 
prevention of depression (if, indeed, it were iDrevented) or its reduction 
to a more manageable size. Sir William Beveridge, in proposing a program 
of this kind for England, lists not only public spending of the kinds we 
have mentioned above, but also investment in a socialized sector of indus- 
try, including transport and power and coal or steel; the creation of a 
National Investment Board to provide loans and tax rebates to private 
business as a means of stabilizing private investment; the encouragement 
of low prices for essential consumers’ goods, if necessary, by a system of 
subsidies; and an increase in private spending to be brought about by 
increased national income and broadened social security provisions. Some 
of these suggestions, it will be noted, are at present more appropriate for 
England than the United States, since they assume a larger degree of public 
ownership than prevails in this country. 

As for the criticism that our public spending did not put to rout the 
greatest depression we have ever experienced, the usual answer is that the 
program which we adopted was a halting, half-hearted one; that we did 
not at any time spend sums large enough to provide full employment, but 
continually lived in hope that the governmental “pump-priming” would 
soon enable private enterprise to go ahead without public assistance; and 
that public spending for full employment, once begun, must be carried 
on relentlessly until the battle is won. Indeed, the Keynesians see no 
reason why the government should not indefinitely finance full employ- 
ment, since they regard such financing as less wasteful than paying relief 
benefits to millions of unemployed and having thousands of businesses 
closed dowui because demand has not been sustained. Moreover, since 
it is axiomatic that human wants are indefinitely expansible, they hold 
that there will always be worth-while undertakings upon which to spend 
public funds in such quantity as to provide the expenditure required to 
maintain an economy which would offer employment to all who were able 
and wiiling to work. 

Paying the Bill for Full Employment. The ordinarily troublesome 
question of how to pay the bill is met by the Keynesians in this w^ay: The 
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cost of providing full employment, like the cost of every governmental 
project, will have to be paid from public revenues. This means, in the 
long run, that the people must pay for these desirable goods through 
taxation, though at times the cost might have to be met through borrowing 
—that is to say, through “deficit financing/’ 

To those who accept the Keynesian doctrine, the problem of securing 
sufficient funds holds no terrors. What must be done above all else is to 
keep production going! If the output of the country is maintained at a 
high level, the national income will necessarily be large and there will 
be no difficulty in securing from taxation whatever revenue is required 
to finance the program of full employment. As Professor Hansen puts it: 

The notion that we cannot finance our production is quite without foundation. 
Every cent expended, private and public, becomes income for members of oar 
society. Costs and income are just opposites of the same shield. We can afford 
as high a standard of living as we are able to produce. We cannot afford to waste 
our resources of men and material. We cannot afford to use them inefficiently. 
But we cannot afford idleness. The idleness of the decade of the thirties was 
responsible for the loss of 200 billion dollars of income. . . . There is not — 
there cannot be — any financing problem that is not manageable under a full- 
employment income. From an income so vast [as we produced in war years] we 
can raise large tax revenues — large enough to service any level of debt likely 
to be reached and to cover all other government outlays — and still retain for 
private expenditures much more than we had left in former years. . . . But it 
is not necessary or desirable under all circumstances to finance all public expendi- 
tures from taxes. Whether taxes should equal, fall short of, or exceed expenditures 
must be decided according to economic conditions.^® 

The Current Attitude Toward Full Employment. There can be little 
doubt that people in general favor full production— a volume of output 
which would keep our factories, mills, stores, and other places of business 
humming. Probably most Americans would prefer to have this full produc- 
tion—and consequent full employment— brought about through free enter- 
prise rather than through governmental “interference.” But some at least 
have come to agree with Sir William Beveridge in his belief that no power 
less than the state can assure adequate total spending at all times. It was 
doubtless the acceptance of this view, coupled with a recognition of the 
necessity for outlawing unemployment, that prompted the Editors of Eor- 
iune in 1942 to publish this declaration: “W^e propose that the government 
should underwrite permanent prosperity: that it be established govern- 
ment policy, whether Republican or Democratic, to maintain reasonably 
full employment in the United States.” With this statement went the 
argument that private industry must have '‘every chance to operate at 
capacity and to invest as much of the nation’s savings as it can absorb.” 
But the conclusion was unequivoeal: "When involuntary unemployment 
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threatens to be either chronic or widespread, it is not to be borne. We 
believe the government should set a minimum, and a minimum reasonably 
close to our full capacity, below which employment should never be per- 
mitted to falL”^^ 

Professional economists are divided in their appraisal of the desirability 
of attempting to avoid depression and unemployment through govern- 
mental spending. The average American citizen, we may safely assume, 
knows little or nothing about the Keynesian theory; and the action taken 
by Congress in 1946 on a “full employment’' proposal indicates that the 
idea has not yet won great favor in our national legislative halls. It is true 
that Congress passed the Murray-Patman Act, which purported to deal 
with the problem; but what began as a “full employment” measure wound 
up, as we recorded in Chapter 25, as an ''employment-production” act 
which gives little promise of providing the country with the detailed, 
long-range program which the Keynesians regard as essential to their 
program. Certain persons who were keenly interested in the passage of 
effective legislation of this type accepted the Murray-Patman Act as “better 
than nothing” and “a move in the right direction”; but it is hard to believe 
that this Act will be the instrumentality through which either the truth 
or the falsity of the Keynesian theory of employment will find practical 
demonstration. 

Criticisms of Public Spending to Provide Full Employment. Critics of 
programs of this kind direct their attack along several lines. First of all, 
they question the necessity of governmental spending on a large scale, 
arguing that if government will adopt a “hands-off” policy, business 
depressions will doubtless come and go much as they did prior to the 
post- 1929 depression— which, they charge, was prolonged by “interference” 
from the Hoover and Roosevelt administrations. They frequently attack 
the so-called theory of economic maturity— the notion that the country has 
so fully exploited its economic possibilities that attractive opportunities 
for investment are too limited to use up our unconsumed current income 
—though this theory is not an essential part of the Keynesian doctrine.^^ 
They hold that if the government will only restrict its economic activities 
to the encouragement of free enterprise, by passing just tax laws and other 
legislation favorable to business, private investment will be so greatly 
stimulated that governmental spending to insure full employment will be 
unnecessary. They argue that there is no guaranty that governmental 
spending would solve the problem of unemployment, that it might easily 
lead to governmental participation in control, to a considerable degree 
of government ownership, or even to a planned economy closely resembling 
sociaiisiii, and they point out that in a society of this type we would sadly 
miss certain “freedoms” which we now accept as a matter of course. 

Supplement, Deceinberi 1942, p. 7. 
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These are important criticisms, to each of which the Keynesians natu- 
rally have what they consider to be adequate answers. We cannot under- 
take to examine them in detail though in most instances they have been 
touched upon elsewhere in this book.^^ The plain truth is that no one 
knows definitely and with certainty what the outcome of a thoroughgoing 
program of governmental spending would be, and the chances are that 
we shall never know unless and until we try it out. An economic society 
which is beset by recurrent depressions and unemployment “takes a 
chance’’ no matter what its course of action or inaction may be. Undoubt- 
edly there is a possibility that harm might result from the adoption of the 
policy of spending which we have been examining. We incline to the view 
that a freely operating capitalistic system, with a minimum of governmen- 
tal control and regulation, is likely to furnish a higher average level of 
employment, production, and income than would result from the adoption 
of any governmental full employment policy which did not include some 
possibility of eventually leading to collectivism, and perhaps even to 
political and economic dictatorship. On the other hand, there may be 
grave danger in not taking specific measures to conquer the business depres- 
sion. Such well-known economists as Frank H. Knight, Paul H. Douglas, 
George Soule, Joseph A. Schumpeter, and A. R. Burns have voiced fears 
for capitalisms^ which are strikingly similar to those expressed by Profes- 
sor Hansen in the following statement: “It is no longer possible to accept 
the thesis that cycles of prosperity and depression may be complacently 
regarded as a characteristic of a system of free enterprise and private 
property. In a modern world no system can survive which permits the 
continued recurrence of serious depressions. Should it prove true, as some 
still argue, that periodic depressions are an inevitable concomitant of 
private property and free enterprise, then this system is doomed.’’^^ 

Conclusion. In bringing our discussion of business cycles to a close, 
several questions of general significance may be raised. Is it true that the 
degree of economic stability attainable is in direct proportion to the 
economic control possessed by the government? If so, to what extent are 
we willing to sacrifice our present individual freedom of initiative in the 
interests of increased stability? To what extent can stability be attained 
without acting as a deterrent to the normal tendency of our economic sys- 
tem to expand? It is with a recognition of the problems set forth and 
implied in these questions that attempts to find a solution of the business 
for example, the discussion of governmental functions and expenditures in 

chap. 43. 

^^See John Ise, Economics, New York, Harper & Brothers, 1946, pp. 572, 573. 

Postwar Economic Problems, p. 10. Business analysts and captains of industry have 
^iven expression to similar views. Said Paul G. Hoffman, president of the Studebaker 
Corporation, recently: “We cannot live with fluctuations such as that which took place 
te tween 1929 and 1932, when business volume dropped more than 50 per cent. Another 
collapse of that magnitude might cost us our free economy." (Quoted in The New YoNa 
Times, ]une 26, 1947.) 
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cycle must be made. No phenomenon in the economic world has more 
serious consequences or presents greater difficulties than the one we have 
been examining. Indeed, the knowledge and understanding needed for 
an adequate solution of this problem are still largely lacking. For the 
present, at least, the problem must be approached experimentally, in the 
hope that we may come across clues which will lead us eventually to the 
development of a satisfactory solution. 


1. What is a “business cycle”? 

2. Explain the significance of Fig. 42. Just what does this chart represent? 

3. Why might the production of a country be expected ordinarily to increase 
in volume from year to year? 

4. Contrast the irregular production curve in Fig. 42 with the “trend” curve 
that appears in the same figure. 

5. How long does a business cycle last? 

6. In which years during the past two decades have we suffered seriously from 
decreased production? Which have been “boom” years? 

7. Why is there a tendency, following a “slump,” for production to strike a new 
high level of activity, instead of merely regaining the lost ground? 

8. Name the “periods” of the business cycle in the order of their occurrence. 

9. Give the characteristic features of each period of the business cycle. 

10. What is the central idea of the “self-generating” theory of business cycles? 

11. Explain the significance of the term “self-generating.” 

12. “Each period of the business cycle is the result of certain causes which have 
developed in the preceding periods of the cycle.” What are these “causes”? 

13. Why should “recovery” grow out of a business depression? 

14. Would society be better off if business were stabilized? Why or why not? 

15. Why is it probable that no single device will succeed in achieving stability? 

16. What relationship is there between price stability and cyclical stability? 

17. What is the principal value of a public works program in connection with the 
cycle? 

18. How might the payment of unemployment benefits influence cyclical move- 
ments? 

19. How should the funds to finance a public works program during a period of 
liquidation or depression be raised? Why? 

20. When and from what sources should the funds with wffiich to pay' unemploy- 
ment benefits be secured? Why? 

21. Is it possible to secure stability through the direct control of production? 
Why or why not? 

22. What characteristics of our present economic system tend to make cyclical 
fluctuations almost inevitable? 

23. Distinguish between reform, relief, and recovery. 

24. Describe the governmental attempts at (a) relief, (b) recovery, and (c) re- 
form, since 1929. 

25. What additional governmental powers might have contributed to the suecess 
of the recent recovery efforts? 
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26. Outline briefly the “Keynesian approach” to the problem o£ unemployment. 

27. Explain the necessity for “offsets” to savings if depression is to be avoided. 

28. What part might government play in the provision of full employment? 
Why should not some other agency perform this function? 

29. Define “full emplo'jnnent.” 

30. Why did not extensive governmental spending in the post-1929 period bring 
a speedy end to the depression? 

31. Do you feel that governmental spending, engaged in to provide full employ- 
ment, would be better than giving unemployed wmbers a dole? Why or 
why not? 

32. Do you regard the proposal of the Editors of Fortune, that “the government 
should underwrite permanent prosperity,” sound and significant? Explain your 
answer. 

33. What is the nature of the criticisms that have been leveled against the 
Keynesian program? Do they strike you as sound or unsound, and for what 
reasons? 
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CHAPTER 38 



IN DESCRIBING THE PROCESS OF EXCHANGE, ^ WE LOOKED BRIEFLY INTO THE 

nature of trade and found that, in the final analysis, it consists of an ex- 
change of commodities and services for other commodities and services. 
Indeed, the true nature of trade is most easily seen in its simplest form, 
barter; and it is for this reason that the student of economics is urged in 
specific cases to disregard temporarily the money phenomena of modern 
exchange and concentrate upon what is often much more significant, 
namely, the goods phenomena. 

Barter, the Essence of All Trade. In one phase of international trade 
—the phase that deals with making payment for goods imported and re- 
ceiving payment for goods exported— the question of money is of con- 
siderable importance. But in international as in domestic trade, there is 
much to be gained in most instances by reducing the problem to its 
simplest terms. If, then, one thinks of trade, whether domestic or for- 
eign, in terms of barter, there is small probability of being led astray by 
the intricacies of exchange as they appear in our highly complicated eco- 
nomic order. 

Similarity of Domestic and Foreign Trade. Our study of trade within 
a single country has prepared us for an excursion into the field of inter- 
national business transactions. For, although domestic and foreign trade 
are not precisely alike, their differences are less pronounced than their 
similarities. All trade, it will be recalled, is closely related to specializa- 
tion, and consists of certain persons exchanging surpluses of economic 
goods for the surplus economic goods of others. 

Moreover, in foreign as in domestic trade, the transaction (with few 
exceptions-) takes place between individuals^ and not between political 
units as such. When Pennsylvania steel is sold in Florida and Florida 
oranges are sold in Pennsylvania, the trade is conducted between in- 
dividuals or business houses within the two states, and not between the 

^ In . chap.; 31. 

- As, for example, when the government of the United States provided the govermnent 
of Great' Britain with; war .supplies. 
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states themselves. In like manner, it is ordinarily the individual business 
men of Europe and South America, and not the governments themselves, 
that arrange for (let us say) shipments of coffee from Brazil to France, 
and of textiles and cutlery from England to Chile. When we speak, in 
later paragraphs, of the foreign trade of the United States or of some 
other country, it must be understood that the expression is one of con- 
venience rather than exactness, and that it is used to indicate trade be- 
tween individuals located in different countries and not between the 
governments of two or more countries. 

Trade takes place, unless restricted artificially by a tariff or other ob- 
stacles, whenever buying and selling appear to business men to be advan- 
tageous. And foreign trade, like domestic trade, is advantageous whenever 
(as must always be the case in a free trade) each party to the transaction 
gives up something that he prizes less highly than that which, through 
the process of exchange, he receives for this item. Whether the exchange 
takes place between two or more residents of a small secluded village; or 
between business men of widely separated states, such as Maine and Cali- 
fornia; or between the citizens of different nations, the fundamental prin- 
ciples of trade are bound to apply. 

Some Complicating Features of International Trade. In several re- 
spects, to be sure, international trade differs from domestic trade. There 
are differences in customs of the people, in language, in monetary units, 
and frequently in tariff regulations. These several items of difference have 
little or nothing to do with trade that is carried on within a single coun- 
try, but they often have the effect of complicating trade transactions 
which go beyond national boundaries. 

FOREIGN TRADE OF THE UNITED STATES 

We may now give some little attention to the nature of the trade carried 
on between the people of the United States and those of other countries. 
In Table 4S are listed certain important transactions in the international 
trade of the United States for the year 1940.^ The sixteen items shown 
in this table give a fair notion of the transactions which enter into the 
foreign trade of this country. We shall examine these several items 
briefly. 

1. Merchandise. Most people, in thinking of foreign trade, have in 
mind shipments of material goods. Though the significance of such goods 
in international trade is usually exaggerated by persons unfamiliar with 
the true situation, merchandise is indeed ordinarily the most important 
single item ^f American foreign trade. About 45 per cent of the export 
and so per cent of the import items of the United States consisted, in 
1940, of merchandise. Some of the specific commodities of which these 

®The data for this pre-war year give a better picture of ordinary activities of interna- 
tional trade than would the highly abnormal data of the war or early post-war years. 



Table 43. Balance of International Payments of the United States, 1940 


(Source: United States Department of Commerce) 


Classes of Transactions 

Credits^ 
Cash Claims 
Due U. S. 
from 

Foreigners 
(Millions 
of Dollars) 

Debits^ 
Cash Claims 
Due 

Foreigners 
from U. S. 
(Millions 
of Dollars) 

! 

1 Difference 
(“4"” means 
balance 
due 

U. S.) 
(Millions 
of Dollars) 

1 . Merchandise 

We sold commodities amounting to 

' We bought commodities amounting to 

4021 

2625 

4-1396 

Service Items 

2. Freight and shipping: 

We received from foreigners for such services . . 
We paid foreigners for such services 

223 

327 

-104 

3. Tourist expenditures: 

Foreign tourists spent in the United States. 
American tourists spent abroad 

81 

223 

-142 

4. Immigrant remittances: 

New immigrants brought into the United 

States 

Immigrants in the U. S. sent “back home’’ .... 

30 

120 

-90 

5. Interest and dividends on private investments: 

We received from foreigners 

We paid to foreigners 

525 

215 

-{-310 

6. Government transactions: 

Foreign governments paid the United States . . 
United States government paid foreigners .... 

28 

122 

-94 

7. Miscellaneous services: 

We received from foreigners for such services . . 

164 



We paid foreigners for such services 


66 

4-98 

8. Contributions: 

We gave to foreign causes 


55 

-55 

Capital Movements 

9. Long-term investments: 

Net balance 


i 

53 

-53 

10. Changes in international banking accounts: 

Net inflow of banking funds to United States . . 

873 


4-873 

1 1 . Advance payments by British government 

720 


+720 

12. Miscellaneous capital items 


170 

-170 

Goldi Silver^ and Paper Currency 
n.Gold: \ 

Exports from United States ' 

Imports to United States 

i 

5 

4749 

-4744 

Earmarking operations (net) 

645 


+645 

1 4. Silver: 

Exports from United States 

Imports to United States 

4 

59 

-55 ■ 

Paper currency movements: 

Net inflow to United States. 

33 


+33 

16. Other transactions . 

1432 


+1432 


8784 

8784 



Credit transactions are those which may be expected to result in payments into the 
United States; debit transactions are those which will result in payments from the United 
States to foreign coimtries. 
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exports and imports were composed will be noted later. For the present, 
we may observe that such things as the sales of bunker coal and oil 
to foreign vessels, ship repairs, and several other items are included 
among the more usual types of merchandise. Much of the exports of 
the United States in 1940 consisted of war supplies or “strategic com- 
modities” sent to the United Kingdom and other parts of the British 
Empire. It has been customary, in the past, to regard silver as an article 
of merchandise; but the increasing importance of silver shipments in 
American foreign trade in recent years has led to its being given a separate 
listing. Silver appears in our table under Item 14. 

2. Freight and Shipping. Freight charges entering into foreign trade 
consist of items arising out of ocean. Great Lakes, and land transit. Ocean 
freight includes American merchandise carried in vessels owned by for- 
eigners, and foreign goods transported in American bottoms. A foreign 
trade situation exists also in connection with traffic on the Great Lakes, 
in which commodities are moved from the United States to Canada, and 
vice versa. In addition to freight hauled by water, goods transported by 
rail sometimes enter into international trade. Great quantities of Canadian 
grain are carried by American railroads from the Great Lakes (usually 
from Buffalo) to the Atlantic seaboard. An even larger item is that 
charged by Canadian railways for carrying American lumber, grain, and 
packing-house products, which in many cases are reshipped from Van- 
couver or Montreal. Table 4S shows that, in 1940, we paid foreigners 
1104,000,000 more for freight and shipping than we collected from them 
for this type of service. 

3 . Tourist Expenditures. Expenditures of tourists in foreign countries 
are also included in the international balance sheet. The expenditures 
of Americans traveling abroad appear as “debits,” and those of foreigners 
in this country as “credits.” It is estimated that in 1940 American tourists 
spent 1223,000,000 in foreign countries, as against $81,000,000 spent by 
foreign tourists in the United States. This is 60 per cent less than was 
spent for similar purposes in 1937, and this reduction is attributable to 
uncertain world conditions which discouraged foreign travel in 1940. 
Departures from the United States to European and Mediterranean desti- 
nations fell from 135,000 in 1939 to 16,000 in 1940. “Canadian-American 
tourist traffic involves a larger total expenditure than that between any 
other two countries in the world, but there were only 80 per cent as 
many United States visitors to Canada in 1940 as in 1939, and the number 
of Canadian visitors to the United States fell off almost 50 per cent. 
Americans, as is well known*, do a great deal of traveling, a fact which 
may be explained in part by the large per capita income of the United 
States. Expenditures of foreign tourists in this country are ordinarily 

^ United States Department of Commerce, Trade Information BuUetm No. 625, Wash- 
ington, Government Printing Office, 1929, p. 11. 
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about one-quarter as great as those of American travelers in other parts 
of the world. 

4. Immigrant Remittances. Many immigrants who have come to the 
United States during the past few decades have left behind them in their 
'hid countries’’ relatives who are partly dependent upon them. From 
their earnings in this country (which are usually much larger than the 
incomes to which they have been accustomed in their native lands), 
these immigrants have frequently remitted considerable sums to their 
dependents. Remittances of this kind account for a “debit” item of 
1120,000,000 in Table 43. The small offsetting item of |S0, 000,000 ap- 
pearing as a “credit” consists of cash brought into the United States by 
immigrants entering this country in 1940. 

5. Interest and Dividends on Private Investments. AViien capital 
funds seek investment in foreign countries, they do so for the reason that 
investment opportunities abroad appear to be more advantageous than 
those at home. The investments are made, of course, with the idea of 
receiving an income from the securities that have been purchased, and 
this income forms an item of international trade. American private in- 
vestments abroad have been placed chiefly in Latin America, Europe, 
and Canada. Interest on such investments amounted in 1940 to about 
$525,000,000, and the foreign holders of American securities received, in 
that year, interest payments totaling $215,000,000. 

6. Government Transactions. We have already . noted the fact that 
foreign trade is usually conducted between individuals and not between 
governments. But in some instances governments buy from other govern- 
ments. Credits and debits of this kind in 1940 included (a) net receipts 
from Panama Canal operations, (b) expenditures abroad by the various 
executive departments, (c) remittances by the Veterans’ Administration, 
and (d) cost of foreign representation in the United States and United 
States representation abroad. 

Between 1923 and 1930, this country received more than $200,000,000 
annually as principal and interest payments on the huge sums borrowed 
by our allies in World War I. But payments of this kind declined steadily 
after 1930, and stopped entirely shortly after the beginning of World War 
II. In 1940, our government paid other governments $94,000,000 more 
than it received from them. 

7. Miscellaneous Services. Grouped under the heading “Miscellaneous 
services” are imports and exports of electric power; magazine and news- 
paper subscriptions; disbursements for advertising; cable, radio, and tele- 
phone services; royalties on motion pictures, and so on. In the case of 
miscellaneous items, as in other international transactions, there are both 
credits and debits. For the year 1940, as is shown in Table 43, transac- 
tions of this kind resulted in a net balance of $98,000,000 due the people 
of the United States from foreigners. 
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8. Contributions. Total contributions made to foreign fields of activ- 
ity by United States charitable, religious, educational, and scientific im 
stitutions during 1940 are estimated at $55,000,000 on the basis of data 
submitted by 125 organizations. 

9. Long-Term Investments. Citizens of the United States have made 
investments abroad for many years, and American securities have been 
bought by foreigners who, for one reason or another, have w^anted to 
invest their funds in this country. Year by year these investments are 
increased through purchases of foreign bonds and stocks, or reduced 
by sales of such securities or by the payment of matured bonds. In 1940, 
the purchases of long-term foreign securities by Americans and the sales 
of American securities to foreigners resulted in a net balance of $53,000,000 
due the people of other nations. 

10. Changes in International Banking Accounts. It is quite common 
for banks to have deposits with banking institutions of other countries, 
largely for the purpose of paying balances arising out of international 
trade. There has also been an extensive development of commercial 
short-term loans in foreign countries. A recent government statement 
showed that American deposits and short-term loans with foreigners 
amounted to $137,000,000 at the end of 1940, while similar foreign de- 
posits and loans in America reached the huge total of $3,980,000,000. 
This represents a reversal of the situation that existed in 1933, when 
the figures were, respectively, $1,082,000,000 and $487,000,000. The net 
change in America’s international deposits and short-term loans for the 
year 1940 was $873,000,000. 

The flow of short-term funds from foreign countries to the United 
States, during the past decade, has been in part the return from foreign 
money markets of American-owned banking funds, and in part a flight 
of foreign capital to the United States which was stimulated by political 
and financial uncertainties in Europe and elsewhere. This inflow of funds 
affected the trade balance in recent years in exactly the same way as 
though merchandise to this amount had been sent out of the United States. 

11. Advance Payments by the British Government. In order to facili- 
tate the production and purchase of war supplies in the United States, 
Great Britain (and also France) made some payments considerably in 
advance of the export of goods and provided capital assistance to certain 
producers where new plant facilities were needed. This item of $720,000,- 
000 represents payments of these kinds. 

12. Miscellaneous Capital Items. The United States Department of 
Commerce includes under this heading certain capital items which are 
not explained in detail. 

13. Gold. •Gold is shipped from country to country for use in the arts, 
to settle the balances of international indebtedness (as will be explained 
in the following chapter), and to serve as reserves in the vaults of cen- 
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tral banks of various countries. In some cases the central banks are al- 
lowed to retain their holdings of gold abroad, and yet have such gold 
count as reserves if it is segregated and marked in such manner as to 
indicate that the identical coins or bars “earmarked’' are the bank’s 
property, and altogether subject to its disposal. It is not the practice of 
the Federal Reserve banks to count as reserve any gold held abroad; but 
when they have come into possession of gold abroad at a time when they 
held ample gold at home, they have sometimes had it earmarked there, 
largely in order to save the expense of shipping to the United States gold 
that might later require reshipment. Earmarked gold belonging to an 
American bank but held temporarily in a foreign bank is set aside to 
await instructions from the American bank, and cannot of course be used 
except upon specific order from the bank that owns it. 

After the Munich conference of September, 1938, the flow of gold to 
the United States was greatly accelerated. In 1939 and 1940, the net gold 
imports to this country exceeded the gross merchandise exports— a situa- 
tion without precedent in the history of the United States. Transactions 
in gold, including foreign shipments and earmarking, resulted in 1940 
in a net “debit” of $4,099,000,000. Gold exports amounted to only 
$5,000,000, net earmarkings equivalent to exports of $645,000,000 took 
place, and gold imports totaled $4,749,000,000. This tremendous impor- 
tation of gold, which established a new high record for gold shipments 
to the United States, was influenced largely by political and economic 
unsettlement throughout the world. Most of this gold came from the 
British Empire. “Shipments have been greatly in excess of production for 
several years,” observed the Department of Commerce. “There is good 
reason to believe that many of the principal gold stocks have already 
been transferred for the most part to the United States.” 

14. Silver. Influenced greatly by United States Treasury purchases, in 
accordance with the provisions of the Silver Purchase Act of 1934, we 
imported $355,000,000 worth of silver in 1935, $183,000,000 worth in 1936, 
and $92,000,000 worth in 1937. In 1940, we imported only $59,000,000 
worth of silver, the lowest imports of this kind since the Silver Purchase 
Act w^ent into effect. Since we exported $4,000,000 worth of silver in 1940, 
we had a net “debit” balance of $55,000,000 on this item for that year. 

15. Paper Currency Movements. There is ordinarily found, in every 
important country, a considerable amount of the paper currency of other 
important countries. In 1940, a good deal of American paper money 
which had been abroad was shipped back to this country. Deducting 
from such receipts the shipments of foreign paper currency out of this 
country to the countries of issue, we had a net “credit” of about $33,000,- 
000, which affected the balance sheet as it would have been affected by a 
shipment of merchandise from the United States. 
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16. Odier Transactions- This is a residuum, made up largely of spe- 
cial items which it is not feasible to show separately. 

Foreign Trade in Prosperity and Mild Depression. Since 1940 was a 
year of moderate business depression, the figures in Table 43 are low^er 
than they would be if we had chosen a year of prosperity, say 1928. For in 
1928 the total “credits” (and therefore the total “debits”) on the inter- 
national balance sheet amounted to 1 10,559,000,000. Flence, the foreign 
trade of the United States in 1940 w^as only about 83 per cent as great 
as in 1928. We shall not undertake to examine here the 1928 figures item 
by item, but we may note the fact that American exports of merchandise 
in that year totaled |5, 334,000,000, and American imports of merchandise 
14,497,000,000. This means that exports and imports of merchandise in 
1940 were, in tenns of dollars, approximately 75 and 58 per cent, re- 
spectively, as important as in 1928. However, since the price level was 
slightly lower in 1940 than in 1928, the decline in actual volume of com- 
modities was somewhat less than the decline indicated by a compaiison 
of the total value of merchandise exports and imports for these two years. 

AMERICAN EXPORTS AND IMPORTS 
OF MERCHANDISE 

In 1940, 45 per cent of the export items of the United States, and 30 
per cent of the import items, consisted of merchandise, as is shown in 
Table 43. Twelve years earlier, in 1928, when world trade was being 
transacted on a more extensive scale, these percentages were 50 for exports 
and 40 for imports. 

We turn now to the consideration of some of the most important articles 
of merchandise that enter into American foreign trade. In Tables 44 and 
45 are listed, respectively, the principal commodities exported and im- 
ported by the people of the United States. Two columns of figures are 
given in each table, the first being a five-year average for 1923-27, and the 
second for 1940. The five-year average represents more nearly “normaF’ 
conditions than do the 1940 figures, since the half-decade that has been 
chosen includes both “good” and “bad” years, from the business point 
of view, whereas 1940 was less good than average but was marked by 
unusually large exports of equipment for use in war. 

' Merchandise Exported from the' United 'States. Of ' the fifteen items 
that appear in Table 44, five are of special interest because of their 
large contribution to the volume of total exports of this country. Heading 
the 1923~“27 list is cotton, a commodity in the production of which the 
United States leads the world. Our five-year average gives to cotton an 
annual export value of about |900,000,000, but in some years the figure 
has been above a billion dollars. However, our cotton sales in the world 
market are meeting increasingiy stiff competition from other cotton- 



INTERNATIONAL TRADE: FACTS AND PRINCIPLES 159 


producing countries, and will probably never regain their past preemi- 
nence. Japan was our best pre-war customer in the purchase o£ cotton, 
with England running a fairly close second. 

Next in importance in the five-year average are petroleum and petro- 
leum products (such as gasoline, kerosene, and lubricating oils), which 
we often export to the extent of approximately a half-billion dollars' worth 
a year. The export item third in rank, judged by value of product, is 
machinery of all kinds, including agricultural and industrial implements, 
office appliances, printing machinery, and so on, with values approximat- 
ing $360,000,000. Next in importance are automobiles, and automobile 
engines and parts. This item is one of increasing significance. Though the 
average for the five-year period was only $281,000,000, there had been 


Table 44. Value of Principal Commodities Exported from the United States 
(Source: Monthly Summary of Foreign Commerce of the United States, December, 1940) 


Value in Thousands of Dollars 


Classification 


1 . Cotton, raw 

2. Petroleum and petroleum products 

3. Machinery, ail classes 

4. Automobiles, including engines and parts 

5. Wheat, including flour 

6. Iron and steel products 

7. Tobacco, unmanufactured 

8. Copper and copper manufactures 

9. Animal fats and oils 

10. Coal and coke 

1 1 . Cotton manufactures 

12. Meats 

13. Sawmill products 

14. Fruits and nuts 

15. Rubber and rubber manufactures 


Five-year 

Average, 

1923-1927 

1940 

891,634 

209,231 

464,313 

310,184 

359,491 i 

665,428 

281,515 1 

641,184 

275,291 

34,106 

159,237 

588,953 

149,588 

44,045 

147,690 

155,000 

144,089 

13,065 

140,517 

92,254 

135,113 

60,300 

108,725 

21,745 

101,997 

36,781 

100,355 

34,411 

51,163 

44,410 


a Steady advance in the exports of automobiles for several years prior to 
the depression that began in 1929. The figure for 1927, for example, was 
$388,000,000. The 1940 exports of machinery and automobiles were al- 
most double the five-year average, because of extensive war-time orders. 
Tliis is the explanation, also, of the large exports of iron and steel which, 
in 1940, were approximately four times as great as the average in 
1923-27. 

The last item of exports which we shall note specifically consists of 
wheat and flour, which in some years have brought to American ex- 
porters payments totaling slightly more than $400,000,000, and in other 
years somewhat less than that amount. The United States has been a 
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consistent exporter of wheat, for the country produces regularly more 
foodstuff of this kind than can be disposed of in the home market. How- 
ever, the wartime effort of other countries to make themselves more largely 
self-sufficient in the production of foodstuffs reduced substantially the 
quantity of wheat purchased from the United States by foreigners. The 
extremely low export of wheat in 1940 reflects this effort. Post-war short- 
ages of grain in Europe and elsewhere brought our exports of wheat above 
the pre-war figures. 

Our exports of petroleum are made possible, of course, primarily be- 
cause important oil fields are located within our national boundaries. 
We are fortunate, likewise, in having land and climatic conditions fa- 
vorable to the growth of certain agricultural crops. The suitability of 
the South for cotton production, and almost ideal conditions for the 
growing of wheat in the Middle West and North West, enable us to raise 
these crops so advantageously that it pays to produce both cotton and 
wheat for export. In machinery and automobiles w^e have commodities 
that are manufactured on the basis of large-scale production. This is a 
field of manufacture in which American enterprisers excel; and here, as 
in the items mentioned above, production is carried on so advantageously 
that it is profitable to produce not only for the domestic market but for 
foreign markets as well. 

Merchandise Imported by the United States. In Table 45 the first four 
items have stood out in most years as exceptionally important from the 
point of view of import values. The cotton goods manufacturers of Eng- 
land look to the United States for the bulk of their raw material, and 
the silk manufacturers of this country have depended upon producers in 
other countries for the raw silk from which to spin and weave silk cloth. 
So great was the demand of American manufacturers for raw silk, that 
average annual silk imports totaled, in 1 923-27, almost $400,000,000 in 
value. But the encroachment of rayon upon real silk is indicated by the 
steadily declining imports of raw silk into this country; and, of course, 
our entry into World War II put a stop to our imports from Japan, 
which was formerly the source of most of our raw silk. Another important 
raw material for which we have depended almost wholly upon other 
countries is crude rubber. Owing largely to our enormous output of 
automobiles and motor trucks, and the consequent demand for rubber 
tires, we have often imported annually from the Malay Peninsula more 
than $300,000,000 worth of crude rubber, which is here manufactured 
into rubber products. In one exceptional year (1926) our imports of 
rubber amounted to $500,000,000, Japanese military activities in Malaya 
in early 1942 put an end to trade with this great rubber-producing region; 
and the development of synthetic rubber in the United States indicates 
that we shall never again depend so extensively as in the past upon imports 
of natural rubber, but shall use increasingly large quantities of synthetic 
rubber for many purposes. 
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We produce in the United States a part o£ the sugar required by our 
people, but the bulk of this commodity is imported from Cuba. Our 
average annual imports of sugar in “good times” amount to some $300,- 
000,000. Most of the imported sugar comes to us in the raw or unrefined 
state, and is subjected to manufacturing processes in American sugar 
refineries. Coffee, of course, is an article which we do not attempt to 


Table 45. Value of Principal Commodities Imported into the United States 
(Source: Monthly Summary of Foreign Commerce of the United States, December, 1940) 


Classification 

Five-year 

Average, 

1923-1927 

1940 

1. Silk, raw 

379,980 

125,997 

2. Rubber, crude 

326,935 

303,118 

3. Sugar, cane 

296,090 

127,309 

4. Coffee ! 

262,463 

126,808 

5. Paper and paper manufactures 

128,279 

132,618 

6. Wool and mohair 

110,894 

84,604 

7. Furs and fur manufactures 

108,804 1 

73,662 

8. Petroleum and products 

105,151 

70,110 

9. Hides and skins 

100,078 i 

50,188 

10. Copper, ore and manufactures 

i 92,239 

73,492 

1 1 . Tin, including ore 

86,685 

130,981 

12. Wood pulp 

81,879 

75,414 

13. Fruits and nuts 

80,745 

46,997 

14. Cotton manufactures 

80,739 

28,747 

15. Sawmill products 

74,459 

24,177 

16. Wool manufactures 

72,354 

25,161 

17. Burlaps 

72,176 

45,476 

18. Vegetable oils and fats. 

71,411 

55,838 

19. Tobacco, unmanufactured 

69,834 

36,722 

20. Fertilizers 

67,319 

27,207 


Value in Thousands of Dollars 


grow in the United States. Instead, we import our coffee from South 
America (chiefly from Brazil and Colombia), and we pay to foreigners 
for this commodity a little more than a quarter of a billion dollars an- 
nually in years of prosperity. 

Raw Materials vs. Manufactures. Without dealing further with indi- 
vidual items of international trade, we may make the general observation 
that American exports consist in the main of manufactured goods, and 
American imports are made up rather largely of raw materials. There 
are, to be sure, some considerable exceptions to this statement. But the 
generalization is sufficiently true of present conditions, and it has special 
significance as indicating a definite trend. At present, approximately 65 
per cent of our commodity exports consist of goods partly or wholly 
manufactured, as against 40 per cent in 1880; and whereas in 1880 we 
imported only about 20 per cent of our raw materials used in manufactur- 
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ing, today we import approximately 35 per cent of such materials. We 
see here an illustration of the well-known fact that America is becoming 
more distinctively industrial and less distinctively agricultural. 

Direction of American Foreign Trade. Before quitting the subject of 
American exports and imports of merchandise, we may note briefly the 
sources of the imports into this country and the destinations of our ex- 
ported commodities. 

Table 46 gives an idea of the direction of American international trade 
on the basis of continental divisions. The figures here given are for 1940. 
To Europe went 41 per cent of our commodity exports in that year, in- 
cluding cotton and other raw materials, foodstuffs, machinery, automo- 


Table 46. Percentage Distribution of United States 
Exports and Imports, by Continents, 1940 


(Source: Monthly Summary of Foreign Commerce of the United 
States^ December, 1940) 


i 

Percentage of 
Total Exports 

Percentage of 
Total Imports 

Northern North America 

18.0 

16.6 

Southern North America 

8.5 

9.7 

South America 

10.8 

15.0 

Europe 

40.9 

14.8 

Asia 

15.4 

37.7 

Oceania, 

2.4 

1.3 

Africa 

4.0 

4.9 



biles, and so on. Economically, Europe is essentially a manufacturing 
region, and yet Europeans normally buy a large quantity of American 
manufactures, which are attractive because of high quality and low prices. 
Manufactured goods make up about one-half of our usual exports to 
Europe, the other half consisting of raw materials. 

About 26 per cent of our exports in 1940 were sold to our neighbors in 
North America. Two-thirds of these commodities were manufactured 
goods. Asia, our next best customer, took almost 50 per cent more of our 
goods than South America, our third best. Nearly 60 per cent of our sales 
to Asia were of manufactured goods, while “semi-manufactures and fin- 
ished manufactures” made up about 95 per cent of the goods exported to 
South America, Oceania, and Africa. 

In imports, Asia headed the list in 1940, sending us nearly 38 per cent of 
all commodities brought into this country. Fifty-five per cent of these 
goods were raw materials, of which rubber was the most important single 
item. Europe ordinarily comes second in sending merchandise to the 
United States, but World War II so greatly reduced our 1940 imports 
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from Europe that North America (with 26 per cent) and South America 
(with 15 per cent) took second and third places, respectively, in that 
year. Three-fourths of the goods usually bought in Europe by Ameri- 
cans are manufactures, a fact which attests the industrial activity of that 
continent. United States imports from North America are chiefly from 
Canada, Cuba, and Mexico. Three-fourths of these purchases are of 
manufactured goods. The imports from South America, on the other 
hand, consist of raw materials to the extent of four-fifths of the total. 
Coffee from Brazil and Colombia, wool from Argentina, and nitrates from 
Chile account for the bulk of these imports. Oceania and Africa are 
relatively unimportant in the matter of exports from and imports to 
the United States. 

GAINS THROUGH INTERNATIONAL TRADE 

Trade, as we have so often said, consists of the exchange of surpluses 
that arise from the practice of specialization. International trade is the 
result of geographical or territorial specialization. It is specialization 
pushed beyond national boundaries. Nowhere are the benefits of spe- 
cialization more clearly seen than in foreign trade. This is particularly 
true in the case of certain materials which depend upon favorable cli- 
matic conditions if they are to be produced with small effort. Sugar, cof- 
fee, cotton, rubber, and several other commodities fall within this group. 
Since they may be grown with slight expenditure of capital and labor in 
some parts of the world, but in other regions only at great cost, if in- 
deed at all, it is obviously advantageous to resort to specialization and ex- 
change in the production of such goods. 

Success in Relation to Natural Endowments. It is generally recognized 
that success is most likely to attend the efforts of the individual who en- 
gages in the type of work for which he is best fitted by nature. Fred Allen 
and Bob Hope have probably achieved greater success than they could 
have hoped for in academic circles; and, in like manner, our college pro- 
fessors doubtless do well to confine their efforts to things academic rather 
than to venture into the field of comedy. It is equally true that a 
nation is most likely to prosper economically if it applies its energies to 
the type, or types, of production in which it is able to engage most 
efficiently. 

Two Important Advantages of Foreign Trade. In dealing with the 
benefits of international trade we shall speak from the American point 
of view, though the choice of country makes no difference, of course, 
in the principles involved. In general, the people of the United States 
gain through foreign trade in that they are enabled, by reason of this 
trade, first, to enjoy some goods of which they would otherwise be 
deprived: and, second, to secure other commodities at lower prices (or 
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at least to greater advantage) than if the goods were produced in this 
country. 

The Enjoyment of Exotic Products. The first of these gains is fairly 
apparent. It is true that bananas, coffee, and the like might possibly be 
grown in the United States under glass. But we know that, without any 
question, production carried on under such conditions would be highly 
disadvantageous and would result in prices so excessively high that they 
could not be paid by the average citizen. Consequently, we are justified 
in saying that international trade brings to us certain goods which, in the 
absence of such trade, we should not be able, as a people, to procure. 

The Principle of Comparative Costs. The second gain noted above is 
somewhat less obvious; and yet a tremendous amount of foreign trade 
is carried on, not because in its absence a country would be compelled 
to get along without desirable goods, but rather for the reason that, in 
the output of an article that could be produced in two countries, it is 
often advantageous for one country to defer to the other. That is, the 
country that is less favorably equipped for a special kind of production 
yields to the country that is particularly well prepared to turn out the 
goods in question. This latter country thus specializes in making the 
article, producing enough not only for itself but for the other country 
as well, with the result that both benefit by the arrangement. 

Absolute Advantage. This principle, which is known as the principle 
of comparative costs, is readily understood when the advantage is ab- 
solute, but it is more difficult to see in a case of comparative advantage. 
It is clear, for example, that it would be wise for the experienced banker 
to concentrate upon the problems of banking, and for his stenographer 
to specialize in typing and similar work. The point is that each is, in 
his or her particular field of endeavor, more skillful than the other; and it 
would be wasteful for the stenographer to take a turn at money and 
credit while the banker pounded the typewriter. The latter is more pro- 
ductive when specializing in money matters than in the role of typist; 
and the stenographer is more productive in her field of specialization 
than in determining upon the placing or calling of loans. 

By the same token, Brazil is more effective than the United States in 
the growing of coffee, and this country is more productive than Brazil 
in the manufacture of farming implements. In this instance, it is said 
that Brazil has an absolute advantage in the production of coffee, and 
the United States an absolute advantage in the production of farm 
machinery. In cases of this kind, it is clearly the part of wisdom for 
these countries to engage in foreign trade, so that the United States may 
get her supply of coffee, and Brazil her farming implements, at lower 
prices than would prevail if the two nations attempted to practice self- 
sufficiency. 

Comparative Advantage. But (reverting to our former illustration) let 
us suppose that the banker is himself an expert typist and is able to 
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operate the typewriter so skillfully as to exceed the speed of his stenog- 
rapher. In this instance, he would have an absolute advantage in both 
banking and typing. Should he, then, undertake to act as his own typist, 
or should he allow his stenographer, who is a less skillful typist than he, 
to write his letters and other papers? The common-sense answer is that 
the typing should be delegated to the stenographer; for, though the 
banker is more productive than the stenographer in both banking and 
typing, yet he is more productive as a banker than as a typist. There- 
fore, it will pay him better to concentrate upon banking and allow an- 
other to do his typing. Because of the specialization of the banker in 
the field which is for him most productive (namely, finance), the stenog- 
rapher is said to have a comparative advantage in typing. 

Consequences of Comparative Advantage. We find that a great deal 
of international trade depends upon advantages of this latter type. So 
fortunate is the United States in the matter of natural resources, efficient 
management, and competent labor, that it is able to produce a great 
many commodities at an absolute advantage. But its advantage in the 
production of a limited number of articles is so great that in some in- 
stances it willingly surrenders absolute advantage in one form of pro- 
duction in order to embrace more fully a still greater absolute advantage 
in another. 

These items that are neglected by us are then produced at a com- 
parative advantage by other countries, which are thus able to engage in 
trade with the United States; and both countries gain in the process. 
It is claimed, for example, that we could produce flax quite as advan- 
tageously as any country in the world. But our facilities for growing other 
agricultural crops are so pronounced (and so superior to our advantages 
for the raising of flax), that, so far as agriculture goes, we have usually 
specialized in cotton, wheat, and other farm products, and imported our 
flax from Russia and Belgium. 

Effectiveness of Productive Effort. Whether the advantage enjoyed by 
a nation is “absolute” or “comparative” does not matter particularly. The 
important thing is that the people of a country should, from the economic 
point of view, always engage in those types of production in which their 
efforts will be employed most effectively. In some economic activities, the 
laborers of one country may be much more productive than those of 
another. In the mining of coal, for example, the coal workers of the 
United States are much more productive than the coal workers of Eng- 
land. It does not follow from this fact that no coal should be mined in 
England; but if there are other industries in which England has an ab- 
solute advantage over the United States, or in which she suffers a smaller 
disadvantage (enjoying, therefore, a comparative advantage), Englishmen 
would do well to concentrate upon these industries and lea've the mining 
of coal to the laborers of the United States. 
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Some Reasons for Productive Superiority. In suggesting that labor is 
more productive in some countries than in others, a word of caution is 
necessary. The expression is not used with the thought of implying that 
this superiority results from greater industry or skill on the part of the 
workers, though this might, indeed, be the case. But it is probable that 
the greater productivity comes more often from conditions other than 
the workers’ greater skill and aggressiveness. In the case of coal mining 
cited above, the American worker produces more than twice as much 
per day as the British worker. But if the American miner were put to 
work in British mines, it is likely that his productive superiority would 
immediately disappear. For this superiority is due chiefly, and perhaps 
wholly, to the greater thickness and accessibility of coal seams in the 
American mines and to the employment of more mining machinery here 
than in Great Britain. Advantages, “absolute” or “comparative,” do some- 
times result from exceptional intelligence and skill on the part of labor. 
But probably more often they are attributable to natural resources or 
climatic conditions, to the great abundance of capital of modern types, to 
exceptionally able management, or to a combination of several of these 
factors. 

The gains of foreign trade, then, are similar to the gains of domestic 
trade. Through geographical specialization, as through individual spe- 
cialization, the total product is increased. By creating and exchanging 
surpluses of specialized goods, individuals are enabled to secure more 
commodities and services than would be available without specialization. 
If this is true of individuals within a country, it is equally true of in- 
dividuals in different countries; and foreign trade, as was pointed out at 
the beginning of the chapter, is almost wholly trade between individuals 
and not between nations. 


1. In what respects are domestic trade and foreign trade similar? In what respects 
are they dissimilar? 

2. Does the expression, “the foreign trade of the United States,” refer to trade 
of this government with other governments? 

3. What was the total amount of foreign trade (expressed in dollars) of the 
United States in 1940, as shown in Table 43? 

4- What part of our total foreign trade consists of merchandise transactions? 

5. Which are greater, our exports or imports of merchandise? 

6. Why should gold be shipped from country to country? How does “earmark- 
ing” lessen the amount shipped? 

7. How do you explain the fact that the American item of “tourist expendi- 
tures” is much larger than the item indicating foreigners' tourist expendi- 
tures dn ''this 'Country? - 

S. Name the five principal exports of the United Statesi giving some idea of the 
value of each. 
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9. What is there about our productive abilities that makes it possible for us to 
export these five items in large quantities? Examine each item separately in 
answering this question. 

10. Name the four principal imports of the United States, giving some idea 
of the value of each. 

11. From what regions do these four commodities come? Would you classify 
them as ‘haw materials" or “manufactured goods"? 

12. It is said that the United States is becoming more distinctively industrial 
and less distinctively agricultural. Illustrate with items entering into foreign 
trade. 

13. Upon what geographical regions are we chiefly dependent for our imports? 

14. What geographical regions are the leading purchasers of American exports? 

15. What is the relationship between international trade and specialization? 

16. What are the two great advantages of foreign trade? 

17. “In the output of an article that could be produced in two countries, it is often 
advantageous for one country to defer to the other." Why? 

18. Give an example of “absolute advantage" as it may be seen in production 
by two countries. 

19. Give an example of “comparative advantage." 

20. In the manufacture of many kinds of goods, American workers are “more 
productive" than the workers of other countries. Why? 
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FOREIGN EXCHANGE 

WE TURN NOW TO ONE OF THE COMPLICATIONS OF INTERNATIONAL TRADE 

which has to do with making payment for goods imported and receiving 
payment for goods exported. The difficulty in effecting these payments 
arises partly from differences in the monetary units used in two countries 
—but it is also due, in part, to the distances involved. 

Payments in Long-Distance Trade. The first of these items does not, of 
course, affect domestic trade. But the second may prove to be something 
of a problem within a country of great size. In trade between Massachu- 
setts and California, for example, there is the necessity of making and 
receiving payment. If a Boston shoe manufacturer sells his product to a 
San Francisco merchant, he probably receives in payment a check payable 
at a San Francisco bank. This check he deposits in his own bank in Boston, 
but the Boston bank must in some way collect from the bank in San 
Francisco. Prior to the introduction of the Federal Reserve System, a 
charge was made for this service, theoretically to cover the cost of gold 
shipment from California to Massachusetts and loss of interest during the 
period of transport, though in reality the actual gold was seldom trans- 
ferred. Check collections of this kind are now made without charge, 
through the Federal Reserve banks, by means of the gold settlement fund 
(which was described in Chapter 83), so that the payment of long-distance 
domestic obligations no longer constitutes a real problem. 

Gold as International Money. In international trade some of the diffi- 
culties due to differences in monetary units have been disposed of in 
normal times by expressing international obligations in terms of gold. 
Though British paper money would not be acceptable to an American 
exporter of cotton since it could not be used in ordinary business transac- 
tions in this country, gold to the proper amount is quite welcome, because 
it can be converted readily, and without loss, into American dollars upon 
application to the United States Mint. In like manner, American gold is 
acceptable in foreign countries operating on a gold standard. What we 

■' i68 ■ 
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are saying, then, is that gold, because of its desirability as a commodity, is 
generally acceptable and serves as money practically throughout the world. 

Avoidance of Gold Shipments. It would be highly undesirable, how- 
ever, to make payment for all international transactions in actual gold. 
An arrangement of this kind would have meant in 1940 the shipment of 
about 117,500,000,000 worth of gold to take care of the trade transactions 
between the United States and other countries, as may be seen by examining 
Table 43. In 1929, when foreign trade was greater than in 1940, the figure 
would have been some $21,000,000,000. Fortunately, there is no need to 
make such huge shipments, for in foreign trade, as in domestic trade, 
business transactions tend to offset one another. It is a truism in interna- 
tional trade that, over a long period of years, a country cannot sell goods 
unless it will buy; that is, it cannot hope to engage in export trade unless 
it is willing also to import goods from other countries. This is a matter 
into which we shall inquire shortly. 


UNITED STATES ENGLAND 


Remington Type- 
writer Company 

£2,055 in gold 

London & North 
Eastern Railway 




Gimbel Brothers ' 

$10,000 in gold >- 

W^edgwood Pottery 
Company 


Fig. 43, Settlement of International Obligations by Gold Shipments 

Economy in the Use of Gold. Table 43 shows that in 1940 the foreign 
trade of the United States consisted of exports and imports amounting 
to some $17,500,000,000. Of this amount, gold movements came to $4,754,- 
000,000, or 27 per cent of the total. We have seen that this was a highly 
abnormal year in the matter of gold shipments, since foreigners sent large 
quantities of gold to the United States in the interests of safety. Hence, 
we shall understand better the role played by gold in international trade 
if we consider a year of both peace and prosperity. In 1928, for example, 
less than $1,000,000,000 worth of gold changed hands in carrying out 
$21,000,000,000 worth of international business transactions. The reason 
so huge a volume of trade can be transacted with so slight a movement 
of gold is that, just as in the clearing houses of our banking system, claims 
are set over against claims, debits against credits, and thus most obligations 
are canceled without necessitating the shipment of gold. 

The general principle involved in the cancellation of debits and credits 
arising in international trade may be made clear through a very simple 
illustration. Let us suppose England and the United States to be on the 
gold standard, as they were prior to 1931, with no governmental restric- 
tions upon the shipment of gold. Now if, under these conditions, the 
Remington Typewriter Company sells $10,000 worth of typewriters to 
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the London and North Eastern Railway, and at about the same time the 
Wedgwood Pottery Company ships a £2055 order of china to Gimbel 
Brothers of New York, there are several possible ways of settling these 
obligations. With our assumption of £1 sterling being equal to $4.87, 
as in 1931, the value of the shipment of typewriters would equal exactly 
the value of the shipment of china. Hence, the shipments of goods might 
be paid for by the shipment of gold, as shown in Fig. 43. 

The Cancellation of International Obligations. But it is troublesome 
and costly to ship gold to England from the United States, and to the 
United States from England. We may be sure that these importers, whose 
problem it is to effect payment, would try to avoid an actual transfer of 
gold. This would be fairly easy if all four parties concerned were ac- 
quainted with one another and knew of the sales that had taken place. 


UNITED STATES ENGLAND 


Remington Type- 
writer Company 


London & North 
Eastern Railway 

1 

$10,000 in 

U.S.iioney, 
gold, or 
drjft 

£ 2,055 in 

BritishI money, 
gold or 
drift 

Gimbel Brothers 


Wedgwood Pottery 
Company 


Fig. 44. Settlement of International Obligations by Cancellation 

In such event it could easily be arranged that Gimbel Brothers should 
pay 1 10,000 to the Remington Typewriter Company, and the London and 
North Eastern Railway Company a like sum in British money (£2055) 
to the Wedgwood Pottery Company. Through a canceling-out process of 
this kind both obligations could be met without the use of gold. The 
transaction would be as in Fig. 44. 

This is, fundamentally, the financial transaction that takes place in the 
settlement of obligations arising in foreign trade, but the process is not 
quite so simple as it appears above. Our illustration is based upon two 
assumptions that we cannot make with safety, in addition to the hypothesis 
that there is no governmental restriction to the free shipment of gold 
between these two countries. The first is that the parties engaging in 
international trade know of each other’s business dealings with foreigners; 
and this is certainly a far-fetched notion, in view of the large number of 
persons engaging in such trade. The second assumption, that transactions 
of exactly equal amounts (in the present case, of $10,000 each) can be 
located and canceled out, is likewise not warranted. 

The Use of ‘Tore For these and other reasons, there 

has come into existence a class of middlemen who are bankers or private 
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dealers in “foreign exchange” (the name given to foreign drafts or bills 
of exchange). The introduction of these bankers into the situation re- 
moves the difficulties we have just described. Their presence in the field 
makes it unnecessary for exporters and importers to know one another, 
for these bankers provide a recognized market in which exporters can 
sell their claims against foreigners, and importers can purchase bills 
of exchange with which to pay obligations due foreign exporters. There 
is the further fact that these dealers in foreign exchange, like commer- 
cial bankers, exchange bank credit for personal credit, and thus render 
it more generally acceptable. 
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f Arrows indicate directions 

ENGLAND 

Remington Type- 

\ of bills of exchange / 

London & North 

writer Company 


Eastern Railway 


sells to 

American bank 
a £2,0^5 draft 
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EasternJ^Railway 


BANK 


Gimbel Isrothers 
pay $10,000 
to American bank 
and ijeceive 
bankerjs bill of 
exchange 
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Gimbel Brothers 


sends draft on London 
& North Eastern Rail- 
way to its corres- ^ 
pondent bank 
in England 


presents 
draft and re- 
ceives payment 
in British money, 
gold, or draft 


CORRESPONDENT BANK 


I 

presents banker's 
bill to corijespondent 
bank and receives 
payment in British 
money, gold, or de- 
posit credit 


mail banker’s bill to Wedg- 
wood Pottery Company and 


thus settle obligation 


Wedgwood Pottery 
Company 


Fig. 45. The Use of “Foreign Exchange” 


The entrance of the banker into the picture gives us a situation such 
as is shown in Fig. 45. The Remington Typewriter Company, wishing to 
secure payment at once, sells to a New York bank (dealing in foreign 
exchange) a draft or commercial bill ordering the London and North 
Eastern Railway to pay the Remington Typewriter Company £2055, or 
its equivalent in gold. This sale of the endorsed draft gives the Reming- 
ton Typewriter Company immediate possession of the |1 0,000 due this 
concern; and the bank proceeds to collect the draft by sending it to a 
correspondent bank in London, which in turn presents it to the London 
and North Eastern Railway Company and receives payment in British 
money. Gimbel Brothers, on the other hand, buy from the bank a banker’s 
bill of exchange for £2055, which it forwards to the Wedgwood Pottery 
Company; and this concern, by presenting the bill at the correspondent 
bank, secures payment for the shipment of china to the Gimbel store. 
Here, again, ail claims have been settled without transfer of gold overseas- 
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"Toreign Balances” of Dealers in Exchange. We may bring our illus- 
tration closer to reality by multiplying instances. It must be understood 
that not only the Remington Typewriter Company, but thousands of 
other American exporters, are selling to the American bank claims upon 
English importers. The bank, by sending the purchased drafts to its 
correspondent bank in London, builds up in the London organization a 
large balance which is held subject to the order of the American bank. 
But, also, the American bank is constantly selling banker’s bills (such as 
that purchased by Gimbel Brothers) which before long are presented for 
payment at the correspondent bank; and these payments bring about a 
steady reduction in the balance that is being built up in the manner de- 
scribed above. It must be remembered, of course, that there are many 
banks dealing in foreign exchange, and many correspondent banks in 
foreign countries, instead of only the one of each that enters into our 
example. 

In the payments described above, the American concerns took the 
initiative in both instances; that is to say, the Remington Typewriter 
Company '‘drew” on the London and North Eastern Railway, and Gimbel 
Brothers bought a bill of exchange with which to pay their indebtedness 
to the Wedgwood Pottery Company. It should be obvious, however, that 
the British companies might have made the first move, the Wedgwood 
Pottery Company selling to the London bank a draft on Gimbel Brothers, 
and the London and North Eastern Railway purchasing from this bank 
a banker’s bill of exchange with which to remit to the Remington Type- 
writer Company. There is no universal practice in the matter; in some 
instances the exporter will “draw” and in other cases the importer will 
take the initiative and settle the account by forwarding a bill of exchange. 
Whether one method or the other is employed depends upon the terms 
of the business transaction between exporter and importer. 

It would be possible, of course, for importers always to meet their 
obligations through the purchase of banker’s bills, thus obviating the use 
of commercial bills such as that employed in the transaction between the 
Remington Typewriter Company and the London and North Eastern 
Railway. The effect is the same whichever method is adopted. In every 
instance importers pay funds into banks of their respective countries, and 
exporters draw funds from banks, the exporters by selling claims upon 
foreign concerns and the importers by buying claims. If, then, the value of 
all goods exported from the United States to England is exactly equal to 
the value of goods imported from that country to the United States, 
American importers will pay into American banks handling foreign ex- 
change, precisely the amount which American exporters will draw out. 
Likewise, the payments of English importers to British dealers in ex- 
change will equal the withdrawals by English exporters. Under these 
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conditions, all payments necessitated by reason of foreign trade may 
easily be made without shipment of gold. 

‘‘Triangular Exchange/' The settlement of international indebtedness 
is often a much more complicated matter than is suggested by the simple 
processes that we have described. We have referred, for example, to 
the fact that a country’s imports are paid for, in the main, by its exports. 
But in the case of two countries, one may export to the other con- 
siderably more goods than it imports from that country. It would seem, 
in a case of this kind, that a great deal of gold would have to be trans- 
ferred in order to make up the balance; and, of course, transfers of gold 
do take place. There are ways, however, to avoid the actual shipment of 
gold in many instances. An example of “triangular,” or “three-cornered,” 
exchange will illustrate this point. 

There are some countries from which the United States imports a 
large quantity of goods, but to which it sends but few goods in return. 
We have already seen that in normal times we buy large quantities of 
silk from Japan, coffee from Brazil and Colombia, and rubber from the 
Malay Peninsula. In instances such as these (and especially when the 
import consists of raw materials from a rather primitive country), our 
imports from individual countries exceed our exports to these countries. 
On the other hand, we export to certain countries (as, for example, to 
England) more than we import from these specific countries. If we add 
to these facts the assumption that England exports to one of these coun- 
tries (say, to Colombia) more than she imports, we have conditions such 
as form the basis of triangular exchange and make it possible to effect 
settlements without the use of gold. 

Since American imports from Colombia materially exceed our exports 
to that country, while our exports to England are greater than our im- 
ports, there should be available in New York an abundance of London 
exchange, but little or no opportunity there to buy bills of exchange pay- 
able in Colombia. How, then, shall American importers settle their ac- 
counts in Colombia? And how shall English importers pay bills due 
manufacturers and merchants in the United States for shipments from 
America to England? The problem is solved by American importers pur- 
chasing, in New York, London exchange which can be used for the set- 
tlement of debts in Colombia. For London is a wmrld clearing house 
for foreign exchange, and exchange drawn on a London bank is accept- 
able in virtually any part of the world. This London exchange originates 
through American exporters drawing on English importers and then sell- 
ing these drafts to New Y'ork dealers in exchange. Therefore, American 
importers can pay for goods imported from Colombia by sending to 
Colombian business men the London bills that they have bought in New 
York. 

The bills can then be sold by these Colombian exporters to other per- 
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sons in their country, who in turn have imported goods from England 
and are anxious to have drafts on London with which to meet their 
obligations. When the Colombian importers have settled their accounts 
with English exporters in this way, the exporters present the drafts for 
collection to the English importers of American goods (upon whom they 
were originally drawn), and when they are paid all obligations have 
been met. The several steps in the process are illustrated in Fig. 46, in 
which the arrows indicate the direction in which the drafts move, the 
goods moving, of course, in the opposite direction. 
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London dealers in ex- 
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Colombian exporters sell these 
London drafts to Colombian 
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COLOMBIA 


Fig. 46. An Example of “Triangular Exchange’' 


The Rate of Exchange. Naturally, the bankers handling foreign ex- 
change make a charge for the accommodation; but this charge is paid 
willingly enough, since the use of foreign exchange makes it unnecessary 
to send gold overseas in settlement of indebtedness. The monetary unit 
of the United States is the dollar, and of England the pound sterling. 
Americans, of course, wish to be paid in either dollars or gold, and Eng- 
lishmen in either pounds or gold. There is no difficulty about this, how- 
ever, since the English exporter is in reality paid by the London bank in 
money which this bank has received from English importers. It is thei'C- 
fore British money, or pounds sterling. A similar situation exists in the 
United States, for American exporters receive from their banks American 
doilai-s that have been paid in by American importers who require 
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banker’s bills with which to settle foreign obligations. This is true so long 
as exports and imports between two countries are equal. 

There are times, however, when exports from the United vStates to 
England are either greater or less than imports from England. Let us 
suppose, for the moment, that they are greater. This means that American 
exporters are drawing from American banks more than American im- 
porters are paying in. In England, the situation is reversed; British im- 
porters, through their purchase of bills of exchange with which to pay 
obligations in America, are paying into English banks more than British 
exporters are drawing out, for British imports are greater than exports. 
If American exports exceed imports to a considerable extent, the quantity 
of London exchange for sale in New York (that is, bills of exchange pay- 
able in London in pounds sterling) increases, while at the same time 
(because of the relatively small imports) there is little call for these bills 
on the part of American importers. 

Changes in Exchange Rates. Applying here the laws of price deter- 
mination, which we have already explained in detail, we see that, because 
of the large quantity of London exchange offered for sale and the small 
quantity desired, the price must be low. London exchange in New York 
is said, under these circumstances, to be “at a discount,” that is, it will 
sell below par. Moving quickly to England and viewing the situation from 
that angle, we find that there are many British importers anxious to buy 
New York exchange with which to pay American exporters. But New 
York exchange is scarce in London because there has been little export- 
ing to the United States. As a consequence. New York exchange in Lon- 
don will sell “at a premium,” or above par. 

We can find the par of exchange by comparing the gold content of, say, 
the dollar and the pound sterling. A British pound sterling commands 
14.8665 in gold when it contains (as in 1931) 4.8665 times as much pure 
gold as the dollar. When exports and imports are at a par (that is, ex- 
actly equal in value) the rate of exchange between dollars and pounds 
will also be at par, and the American importer can purchase bills of 
exchange payable in London in pounds sterling, on the basis of $4.8665 
per pound, plus the dealer’s commission. 

But if exports from the United States to England are greater than im- 
ports, he will be able to buy London exchange at less than par, perhaps 
at $4.85 per pound sterling. At this same instant, the British importer 
in London, seeking to purchase foreign exchange payable in New York 
in dollars, will discover that he must pay more than par for a bill of 
exchange, that is, for each pound sterling he will receive only $4.85 
worth of American dollars. 

It should now be clear that an excess of American imports over exports 
wdll reverse the situation, and London exchange will, in New York, sell 
at a premium (say, $4.88 per pound), while New York exchange in 
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London will sell at a discount; that is, a pound sterling will buy more than 
a normal amount of dollar purchasing power—$4.88 worth, to be exact. 
The problem, then, is one of supply and demand. The price of foreign ex- 
change is low when there is an abundance of it available, and the price 
is high when bills of exchange are relatively scarce. 

“Gold Shipping Points ” There are, however, heights and depths be- 
yond which the price will not go. These are known as the “gold shipping 
points,” and they represent deviations from par beyond which it will pay 
the importer to ship gold in payment of his foreign obligations. If the 
shipping costs of a pound sterling between New York and London (cov- 
ering transportation, insurance, and all handling charges) are, say, two 
cents, then the American importer will refuse to buy London exchange if 
the price goes above |4.8865, since it would be cheaper to ship gold 
than to pay a higher price for bills of exchange. Similarly, American ex- 
porters, in selling to American bankers their claims upon British im- 
porters, will not take less than $4.8465 per pound sterling, for it would 
be less expensive to have gold shipped from England in settlement of 
their claims than to sell the claims at a figure smaller than the amount 
mentioned. When there are no obstacles to the free movement of gold, 
the rate of exchange is ordinarily held between the upper and lower 
gold shipping points. In actual practice, gold shipments are made not 
by importers who have obligations to meet, but by bankers who thus 
increase their balances abroad and then sell foreign drafts against these 
balances. However, the fact that importers could pay their bills by ship- 
ping gold prevents the rate of exchange from going beyond the gold ship- 
ping point. 


PURCHASING-POWER PARITY 

Thus far, we have been considering foreign exchange between coun- 
tries that are on the gold standard. But nearly all of the countries that 
play important roles in international trade have abandoned the gold 
standard, and there is no longer a free movement of gold between them. 
If two countries, one on a gold and the other on a paper standard, engage 
in trade, the exchange rates will no longer be anchored to the gold parity 
and may deviate widely from such parity. This is true because the de- 
parture from the gold standard eliminates the possibility of free gold 
movements. The statement holds also for trade between two countries 
both of which have departed from the gold standard. Because the ex- 
change rates lose their connection with a gold parity, it does not follow 
that there is no parity, or “norm,” about which the actual exchange rates 
will tend to fluctuate. Indeed, there is such a norm, which we call “pur- 
chasing-power parity,” and which means that the parity of exchange is 
based upon the purchasing power, and not upon the gold content, of 
money. ■, ' ■ ■ 



SETTLEMENT OF INTERNATIONAL OBLIGATIONS 177 


Purchasing-power parity therefore is a ratio which expresses the re- 
lationship between the price levels of the two countries under considera- 
tion. It must be thought of as an ideal ratio, just as the gold parity of 
£1=$4.87 is an ideal ratio. But just as the actual rates of exchange fre- 
quently vary from the ideal when both countries are on the gold standard, 
so also may actual rates of exchange vary from purchasing-power parity 
when the trading countries have left the gold standard. As these lines are 
written, the pound is quoted at |4.03. This is, of course, the rate of 
exchange at this particular time,, and not necessarily the par of exchange, 

Purchasing-Power Parity and Domestic Price Levels. When both Eng- 
land and the United States were still on the gold standard and the gold 
parity of £1=$4.87 w^as in actual force, this expression of the parity of 
exchange could be taken literally. For £l was a given quantity of gold, 
and $4.87 was precisely the same quantity of gold. When international 
trade was transacted upon this basis of exchange, what happened tvas that 
a quantity of economic goods valued in England at approximately 125 
grains of gold nine-tenths hne^ (£1) was sent to the United States in 
exchange for a quantity of economic goods valued in America at 125 
grains of gold ($4.87). Thus goods exchanged for goods, as they always 
must in international trade, either immediately or eventually. The ratio 
at which they exchanged was determined by the relationship between 
the purchasing power of gold in England and in the United States. Under 
purchasing-power parity, the ratio at which English and American goods 
exchange is likewise determined by the relationship between the domestic 
price levels— expressed now, however, not iri terms of gold but in paper 
pounds and dollars, respectively. With both England and the United 
States on a paper monetary basis, the statement that £1=$4.03 means 
that the purchasing power of the paper pound in England is approxi- 
mately the same as the purchasing power of $4.03 (paper) in the United 
States. This exchange rate, then, is based upon the relation between the 
domestic purchasing powers of the two national currency units. 

There is nothing surprising about the parity of exchange being based 
upon the purchasing power of money in the countries that issue it, for 
eventually the money must be spent in the countries of issue, if it is to be 
spent at all. Paper pounds are generally acceptable in England but not 
in the United States, and paper dollars in the United States but not in 
England. Hence, pounds must be spent in England and dollars in the 
United States. It follows that the value of the pound and the dollar must 
depend, in the final analysis, upon what they will buy in England and 
the United States, respectively. Let us suppose that these two countries, 
both being on a paper money basis, engage in international trade, and 
that all commodities and services purchased by the people of England 
in the United States are paid for in paper pounds, and that ail goods 

^In the interests of strict accuracy, it may be noted that British gold used for monetary 
purposes is eleven-twelfths fine, while American monetary gold is nine-tenths fine. 
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bought by Americans in England are paid for in paper dollars. It is ob- 
vious that trade could not stop at this point, since dollars in England and 
pounds in America lack general acceptability and are therefore but 
slightly useful. To be used to greatest advantage they must be returned 
to the country of issue and spent there for economic goods, and their 
usefulness will be measured by the quantity of goods they command in 
that country. 

Speculation in Foreign Exchange. It should be noted, further, that 
speculation may enter into a situation such as we have described. If, for 
example, it appeared likely that we should soon have a rise in the price 
level of the United States without a corresponding rise in England, there 
would be a rush to convert dollars into pounds, in anticipation of the loss 
of purchasing power that dollars would suffer through an increase in 
general prices in the United States. This increased demand for pounds 
would alter the ratio of exchange, which might be expected to move to 
£1=14.25, or to some other ratio indicating the enhanced value of the 
pound as compared with dollars. If a decline in the American price level 
were expected, with no change in general prices in England, we may 
be sure that Britishers would seek to buy up dollars while they were still 
relatively cheap. Their bids for dollar exchange would have the effect 
of raising the price of drafts payable in dollars, with the result that the 
number of cents obtainable for a pound would begin to move downward 
from the present 403, and might eventually get as low as (say) 375, when 
the rate of exchange would be £1=|3.75. If, on the other hand, the 
present Jiominal gold parity of £1=$8.24 were expected to come into 
force, there would be an immediate scramble to buy pounds while they 
were still available at |4.03 in American paper money; and this scramble 
would cause the “|4.03’’ of the present paper ratio to move in the direc- 
tion of the $8.24 which the pound would cost, once the new gold parity 
had been adopted. 

Speculation takes place also in the foreign exchange of countries which 
are firmly established on the gold standard and make no effort to prevent 
the shipment of gold. Dealers in exchange, like dealers in any other 
commodity, will buy in anticipation of a rise and sell in anticipation of 
a decline in price. Consequently, there are always some people buying 
foreign drafts because they expect an increase in demand which will en- 
able them to reap a profit, and others selling because they look for a 
decline in demand which would render their holdings less valuable than 
they are at present. However, the exchange rates of paper currencies offer 
a wider scope for speculative operations than the rates of gold standar'd 
currencies; for the latter, it will be recalled, can vary only between the 
gold shipping points, whereas the former are likely to flucm more 
:widely.;''^: 
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THE BALANCE OF PAYMENTS 

^Tavorable” and “Unfavorable” Balances of Trade. We have yet to 
consider the contention that the exports and imports of a country tend to 
be equal, and to examine briefly the mechanism which brings about the 
equilibrium between exports and imports. In this connection, we shall 
find it convenient to make use of two terms which are met with continu- 
ally in the literature of international trade. For many decades, economists 
have been writing about “favorable” and “unfavorable” balances of trade. 
Indeed, the terms originated at a time when it was considered decidedly 
advantageous for a nation to send abroad more goods than it imported, 
so that it might receive gold in payment of the balance. Of more recent 
years we have come to the realization that the acquisition of a very large 
quantity of gold ‘is not necessarily a gi^eat blessing, but may bring about 
distinctly unpleasant consequences through its effects upon the credit- 
currency systems and the price levels of the countries sending and re- 
ceiving the gold. Consequently, the terms “favorable” and “unfavorable,” 
when used in connection with an international trade balance, are likely 
to be misunderstood. It would certainly be clearer to refer to an “excess 
of exports” or an “excess of imports”; but the other expressions have 
become so firmly fixed in our economic language that there seems to be 
small hope of ousting them. 

The Long-Run Equalization of Trade. To many people, international 
trade appears to consist primarily of exports and imports of merchandise 
and services of the types listed in Items 1 to 8 of Table 43. Before the era 
of large-scale foreign investments, these were, of course, the items of 
greatest importance; and it was a commonplace among writers on eco- 
nomics that what a country exported in the way of such goods tended to 
equal its imports of these kinds. Even today, when long-term investments 
and changes in international banking accounts form an appreciable part 
of a country’s exports and imports, it should be obvious that, although 
such “claims upon economic goods” may be acceptable temporarily in 
exchange for economic goods, yet they are acceptable only in the sense 
that they constitute deferred payments; and sooner or later the holders 
of these claims will expect to convert them into commodities and services. 

If, then, a country— say the United States— maintains a “favorable” 
trade balance by exporting year by year more economic goods than it 
imports, and receiving in exchange for its excess of exports such claims 
upon foreigners as are represented by stocks and bonds, we may be sure 
that there will come a day of reckoning when the holders of these claims 
will call for payment. The direction of trade will then have to be reversed, 
for payment must eventually be made, if it is made at all, in economic 
goods. Moreover, payment will involve an excess oi imports over exports, 
and the United States will then have a so-called “unfavorable” balance 
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of trade. This is but one more illustration of the fact that trade consists, 
at least in the long run, of an exchange of commodities and services for 
commodities and services. 

Mamtenance of Goods Balance Under the Gold Standard. The length 
of time required to balance exports and imports of economic goods can- 
not, of course, be predicted with anything approaching accuracy, but 
we may inquire into the method of bringing about this equilibrium. Let 
us suppose, for the sake of simplicity in explanation, that all international 
trade consists of economic goods, neglecting for the moment such items 
as long-term investments and changes in international banking accounts. 
Let us suppose, further, that the countries which engage in trade are all 
on the gold standard. 

It is safe to say that people ordinarily buy in their own communities, 
and certainly in their own countries, unless there is an advantage to be 
had through purchasing in a more distant region. If, for example, Eng- 
lishmen import goods from the United States, they do so because they 
can buy here to greater advantage than at home. This would mean, in all 
probability, that certain commodities and services were obtainable at 
lower prices in the United States than in England. Otherwise there would 
be no incentive to buy at so great a distance. Therefore, if American ex- 
ports of economic goods should continuously be greater than imports, we 
should expect to find the cause in the lower prices that prevail in the 
United States for the goods desired by foreigners, and the high prices 
in other countries for goods which might be purchased by Americans 
except for the fact that they can secure them at lower figures right at 
home. But if the United States continued for a long time to have larger 
exports than imports, the balances year by year would be paid in gold; 
and this gold might be expected to increase the quantity of circulating 
media in the United States and thus raise the price level. 

An increase in general prices would eventually make itself felt in in- 
ternational trade. For not only goods that are sold at home, but those 
entering into international trade as well, would advance in price; and, 
in the course of years, these goods would be offered only at figures which 
were prohibitive, so far as foreign purchasers were concerned. For just 
as the influx of gold to the United States would raise prices, so also its 
flow from other countries would lower price levels in those particular 
countries; and thus it would become increasingly difficult for American 
business men to quote prices which would induce foreigners to buy in 
the United States instead of at home. Indeed, we might expect prices in 
foreign countries to decline so greatly that American purchasers would 
be attracted, and as a consequence American imports for a time might 
exceed American exports. We have, then, in the movement of gold a 
device which tends to bring about an equilibrium between exports and 
imports of commodities and services. If the balance is upset to a very 
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considerable extent, so that the rate of exchange comes close to the gold 
shipping point, a movement of gold takes place which in time may be 
counted upon to restore the equilibrium once more. 

Equilibrium of All Payments Under the Gold Standard. Having seen 
how exports and imports are balanced under the relatively simple con- 
ditions which we assumed to exist, we may now introduce the capital 
movements which are included in Table 43 under Items 9, 10, II, and 12. 
Paper currency movements, listed as Item 15, are similar in character to 
these several capital items, since paper money is in reality a credit instru- 
ment. Item 16 consists of a host of things which, if we knew perfectly all 
details of the situation, could be distributed elsewhere in the table; and 
silver (Item 14) may be regarded as merchandise. Thus we can include 
among exports and imports every item in Table 43, with the single excep- 
tion of gold; and gold, it should be observed, is customarily regarded 
purely as a means of settling balances in international trade, when the 
nations engaging in trade are on the gold standard, as they are under our 
assumed conditions. If, then, our international balance sheet were the one 
appearing as Table 43, we should find that (apart from gold shipped) 
the exports of all items (or credits) amounted to $8,779,000,000, and the 
imports of all items (or debits), to $4,035,000,000, requiring a net gold 
import of $4,744,000,000 to bring the two into equilibrium. The gold 
transferred in 1940 represents, as we have explained, a far larger per- 
centage of the total volume of transactions than in normal years. 

Obstacles to the Automatic Attainment of Equilibrium. This shipment 
of gold, like the shipment mentioned in an earlier paragraph, might be 
expected to raise somewhat the price level of the country receiving it— - 
the United States— and to depress somewhat the price levels of the coun- 
tries losing it, thus tending to bring about a readjustment of trade which 
would bring exports and imports into balance. However, we cannot be 
certain that gold entering a country may not be “sterilized” (that is, kept 
by the central banking system from forming the basis of credit expan- 
sion), and thus be prevented from raising the price level. And it is also 
possible that the country losing gold may liberalize its policy of credit 
extension so as to keep the loss of gold from depressing its level of gen- 
eral prices. In the face of such credit manipulation, the readjustment to 
w^hich we have referred might not take place promptly. However, it 
would not be possible to continue the shipment of gold in one direc- 
tion indefinitely, without forcing off the gold standard the country whose 
stock of gold was being depleted. And once it had abandoned the gold 
standard, the value of its paper currency would soon fall and the direc- 
tion of trade would be reversed. This statement does not apply to go/d- 
pToducmg countries which mine and refine year by year a sufficient 
quantity of gold to enable them to meet unfavorable trade balances in 
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gold without drawing upon the stocks of bullion needed for the support 
of their monetary and banking systems. 

The Influence of Changes in Rates of Exchange. At this point we 
must emphasize the fact that the forces making for an equilibrium of 
exports and imports are at work all the time, and do not become active 
merely when the rate of exchange has reached the gold shipping point. 
It will be remembered that international payments are usually made 
through the medium of bills of exchange, and that a favorable balance 
of trade for the United States requires the people of other countries who 
are importing American goods to pay a premium when they buy dollar 
exchange, since the demand is great and the quantity available is rela- 
tively small. At this same time, and for the same reason, foreign drafts 
will sell at a discount in New York. For example, the discrepancy between 
exports and imports might be so great that dollar exchange would sell 
in London at as high a price as £1 = $4.85. This high price charged for 
the means of making payments for American goods would in itself have 
a depressing effect upon exports from the United States to England, and 
the low price of sterling exchange in New York would stimulate imports 
from England to this country. It is evident, then, that fluctuations in the 
rate of foreign exchange tend to bring trade balances into equilibrium, 
and that the shipment of gold in settlement of balances takes place only 
after the rate of exchange has moved so far from gold parity as to reach 
the gold shipping point. 

The Handling of Gold Shipments. It will be well also to explain more 
fully the statement, already made, that movements of gold, when they 
occur, are not handled by the importers of goods. This service is or- 
dinarily performed not by the importers of goods, but by dealers in for- 
eign exchange who, when the gold shipping point is reached, make a 
shipment of gold themselves and thus build up foreign balances against 
which they may write foreign drafts and sell them to those who must 
pay bills in foreign countries. On such drafts the dealers in exchange will 
naturally charge a premium which will reimburse them fully for the cost 
of shipping the gold, and yet will not make the total cost to the buyer 
higher than the cost which would be entailed if he undertook to pay his 
foreign obligations by shipping gold himself. Furthermore, if there is a 
probability that gold will soon move in the opposite direction, the ad- 
ditions to foreign balances referred to above may be made through a 
credit transaction instead of a gold shipment, since it would obviously be 
silly to send gold to England only to have it promptly returned. Credit 
transactions of this kind appear in the international balance sheet as 
changes in international banking accounts (Item 10 in Table 43). 

M the Trade Balance Under Purchasing-Tower Parity. 

When countries engaging in international trade are not on the gold 



SETTLEMENT OF INTERNATIONAL. OBLIGATIONS 183 


standard, any shipment of gold which takes place is regarded as a mer- 
chandise transaction and not as a means of balancing exports and im- 
ports. Under purchasing-power parity, the balance of payments is main- 
tained wholly through fluctuations in the rate of exchange. But whereas, 
under a gold standard, the fluctuations cannot go beyond the gold ship- 
ping points but give, way at these points to the shipment of gold as a 
force making for equilibrium, under purchasing-power parity they know 
no definite limits and will extend as far as may be necessary to effect a 
balance between total exports and total imports. If we assume, for ex- 
ample, that with England and the United States on a paper monetary 
basis the normal rate of exchange (that is, the par of exchange) is £l = 
$4.03, w^e can readily see that a favorable balance of trade for the United 
States would, as in our gold standard illustration given above, place a 
premium upon dollar exchange in England. This premium, as we have 
explained, would tend to turn the tide of trade; if it did not succeed in 
so doing, a still higher premium would be charged, and the price of dol- 
lar exchange would continue to rise until exports from the United States 
were sufficiently discouraged and imports to the United States were cor- 
respondingly encouraged. There can be no question that a long-continued 
rise in the price of dollar exchange, and a consequent decline in sterling 
and other foreign exchange, would finally bring about an equilibrium 
between exports and imports. 


The par of exchange (gold parity) of the currencies of two countries, 
both of which are on the gold standard, is the ratio of the gold contents 
of these two currencies, expressed in monetary terms. 

The par of exchmige (purchasing-power parity) of the currencies of 
two countries which are not on a common metallic monetary standard, 
is the ratio of the purchasing powers of these two currencies in their re- 
spective countries of issue. 

The rate of exchange of the currencies of two countries is the actual 
market price of each currency in terms of the other. 


1. Why is gold generally acceptable in international trade transactions, whereas 
paper money is not? 

2. To what extent was gold used in the settlement of international payments in 
1940 (Table 43)? 

3. Why do we wish to avoid the use of gold in making international payments? 

4. What device used in our modern “clearing houses” is utilized for reducing 
materially the necessity of shipping gold for the settlement of international 
obligations? 
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5. Show, with an illustration, how several international business transactions 
might be “settled” without the shipment of gold, and also without the 
assistance of dealers in foreign exchange. 

6. What are the difficulties involved in a settlement of this kind? 

7. Introduce dealers in foreign exchange into the illustration used in your 
answer to Question 6, and trace the operations that must be gone through 
before the settlement is completed. 

8. How do dealers in foreign exchange build up “foreign balances,” and how 
are these balances reduced from time to time? 

9. Why is it sometimes desirable to employ “triangular exchange”? 

10. Follow, step by step, the transactions outlined in Fig. 45. Is this process, 
in basic principle, different from that shown graphically in Fig. 44? 

11. Indicate the manner in which the use of foreign exchange enables a creditor 
to receive payment in the money of his own country. 

12. Define “parity of exchange.” 

13. Under what conditions will foreign exchange sell “above par”? “Below par”? 
Are your answers consistent with the statement that the problem of exchange 
rates “is one of supply and demand”? 

14. What are “gold shipping points”? Why do rates of foreign exchange tend 
to remain within these limits? 

15. Explain the meaning of “purchasing-power parity.” 

16. Under what conditions is parity of exchange based on purchasing power 
instead of on the gold content of money? 

17. What is a “favorable” trade balance? An “unfavorable” trade balance? 

18. Is a favorable trade balance necessarily desirable, and an unfavorable trade 
balance undesirable? 

19. Does the statement that “there is a tendency for exports to equal imports” 
relate to merchandise alone, or to other items as well? 

20. How do you explain the fact that foreigners sometimes buy goods in the 
United States, when similar goods are made and sold in their own countries? 

21. Why would it be undesirable for a country to attempt to maintain a “fa- 
vorable” trade balance indefinitely? 

22. What have price levels to do with the maintenance of trade balances? 

REFERENCES FOR FURTHER READING 
See list of references at the end of Chapter 38. 
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IN CHAPTER 38 WE LOOKED INTO THE NATURE OF INTERNATIONAL TRADE ANE 

saw that it consists, in its essence, of an exchange of the commodities and 
services of the people of one country for the commodities and ser\ices 
of the people of other countries. The purpose of the individual exporter, 
in sending goods to foreign lands, may be to sell these goods for money. 
But, from the point of view of the nation as a whole, the purpose of ex- 
porting is to make it possible to import. 

If, as should now be clear, the object of engaging in international trade 
is to obtain goods which can scarcely be produced at home, or can be 
produced abroad more advantageously than at home, how may a nation 
gain most from its trade wdth other nations? Will it be by sending to 
other countries as many commodities and services as possible, while 
receiving few in return? Will it be, in other words, by giving every possible 
encouragement to exportation while seeking by artificial means to keep 
imports at the lowest possible ebb? Obviously not. We should seek, as a 
nation, to get as many commodities and services as possible from other 
countries, while giving to other countries as few as possible. From the 
point of view of the nation, then, we gain from international trade through 
importing. And those who regard international trade as an opportunity to 
sell goods for money may be reminded that our ability to export is limited 
by our willingness to import, since the imports of a country as a whole 
must in the long run equal its exports. 

The Case for Free Trade. The case for free trade is the case for the 
world-wide geographical specialization of labor. If every country special- 
ized in those lines of production in which its effectiveness is greatest, the 
resources of the world as a whole would be used in the most productive 
way. The result would be the production of the greatest possible total 
of all commodities and services. When these economic goods were dis- 
tributed on the basis of free trade, each nation would obtain a greater sum 
total of enjoyable goods than would be available through any other 
process. 

RESTRICTIVE .DEVICES IN INTERNATIONAL'' TRADE 

' , The' .Prevalence, of ^Restrictive Trade. Policies* While we should not 
rate highly the inteiligence of an individual who tried to gain economically 
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by giving away as much economic goods as possible in return for as little 
as possible, many nations have tried to gain by the adoption of a similar 
policy. That is, in spite of the weighty arguments for freedom of trade, 
most nations have adopted policies which greatly restrict imports, and 
hence the international exchange of goods. Particularly after World War I 
was it true that large numbers of nations, whether or not they were 
formerly worshipers at the shrine of restrictionism, adopted protective 
tariffs and other restrictive devices. 

The Protective Tariff. Under a protective tariff, certain goods pro- 
duced abroad are made dutiable at rates designed to exclude these products, 
thus leaving the home market free for exploitation by domestic pro- 
ducers turning out the same kinds of goods. If, for example, a certain 
grade of cloth can be obtained from England for 25 cents a yard but 
cannot be produced in this country for less than 35 cents, then a duty of, 
say, 15 cents a yard is levied upon this grade of cloth, so that our wants 
will be satisfied by domestic manufacture, if satisfied at all. When similar 
duties of varying amounts are applied to hundreds or thousands of articles, 
the result is a ‘‘protective tariff.’’ Many rates are more than sufficient to ex- 
clude the foreign products, while others are, in effect, low enough so that 
imports continue to come in to some extent despite the duties. But the 
purpose of the protective tariff is clearly the exclusion of foreign goods. 

The Use of Subsidies. Besides the protective tariff, other measures are 
taken by nations to control the volume and direction of international 
trade. Some of the results of a protective tariff can be obtained by using 
subsidies, which are direct governmental grants to specified industries. 
When the government pays an industry a given amount on each unit 
of its output, the industry can sell its product at a price lower than full 
costs of production. This low price for the domestic product makes it 
difficult for foreign producers to compete with domestic producers, and 
relatively easy for the subsidized industry to sell in foreign countries, 
other things being equal. The price a government pays to maintain a 
subsidy is readily ascertainable, so that it is clear just which industries are 
being favored and to what extent. Subsidies have not been an important 
instrument of trade policy in the United States. 

Indirect Protection. Domestic industries may also be protected by 
sanitary regulations applied to imported food products, veterinary laws, 
regulations requiring that imported goods bear a distinctive mark indicat- 
ing their country of origin, and regulations governing the granting of pub- 
lic contracts, which specify that domestic materials must be used or require 
materials to come up to certain specifications. Ail of these measures may 
have legitimate and nonprotective uses, but they may also be designed to 
discriminate against foreign goods. When the cost of marking a product to 
indicate the country of origin is greater than its original cost of produc- 
tion, or when the specifications made in public contracts are such that 
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only domestic producers can meet them, these measures may be quite as 
effective as a tariff in protecting home industries. In the United States, the 
Pure Food and Drugs Act, the Meat Inspection Act, and the liorticultural 
Quarantine Act have operated in some cases to furnish such protection. 

The Use of Import Quotas. Import quotas have been used to protect 
domestic industries chiefly since 1930, and came to be employed in more 
than a score of countries. Their use involves laws or executive decrees 
which limit (by value, quantity, or weight) the imports of certain articles 
that may enter the country in a specified period of time. The countries 
using this device may have both maximum and minimum quotas for 
individual exporting countries, or they may give special concessions to 
countries which grant similar concessions in return. The regulations gov- 
erning import quotas vary widely as between countries in the methods 
of allocating the quotas among countries which export the specified 
articles, the time periods in terms of which the quotas are stated, the units 
in which the quotas are stated, and the base periods on which the quotas 
rest. 

Import quotas may be more effective than tariffs in protecting domestic 
industries. Normal tariff rates may lose their effectiveness when foreign 
currencies are being devalued rapidly, when other countries are dump- 
ing goods abroad at unusually low prices, when other countries are 
granting subsidies to their exporting industries, or when there are great 
disparities among other countries in the cost of production of certain 
goods. In such cases, a tariff may fail to exclude imports, and import 
quotas may provide surer protection. A protective tariff, once enacted, is 
difficult to change, but import quotas are flexible. On the other hand, 
import quotas, unlike import duties, do not provide revenue, and are 
more likely than a tariff to disrupt existing international trade rela- 
tions. Even more important, perhaps, is the fact that import quotas 
cause goods to move between countries under governmental permit, instead 
of moving under the influence of price-cost relationships. 

Foreign Exchange Controls. Many countries, in recent years, have 
used foreign exchange controls to regulate the total volume, specific con- 
tent, and direction of their international trade. Foreign exchange controls 
usually operate through a central system for clearing foreign exchange 
bills. The central bank of the country, or a special agency created for 
the purpose, is given the power to establish buying and selling rates 
for bills of exchange, and to deal in foreign exchange. Another agency 
(perhaps the ministry of commerce or finance) parcels out available sup- 
plies of foreign exchange among importers. Exporters of the country are 
required to demand foreign currencies for goods exported, and to sell 
their exchange to the central authority which sells it again, to approved 
importers, at a profit. 

Foreign exchange is sometimes allotted on the basis of priority lists, 
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exchange being granted to importers of foods, raw materials, partly 
processed materials, and finished manufactures on the basis of the im- 
portance and desirability of classes of imports as indicated by the priority 
lists. In addition to such priorities, some goods may be placed on a free 
list, so that they can be imported at any time, while others may be com- 
pletely banned and the use of foreign exchange for their importation for- 
bidden at all times. Sometimes foreign exchange is allocated on the basis 
of the countries from which importers wish to bring goods, so that trade 
may continue to be divided among countries in the proportions which 
prevailed before exchange control was established. In certain importing 
industries, trade associations may be allowed to allot foreign exchange 
to individual importers, or individual importers may be allowed to share 
the foreign exchange allotted to a given industry on the basis of relative 
imports in some past period. 

Like the import quotas discussed above, foreign exchange controls 
are a more flexible instrument of trade policy than protective tariffs. 
They may be very useful in emergency situations, and their results are 
more definite and more easily controlled than those of protective tariffs. 
On the other hand, foreign exchange controls are complicated and ex- 
pensive to administer, they often lead to favoritism to particular indus- 
tries or companies, and are particularly likely to divert trade from its 
natural channels and upset existing trade relations. Foreign exchange 
controls are not simply a device for protecting domestic industries. 
They may be used to stop the movement of gold from a particular country, 
to stabilize exchange rates, to prevent an outflow of capital, to make sure 
of obtaining necessary imports, to serve as a bargaining tool in inter- 
national relations, or for other purposes. Usually, however, they are em- 
ployed to limit and restrict the volume of international trade, and 
frequently they give protection to domestic industries. 

Blocked Accounts. Foreign exchange controls may serve to bring cur- 
rent imports and exports into balance, but sometimes a country which 
imposes such controls may be heavily in debt to other countries and 
may have to make large annual payments on account of interest and 
principal. When such a debtor country cannot expand its exports and is 
unable or unwilling to decrease its imports sufficiently to allow these out- 
going payments to be made, its government may direct that the payments 
be made to banks in the home country but forbid their transfer to the 
creditor countries. These '‘blocked accounts’" may then be used by their 
owners for various purposes within the debtor countiy— to pay for travel 
or study, to make investments in real estate, securities, or business enter- 
prises, or to purchase goods for export. Thus, the blocked accounts are 
another device for lessening pressure on the international trade, the supply 
of foreign exchange, and the gold reserves of the country. 
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Clearing Agreements. Trading countries sometimes enter into clear- 
ing agreements to provide for the settlement of commercial obligations 
as a whole. A fixed exchange rate between the monies of the two countries 
is agreed upon, and a governmental agency is set up in each country to 
handle trade transactions. Importers then pay the domestic authority of 
their country for goods imported, instead of paying the exporters of the 
other country, while exporters receive payments from their domestic 
authority and not from foreign importers. In this way, the obligations 
arising from trade are settled within each country, and the use of foreign 
exchange is avoided so long as the total imports and exports of the 
countries are kept in balance. While clearing agreements are ostensibly 
used to expedite the payment of foreign obligations, it is obvious that 
the governments engaging in these agreements are thus enabled to control 
the volume and content of their international trade, and afford protection 
to domestic industries. Clearing agreements may also contain provisions 
for the settlement of outstanding debts between the countries, or separate 
payment agreements may be drawn up for this purpose. 

Restrictionism as a World Policy. Since territorial division of labor and 
freedom of trade would bring the greatest sum total of enjoyable com- 
modities and services to the world as a whole, it is true that restrictive 
measures are a tremendous source of economic loss when considered 
from this point of view. They cause the resources of the various nations 
of the world to be used, in many instances, in lines of production to 
which they are ill adapted, and the gains which would result from the 
application of the principle of geographical division of labor are thus 
lost. The result is a much smaller total amount of goods for the world 
as a whole than the maximum which could be obtained. But the people 
of different nations do not often or seriously consider world advantages or 
disadvantages. Personal or local advantages are usually the prime con- 
siderations of immediate importance, and national advantage is thought 
to be the ultimate goal to be attained. 

THE PROTECTIVE TARIFF AS A NATIONAL 

POLICY 

Until the outbreak of World War II the protective tariff was the only 
device of any great importance used by the United States to control inter- 
national trade and protect domestic industries against foreign competition. 
Therefore our analysis of restrictionism as a policy for a single nation will 
be conducted in terms of the protective tariff, but many of the arguments 
and conclusions which are developed will apply also to the various other 
restrictive devices which have been in general use. 

The Protection of “Infant Industries.” One of the earliest and strong- 
est arguments for the protective tariff has to do with the encouragement 
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of young industries. So far as other countries have advantages over us in 
production which rest upon natural conditions, there is little that can 
be done about it. But, in the early days of a country, many advantages 
in production possessed by other countries are of the acquired sort; that 
is, the foreign industries are temporarily more productive because of the 
advantage of an early start and years of practice in these lines of produc- 
tion. To accept this condition as natural and permanent, and to buy 
the products of these industries from foreign countries continually, may be 
to disregard the young nation’s best interests. For it may well be that, 
if the young and temporarily inefficient industries are protected from 
foreign competition for a time, they will develop in size and efficiency 
until their products can be turned out more advantageously than those 
of other countries. Clearly, a nation should produce goods at home when- 
ever it is more advantageous to do so than to obtain them from other 
countries, and it is anticipated in the case of infant industries that the 
gains to be realized after the industries have grown up will be more than suf- 
ficient to compensate for the losses sustained while protection is necessary. 

This argument is, therefore, valid to some extent, but its validity is 
weakened by two circumstances. In the first place, it is impossible to decide 
with accuracy in advance just which industries will eventually become 
strong and self-sustaining. The policy of the United States has been to 
grant protection whenever it was asked, and it is certain that some of the 
industries protected must have been greatly stimulated by our tariff. On 
the other hand, it is equally certain that some industries have been kept 
alive up to the present which should have been permitted to die a peaceful 
and natural death a hundred years ago. Such industries have always been 
dependent upon the tariff for their existence, and in all probability always 
will be. The second circumstance is that industries, however great and 
efficient they may become, never feel that they are sufficiently grown up 
to relinquish tariff protection and face foreign competition. The steel in- 
dustry in the United States, for example, would be considered by most 
persons a particularly lusty infant, and yet it has not insisted that it be 
allowed to make its way in the world without protection. Whatever may 
have been the validity of the infant industry argument in the past, it is 
certain that for the future it must carry very little weight. 

The Home Market Argument. Ignorance or disregard of the basic 
principles of international trade enables protectionists to advance what 
is called the Thome market argument.” It is contended that the exclusion 
of foreign products from the country will leave the home market entirely 
to domestic producers, thus giving them a new market in addition to that 
which they already enjoy. Production and employment will be stimulated, 
it is said, and wage conditions improved. But it is a fundamental principle 
of international trade that the exports of a country must equal its imports 
in value over a period of time, and that if a country will not import, it 
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cannot continue to export. To the extent that the protective tariff shuts 
out imports, our exports must eventually suffer, and the home market is 
built up only at the expense of the foreign market. The home market 
may be slightly the more desirable of the two, or it may be less desirable. 
The question is not one to be decided in an offhand manner. In any case, 
however, no large additional market can be created by the tariff. 

Wages and the Tariff. The most effective argument for protection, 
from the point of view of obtaining from the people of this country a 
sufficient number of votes to authorize the continuance of the policy, has 
to do with the effect of protection on wages. At times it has been held that 
the protective tariff is the cause of high wages. Does not the tariff permit 
the protected enterprisers to charge higher prices than they could other- 
wise charge, and do not the higher prices lead to higher wages for the 
workers? This line of reasoning puts the cart before the horse. According 
to the theory of opportunity costs, enterprisers in protected industries 
have to pay, for units of the factors of production, prices which are as 
high as these factors can command in other industries. The combination 
of the factors of production in the industries requiring protection, how- 
ever, is for some reason not so effective as in other industries, so that the 
products of the former cannot be turned out at prices which will admit 
of effective competition with similar foreign-made products. As a result, 
these industries need a tariff because it will permit them to charge higher 
prices than could be obtained in competition with the industries of other 
countries, and it will enable them to continue producing while paying 
the current prices for the factors of production. Since the market rate 
for labor is more than could be afforded in these industries if the tariff 
were not in effect, it is true in a sense that the protective tariff has the 
effect of bolstering up wages in these particular fields of business. 

There is, however, no reason to suppose that higher wages will be paid 
for labor of a given grade in protected industries than elsewhere, or that 
wages in general will be raised by the tariff. The relatively high level of 
wages in this country depends upon the relatively high effectiveness, or 
productivity, of labor. Wherever the productivity of labor is high, wages 
tend to be high, regardless of the policy used in international trade. The 
United States glories in the possession of a comparatively high level of 
both money wages and real wages under a protective system, and yet 
England has been second only to us in both respects under a system which 
until recently has been practically free trade. It would be most heartless 
of US to allow any of our people to live in misery and want because of 
insufficient earnings, if their condition could be improved by the simple 
expedient of enacting a higher protective tariff. That it could not be so 
improved reduces the high-wage argument to an absurdity. Our con- 
clusion, then, must be that the most probable effect of the tariff on wages 
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is to reduce real wages by causing the prices of many commodities to be 
higher than they would be without the tariff. 

Protecting the American Standard of Living. Many people in this 
country believe firmly that, though high wages are not caused by the pro- 
tective tariff, the maintenance of a high level of wages and a good standard 
of living depends upon the tariff. The argument runs along these lines. 
The wages and the standard of living of workers in this country are high, 
and we take pride in the fact. But our enterprisers, because they pay 
high wages to these workers, necessarily have high costs of production and 
are rendered unable to compete under conditions of free trade with the 
enterprisers of other countries, who can secure their workers for much 
lower wages. Under the protective tariff, the cheap goods made by foreign 
'‘pauper laborers” are shut out, and our wages and standard of living 
can be maintained. If the barrier were once let down and a flood of 
cheap goods came into this country, our own enterprisers would be com- 
pelled to shut down and throw men out of work, or else keep their plants 
running by reducing wages to a point which would make the maintenance 
of the American standard of living impossible. 

The flaw in this argument lies, of course, in the statement that high 
wages necessarily mean high costs of production. This statement seems 
unquestionably true to most persons who receive wages and to many 
others, and yet it is not necessarily true at all. No accurate estimate of 
labor cost can be made unless two facts are known: (1) the rate of wages 
paid, and (2) the amount of work turned out for the wages. High wages 
and large productivity of labor may very well mean low labor cost, while 
low wages and very low productivity of labor often result in a high labor 
cost. The truth of this statement can be established by reference to facts 
which are familiar to all. Money wages in the United States are the 
highest in the world. If high wages necessarily mean high costs of pro- 
duction, how does it happen that we can sell commodities to the value 
of billions of dollars a year ($4,021,000,000 worth in 1940) to the people 
of foreign countries? Why, with their low wage rates, can they not under- 
sell us in everything? The answer is that our workers turn out so much 
product per unit of wages that costs are in reality low, not high, in these 
lines of production. 

Does a country with a high wage level and standard of living have 
anything to fear from free trade with a country having a low wage level 
and standard of living? We think not. England with high wage rates 
and standard of living engaged in trade for many years on a basis of free 
trade with China, where these labor conditions are exactly reversed, but 
there was no noticeable tendency to drag English laborers down to Chinese 
wages and standard of jiving, or to raise Chinese laborers to the English 
level. It is important, then, to remember from this discussion that high 
wages and satisfactory living standards are dependent upon high effective- 
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ness or productivity of labor, rather than upon the maintenance of a 
protective tariff. 

The Tariff and Employment. The contention that the protective 
tariff increases employment is related to the high-wage and home-market 
arguments. If we shut out foreign products, it will be necessary to 
produce our supplies of these goods in this country, and we shall have 
more industries than otherwise. These industries cannot run without 
laborers and there will be much additional employment created for our 
working men. This argument, of course, disregards the familiar fact that 
if we will not import, vve cannot continue to export. As men are put to 
work producing the goods which are no longer purchased abroad, other 
men are thrown out of employment in industries producing for the 
export market. The effect of the whole process is to shift large amounts 
of capital, labor, and land to the production of goods which could be 
obtained more advantageously from abroad, instead of using these factors 
in our export industries where they are especially productive. No large, 
additional source of employment is created by the tariff. We do, by erect- 
ing tariff barriers, make it more difficult for us to obtain the goods we 
desire, but that is a doubtful advantage. We could also “increase employ- 
ment''— that is, provide more hours of work— if we impeded production 
by equipping our workers with ball-and-chain or handcuffs, but apparently 
our protectionists have overlooked the possibilities of this procedure. 

The Protection of Vested Interests. It is sometimes thought necessary 
to continue the policy of protection, once it is begun, even though some 
other policy would be more desirable if we were to begin over again. The 
reason given is that, under the guaranty of the tariff that foreign com- 
petition will be excluded, individuals have made large investments in 
protected industries and workers have adapted themselves to conditions 
in these lines of production. If protection is not continued, all of these 
individuals will suffer losses. It will be seen, however, that this is not an 
argument for the pi^otective tariff, but, rather, one against the abrupt 
removal of protection. Economists generally would concede that the 
reductions in protection should come gradually, rather than suddenly, 
but they hold that in any event reductions must be made. 

The Tariff as an Instrument of National Preparedness. When no other 
argument prevails, protectionists of the old school fall back upon the 
necessity for national preparedness. Under a system of free trade, the 
United States would be largely dependent upon other nations for certain 
commodities, and would be subject to the ever-present danger of having 
her supplies of these products cut off in time of war. Let us, then, main- 
tain the protective tariff, and thus insure within this country the produc- 
tion of as many essential products as possible, say these protectionists. 
What if this policy does mean that, to a certain extent, our productive 
resources will be used ineffectively, and a smaller sum total of com- 
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modities and services than the maximum will be produced, just so long as 
our national security is promoted? This argument, of course, admits the 
direct uneconomic effects of protection and, in addition, falls short of the 
mark in another respect. To try to become a self-sufficing nation is to 
follow a narrow nationalistic policy, and the instrument of this policy, 
the tariff, is a very prolific source of international ill feeling and friction. 
Though it may be admitted that it is a serious matter when our supplies 
of important commodities are cut off in time of war, we may go still 
further and recognize the fact that when nations cooperate with and are 
dependent upon one another on the basis of freedom of trade, the likeli- 
hood of war is lessened to a marked degree. 

Protection Against Dumping. In recent years the protective tariff 
has come to be supported on grounds which appear to be quite different 
from those which are described above. The tariff is advocated, for example, 
as a protection against the dumping of foreign goods in this country. 
“Dumping” is the term used when the practice is carried on by the people 
of other nations. When we ourselves engage in such practices, we regard 
them merely as good business. Dumping has been variously defined, but 
one useful definition describes it as the sale of goods at a lower price in 
one market than in another. If, for example, a French perfume sells at 
the equivalent of twenty dollars an ounce in France, and is marketed in 
the United States by its producer for ten dollars an ounce, dumping is 
taking place. Dumping is not a new source of worry for Americans. In- 
deed, our first tariff to contain any considerable element of protection 
was passed shortly after the War of 1812, largely because of the expressed 
determination of British producers to sell goods in this country for any 
price they would bring, or even to give them away if need be, in order to 
stifle the young industries which had sprung up in America and thus 
recapture our market for themselves. 

The consideration of dumping gives us an interesting sidelight on the 
attitude of Americans toward foreign products. If the foreign products 
are offered at higher prices than those at which identical products could 
be turned out in this country, we are often inclined to purchase the 
articles from abroad as being of superior quality, or for some other reason. 
To offer us goods at the same prices for which they could be produced 
here is considered reprehensible, and our suspicions are at once aroused. 
If foreign producers plumb the depths of infamy by offering to furnish 
US certain products more cheaply than we could produce them ourselves, 
we begin to look for the “pauper laborer” in the woodpile and enact a 
tariff to protect ourselves from this threat to our economic welfare. Finally, 
to include the worst possible case, if foreigners should offer to give us 
certain goods free of charge, we would probably go to the extreme of 
cutting off all trade relations xvith the offending countries. 

Since everyone is presumably interested in getting as many commodities 
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and services as possible at the smallest possible cost, why do we object 
to the sale of goods to us by the people of foreign countries at very low 
prices? It is because of the fear that this process will not be continued 
indefinitely. The sale of goods at these low prices might go on so long 
that we would become dependent upon others for them and give up 
their domestic production, only to find the prices raised later above the 
level at which the goods could be produced in this country. For this 
reason it is considered well to avoid goods which are offered on suspiciously 
favorable terms. However, dumping can be guarded against without con- 
tinually maintaining high duties which permit the mulcting of domestic 
consumers. 

The Tariff and Economic Stability. The argument that the protective 
tariff may be of benefit because it promotes economic stability is close 
kin to the home market argument. It has been admitted that the tariff 
may be used to preserve the domestic market for American producers at 
the cost of reducing our foreign markets to a similar extent, but it was not 
at all clear that this result would be advantageous. The economic stability 
argument holds that the domestic market is definitely more desirable, be- 
cause it is more stable. “Let us produce and consume by ourselves to a 
large extent and shut out disturbing influences. The result may be, o£ 
course, that we shall have a smaller sum total of commodities and services 
to enjoy than otherwise, but may it not be better to have a smaller flow 
of goods, if the flow is more constant?’’ 

Our answer to this question may w^ell be favorable, as is anticipated 
by those who advance the argument, but it is at once necessary to ask 
whether economic stability can actually be obtained by this policy. To 
what extent is our economic instability the result of importing from and 
exporting to foreign countries, and thus likely to be affected by the tariff? 
It is extremely doubtful whether the major factor's in the problem of 
economic instability will be much affected by the tariff policy. Even 
though foreign supplies of various products are excluded from the domestic 
market, it will still be possible, unless domestic production is controlled, 
for our producers to turn out larger amounts than will be taken by con- 
sumers at prices sufficiently high to enable the producers to recover their 
costs of production. The demand for different goods will not be controlled 
by a protective tariff and can vary as in the past. Neither can the tariff 
prevent an overextension of credit in this country. It will consequently 
appear to most observers that there is room within a country such as the 
United States for a considerable degree of economic instability, even if 
outside influences could be shut out. 

The Scientific Tariff. Since the early years of the twentieth century 
there has been much talk about the true principle of tariff-making, which 
is that the tariff rates should be just high enough to cover the difference 
between foreign and domestic costs of production. No favors or special 
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privileges would be granted to domestic producers. Indeed, the tariff 
would be used only to guarantee a fair contest betw'een foreign and 
domestic producers, according to its sponsors. 

This principle, as it is ordinarily presented, sounds very fair and 
reasonable, but it will not bear close examination. In the first place, it 
would be difficult, if not impossible, to ascertain the domestic and foreign 
costs of production of a wide variety of articles. It is a sufficiently trouble- 
some problem to obtain an approximation of domestic costs, and even 
greater difficulties are encountered abroad, where information of this 
sort is considered strictly private and is almost invariably withheld from 
investigators. Great expenditures would certainly be necessary to secure 
any worth-while information, and whatever data were obtained would 
probably be out of date before they could be used as the basis of tariff 
legislation. 

Moreover, even if the principle could be strictly followed, the result 
would be disheartening. Trade is beneficial because it enables us to 
obtain goods more cheaply than we could produce them for ourselves. 
The effect of a tariff in equalizing costs of production would be to remove 
and destroy all the advantage which exists for us in international trade. 
Therefore, such trade would be wiped out so far as the United States is 
concerned. Then, too, let us consider what would happen in this country. 
All commodities would be protected and all that were consumed by us 
would be produced here, whatever the cost might be. If the commodity 
in question were bananas, the procedure would be to find out how much 
more it would cost to produce them here than in Central America, and 
then apply a tariff rate sufficiently high to equalize costs of production. 
The result, so far as most consumers were concerned, would be to raise 
their price to a prohibitive figure. If the good in question were rubber, 
silk, or coffee, the same procedure would be followed. 

It might be argued that no one would favor carrying the principle to 
such extremes, but it is difficult to say just where it would stop. We have 
records of speeches by United States Senators in which they state that 
they would be willing to see duties of 300 or 400 per cent applied, if 
necessary, in order to accomplish the purpose of the tariff. But if we are 
to go as high as 400, then why not to 800, or to 2000 or 3000 per cent? 
Moreover, one Senator has favored the draining of the Everglades of 
Florida so that certain semi-tropical products might be raised there; thus 
it may be seen that the protection of the commodities mentioned in the 
preceding paragraph is quite within the range of possibility. All in all, 
the “true principle’’ of tariff-making is a ridiculous and worthless one. 

Conclusion on the Tariff as a National Policy. Although the argument 
in the present section has been conducted in terms of the United States, 
as being of greatest interest to American readers, the conclusions which 
have been reached will apply, changing as conditions change, to other 
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countries as well. The benefits that have been claimed for the protective 
tariflE have been seen to exist largely in the minds of those who find it 
desirable to support protectionism for some other reason than the reasons 
they advance. Where benefits have resulted, it is usually true either that 
they do not continue into the present, or that they could have been 
obtained more economically by some other method. 

The losses under protection are beyond question. The productive 
resources of each country are diverted from industries in which they 
would be especially productive to other lines in which their employment 
is relatively ineffective. The desired commodities and services are obtained 
under difficulties, and the sum total of goods available for the enjoyment 
of the people of the country is smaller than otherwise. This ill treatment 
of all the citizens as consumers results in gains for some enterprisers, but 
not for others. If the higher prices that can be charged under the pro- 
tective tariff are just sufficient to enable producers to continue in business 
in these ineffective industries, then (under conditions of competition) each 
factor of production will receive payment at the going rate and no more, 
and the loss to many persons in terms of higher prices will not be com- 
pensated by the gains to others. In other cases the tariff will allow prices 
to be sufficiently high to permit profits, and sometimes very large profits, 
to the owners of the protected businesses. It is axiomatic, however, that 
they never gain as much in profits as the people on the whole lose as 
consumers. In any event, this is taxation or exploitation of the many for 
the benefit of the few. Whether or not some individuals profit from the 
use of the protective tariff, it is to be condemned severely on economic 
grounds. And, of course, the same general conclusions must be reached 
with respect to the use of other devices for restricting international trade. 

PROTECTIONISM IN THE UNITED STATES 

The United States as a Creditor Nation. Having concluded our 
general discussion of protectionism as a national policy, we must now 
note that, as a practical matter, the use of this policy by the United 
States has been particularly unfortunate in recent decades. In the middle 
of the last century, this country was experiencing an “unfavorable balance 
of trade,’’ that is, there was an excess of merchandise imports over exports. 
This condition arose, in part, from the fact that the country was a bor- 
rowing or debtor nation at the time. So long as we continued in that 
role there was little outspoken criticism of our tariff by other countries. 
People interested in collecting from debtors seldom discriminate against 
them, or interfere with their chances of becoming prosperous and able 
to pay their debts. But after the beginning of the last quarter of the 
nineteenth century our trade balance and credit position changed. Bur- 
ing and after World War I our loans to other countries were tremendous, 
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and the United States took a commanding position as a creditor nation. 

At the close of 1930, the private investments of the United States in 
foreign lands were estimated at $14,900,000,000 to $15,400,000,000,^ and 
the discounted value of the debts of other nations to the government of 
the United States amounted to $7,000,000,000. Our loans and investments 
abroad were not made in the form of money, but consisted of economic 
goods. If the loans were to be repaid, if our investments abroad were to 
be retrieved, and if we were to receive income from our loans and invest- 
ments, the payments had to be made to us not in money, but in com- 
modities and services. If other countries were to pay the United States, 
say, $500,000,000 in a given year, it was necessary for their exports to 
exceed their imports by this amount. Ey the same token, we could receive 
such a payment only by allowing our imports to exceed our exports by 
the same amount. 

In the face of a desire to collect our debts and the knowledge that the 
payments had to be made in the form of commodities and services, we 
twice raised our tariffs against imports after World War I and thus made 
it increasingly difficult for other countries to send us goods. Our Tariff 
Act of 1922 gave us the highest level of tariff duties in the world, except 
for one other country, and decidedly the highest among the important 
industrial nations of the world.^ The Tariff Act of 1930 was no improve- 
ment, for a study of comparative ad valorem rates in the two Acts based 
upon imports for consumption in 1928 showed an increase in the average 
rate of duty from 33.22 to 40 per cent, so far as items were comparable 
in the two Acts.^ This high tariff policy was clearly inconsistent with 
our position as an outstanding creditor nation. 

The Changing Nature o£ Our Exports, In the more distant past, 
foreign countries protested but little against our tariff policy, not only 
because the United States was a debtor nation, but also because our ex- 
ports consisted predominantly of raw or semi-manufactured products 
which these countries greatly desired and against which they would not 
discriminate. Since the beginning of the last quarter of the nineteenth 
century, the trend in our exports has been away from raw and partly 
finished products toward manufactured goods. These are goods which can 
be obtained from other countries as well as from the United States, or 
can be produced in the countries to which we export them at only slight 
differences in cost in many cases. Consequently, every upward revision of 


^United States Department of Commerce, “A New Estimate of American Investments 
Abroad,” Trade Information Bulletin No. 767 » Washington, Government Printing Office, 
1931, p. 1. 

2 The League of Nations, Economic and Financial Section, International Economic 
Conference, Tariff Level Indices, Geneva, The League of Nations, 1927, especially p. 16. 

^The United States Tariff Commission, of Rates of Duty in the Tariff 

Act of 1950 and in the Tariff Act of 1922, Washington, Government Printing Office, 
1930, p. 1. 
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our tariff has tended to bring in its wake a host of discriminations and re- 
taliations against the United States. Of course, other countries do not ordi- 
narily discriminate openly against our products, or enact tariff laws which 
are avowedly retaliatory, because our President has been given wide powers 
in dealing with goods from countries which clearly practice discrimination 
and retaliation. But it is not difficult to read between the lines of the 
changing trade policies of other countries. 

The Difficulty of Changing the Tariff, In spite of the apparent desir- 
ability of changing our policy with respect to international trade, it 
seemed almost impossible, up to the middle of the 1930’s, to alter the 
prevailing sentiment in favor of the protective tariff in the United States. 
Many millions of our people are classed as wage earners, and these 
workers had been carefully “educated” in the matter of the tariff over 
a long period of time. That the protective tariff brings with it “high wages 
and full dinner pails” was to many workers much more than a mere 
political campaign myth. It was to them a tradition, a religion handed 
down from one generation to another, and did not appear to be open to 
argument. The responsibility for the development and maintenance of 
this belief is easy to place. 

The Influence of the Press. The tariff views of the workers as a class 
were largely the result of the news items and editorials of newspapers 
and the speeches of politicians. For many people the newspaper is the 
one and only form of literature, and certainly the only available printed 
medium of information on the tariff problem. Most of the newspapers 
with which one came in contact, and particularly those in the great 
industrial centers where large numbers of workers are found, were staunch 
supporters of our tariff policy. To their editorial pages the worker, if his 
belief in the tariff had been shaken by hard times, might turn with every 
assurance of seeing repeated the familiar fallacies upon which was built 
his belief in the benefits of protection. Even in depression, he would find 
there assurances that the tariff was the foundation of our prosperity in 
the past and is our only hope for the future. Surely, those who depend 
upon the editorials of the average newspaper for an understanding of the 
principles of international trade must always remain in almost complete 
ignorance of the subject. 

The Speeches of Politicians. The speeches of men in political life, as 
heard directly or over the radio, or as reproduced in the newspapers, 
also greatly influenced popular opinion on the tariff. For many years, 
both major political parties were in accord in favoring the protective 
tariff in principle, although they disagreed somewhat about partiGular 
schedules. Political talks on the tariff were almost universally worded 
in terms of the ancient fallacies with which we are now familiar, and yet 
they proved convincing to most wage earners and to many others. The 
candidate lor public office would say, “Vote for me. My party stands for 
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the protective tariff, and the tariff is the cause of all your prosperity.” 
People would flock to his standard. If the same man had said, “Vote for 
me, because my party stands for the protective tariff, and the tariff is the 
cause of the heavy rains which have brought you relief from the drought 
from which you have been suffering,” these same people would have 
laughed at him. And yet the tariff would ordinarily be as truly responsible 
in the one case as in the other. 

Students often ask. Were our political figures, our Senators, and our 
Congressmen so ignorant of the principles of international trade that they 
really believed the arguments they advanced about the tariff, or were 
these contentions made for a purpose? While many of the arguments 
were no doubt made in all sincerity, it seems very unlikely that all of 
our political leaders were really deceived by some of the absurd state- 
ments about the tariff, unless it is true that a man can repeat a thing 
so often that, despite its falsity, he eventually comes to believe it himself. 

Senators and Representatives are elected from states and from districts 
within states. Since the interests of the people as consumers are rarely 
considered in Congress, the business of each member of that body with 
regard to the tariff is to get as many favors as possible for the business 
interests of his district. Some businesses within a district might be mak- 
ing large profits behind the tariff wall, others might be dependent upon 
the tariff for their very existence, and still others might not be concerned 
at all about it. In any case, the attempt was usually made to obtain 
protection for all. Many cases are on record of industries receiving a 
generous measure of protection where none was asked. Tariff advantages 
for one district could be obtained by members of Congress only by co- 
operating with other members desiring favors for their own districts. 
Whatever the method used, each member had to look out for his own 
district, or powerful support would be withdrawn from him and at the 
next election he would be likely to find himself one of the represented, 
instead of being himself a representative. Many tariff speeches were 
doubtless made as a justification of the actions of the members, and 
for popular consumption at home, to convince those who were not 
convinced and to reassure those who were. 

The Attitude of Business Men. The one discordant note in the hymn 
of praise for protection was the fact that many American business men 
were coming to view the tariff with doubt and fear. Of course, those 
whose businesses were dependent upon the tariff for large profits, or 
for their very existence, quite naturally continued to favor the policy of 
protection. Almost anyone in the same position would feel the same way. 
If a man knows that a certain policy is vital to his own interests, it is 
extremely easy for him to discover that this same policy is of the utmost 
importance for the welfare of the country as a whole. 

On the other hand, the policy of protection was opposed by rhany 
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of our great bankers, who sensed that restrictions on imports were great 
obstacles to a continuation of our foreign investment policy and to the 
development of New York City as an international financial center. 
Farmers, too, were coming to suspect more and more strongly that they 
had little to gain and much to lose from continued attempts to ‘‘protect’' 
them. Finally, the owners and managers of industries which were efficient 
in their own right, which did not depend upon the tariff, and which 
were able to meet world competition, were beginning to oppose the pro- 
tective tariff. Being able to meet competition, these industries were 
anxious to develop their exports further and gain the markets of the 
world, but they found themselves greatly hampered in their efforts because 
we refused to accept imports freely and thus made it difficult for the 
people of other countries to buy from us. 

RECENT DEVELOPMENTS IN TRADE POLICY 

The Reciprocal Trade Agreements. The Tariff Act of 1930 did not 
restore prosperity in the United States, but our international trade almost 
disappeared in the years immediately following its passage. By 1934 the 
Congress of the United States was ready to enact a law which seemed 
destined to go far toward modifying our tariff policy. This measure, called 
the Reciprocal Trade Agreements Act, authorized the President to enter 
into reciprocal commercial agreements with other countries for the pur- 
pose of fostering international commerce. In such agreements, the Presi- 
dent could modify existing import duties and other restrictions in return 
for similar concessions from other countries. He could not, however, 
increase or decrease any duty by more than 50 per cent, or transfer articles 
from the dutiable to the free list or vice versa. The agreements could be 
consummated only after giving reasonable public notice of the intent to 
negotiate with the other countries, after holding public hearings at which 
those interested could express their opinions about the prospective agree- 
ments, and after seeking information and advice from the United States 
Tariff Commission and the Departments of State, Agriculture, and Com- 
merce. 

The policy expressed in the Act was pursued actively during the next 
ten years, and agreements were drawn up with twenty-seven countries, 
including Great Britain, Belgium, Sweden, Switzerland, Cuba, Canada, 
France, Czechoslovakia, Iran, Iceland, and a number of South and Central 
American countries. It will not be feasible for us to consider the details 
of these trade agreements, but we may examine briefly those concluded in 
1938 with Great Britain and Canada. Under these agreements, the United 
States received tariff cuts or other concessions from Canada with re- 
spect to 1489 products, and from Great Britain with respect to about 
450 products, Canada and Great Britain, in return, received conces- 
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sions from the United States on about 450 and 150 products, respec- 
tively. The agreements affected American exports which in 1937 were 
valued at about $440,000,000, and American imports amounting to some 
$260,000,000 in that year> In signing her agreement with the United 
States, Great Britain acted for Newfoundland and about fifty nonself-gov- 
erning colonies. At that time the United States transacted about one- 
third of her total foreign trade with the areas included in these agreements, 
and the three countries together (the United States, Great Britain, and 
Canada) accounted for almost one-third of the world’s total international 
trade. 

Appraisal of the Reciprocal Trade Agreements. It is impossible to deter- 
mine the exact effects of the reciprocal trade agreements upon the inter- 
national trade of the United States. To do so would require a com- 
parison of our actual volume of trade in several years with the volume 
which would have been transacted in the absence of the trade agreements 
—and the latter, of course, is an unknown quantity. Our international 
trade is subject to so many influences that one cannot single out the 
specific effect of the trade agreements. Some people argue that our trade 
with all countries was probably affected in the same way by the general 
recovery of business and insist that, if our trade increased faster with 
agreement than with non-agreement countries, the influence of the agree- 
ments is indicated. However, this is not necessarily true. Our trade with 
Germany, for example, may have been reduced by resentment felt here 
over that country’s handling of the Jewish people, her default on financial 
obligations, or her general program of aggression. American trade with 
Japan may have been similarly affected at one time by our attitude toward 
her invasion of China and her treatment of Americans in the war area, 
and may later have been increased by her heavy purchases of war mate- 
rials and supplies. Since Germany and Japan were both non-agreement 
countries, failure to consider these matters would result in giving our 
trade agreements with other countries more or less credit than they deserve. 

With such cautions in mind, we may note that our imports from coun- 
tries with which we had trade agreements increased 22 per cent between 
1934-35 and 1938-39, whereas imports from non-agreement countries in- 
creased only 12p^ per cent. Over the same period our exports to countries 
with which we had trade agreements increased 63 per cent, and exports 
to non-agreement countries increased only 32 per cent.® It seems probable, 
therefore, that the trade agreements had a stimulating effect on our inter- 
national trade, though its exact extent cannot be measured. Of course, 
any influence of these agreements on our trade was completely obscured 
during the period of World War II. 

^The New yor^ Th7^<?5, November 18, 1938, and Chicago Tribune, November 17, 1938, 

^The Department of State Washington, United States Department of State, 

January 26, 1947, p. 162. 
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On general grounds, the trade-agreements program deserves approval. 
The agreements reduced tariff duties or made other concessions where 
these actions would do us the most good and tended to increase trade. 
Since it seemed impossible to get many nations to lower trade barriers at 
one time, reciprocal trade agreements probably provided the best means 
available at the time for increasing international trade by reducing trade 
restrictions. The objections to the trade agreements came more largely 
from small business men than from our major industries. Small business 
men, who had no hope of developing foreign markets, were disturbed by 
the increased importation of foreign products. In addition, our tariff- 
minded politicians and newspaper writers made a determined effort to con- 
vince the farmers of the country that the trade agreements were detri- 
mental to agricultural interests. The farmers were told, at one time, 
that our imports of cheddar cheese had increased fifteen-fold under the 
auspices of our trade agreement with Canada. The implication was, of 
course, that they had been badly injured by this development, but the 
tellers of the tale forgot to add that, even after the increase mentioned, 
these imports amounted to only 2.2 per cent of the domestic production 
of Cheddar cheese. Similarly, the farmers were urged to protest against 
great increases in our imports of cream, though these imports amounted, 
after the increase had taken place, to only one-tenth of one per cent of 
domestic production.® In the field of manufacture, alarm was expressed 
over the trade-agreements provision which permitted the importation of 
4,800,000 pairs of shoes a year from Czechoslovakia, although these imports, 
if actually achieved, would have amounted to only , 1 per cent of our 
domestic output. 

Wartime Controls over International Trade. After the reciprocal trade 
agreements program had been in effect five years, World War II broke 
out, the United States becoming involved in the conflict late in 1941. 
Wartime conditions brought great increases in the extent to which the 
international trade of the United States was controlled by the federal 
government. Even before this country entered the war, our government 
set out to accumulate stock piles of certain strategic and critical materials, 
and entered into agreements with various Latin American countries, for 
the purchase of all their available supplies of such materials. Moreover, 
after December 27, 1941, the government assumed complete control over 
the imports of a number of materials and these things could be imported 
only by some governmental agency. 

Our foreign trade was affected also by the '‘freezing*' of foreign assets. 
The freezing process was based on an Executive Order administered by 
the Federal Reserve Banks and the Treasury Department, and it pro- 
hibited all transactions within the jurisdiction of the United States in 
which the country (or its nationals) to which the order applied had any 

^Foreign Affairs, April, 1938, pp. 428, 429. 
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interest, after a stipulated date. The freezing process, first used in April, 
1940, was extended to country after country as German conquests con- 
tinued, to Germany and Italy themselves in June, 1941, and to Japan in 
July, 1941. Naturally, all imports and exports between the United States 
and any country whose assets had been frozen were automatically pro- 
hibited, unless our government saw fit to issue licenses for specific trans- 
actions. This was true also of transactions between countries with frozen 
assets and any third country, if the transactions were to be financed by 
means of foreign credits held in the United States. 

The freezing orders as such were not applied to the Latin American 
countries, but something of the same effect was produced by the promulga- 
tion in July, 1941, of the Proclaimed List of Certain Blocked Nationals. 
This list contained the names of persons and firms believed to be nationals 
of or sympathizers with the Axis countries, and located in countries of 
the western hemisphere. Our government forbade all business and financial 
transactions between citizens and residents of the United States and listed 
persons and firms, unless specifically permitted by licenses issued by the 
Treasury Department. The United States had considerable cooperation 
from Latin American countries in carrying out this policy, which was 
aimed quite definitely at depriving the Axis powers of any economic 
advantages they previously derived from enterprises, investments, and 
business connections in Latin America. 

The exports of the United States were also subjected to direct control 
during the war period. In July, 1940, the National Defense Act provided 
for a general system of export control by means of licenses. This export 
control system was originally intended to apply to essential raw materials, 
machine tools, certain chemicals, arms, ammunition, and war goods in 
general. However, the list was increased rapidly, and soon scarcely any- 
thing included in our normal list of exports could be exported without 
a federal license. The export control system prevented other countries 
from buying here raw materials and goods which were needed in our war 
program, but permitted us to send all kinds of goods to countries of the 
western hemisphere which were collaborating with the United States in 
her war program. Even before our entry into the war, export control en- 
abled us to interfere with and hamper the war activities of the Axis 
nations. 

Finally, the lend-lease policy of the United States had an important 
effect on our trade. This policy was provided for in the Act to Promote 
the Defense of the United States, which was passed in March, 1941. This 
Act authorized the President to sell, transfer title to, lease, lend, or other- 
wise dispose of various defense goods to other countries whose defense was 
deemed vital to the safety of the United States. Defense articles in this 
connection included (1) weapons and munitions of war, (2) machinery, 
facilities, tools, materials, parts, and supplies necessary to the production, 
maintenance, and repair of war weapons and goods, and (3) any agricul- 
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tural, industrial, or other commodity or article for defense. The Act speci- 
fied that iend-lease aid could be given under any terms and conditions 
which were satisfactory to the President, and that the resulting benefit 
to the United States could be payment in kind or property, or any other 
direct or indirect benefit which the President deemed satisfactory. From 
March 11, 1941, to August 31, 1946, lend-lease aid to our allies amounted 
to over 501/2 billion dollars, with the British Empire receiving |3 1,368,- 
000,000, or almost 62 per cent of the total, and Russia $11,267,000,000. In 
the same period, reverse lend-lease, or contributions of the allied nations 
to the United States, amounted to about 7% billion dollars^ 
International Trade of the United States in Wartime. Clearly, the 
various governmental controls we have been describing did not all make 
for a decline in the total volume of our international trade. Some policies, 
such as the lend-lease program and the over-all purchasing agreements 
for strategic and critical materials, tended to increase trade. As a result, 
the total volume of the international trade of the United States, in terms 
of merchandise, increased year by year from 1939 to 1944, as is shown by 


Table 47. International Trade of the United States, 1939-46 
(In millions of dollars) 

(Source: Survey of Current Business^ February 1947, p. 42.) 


Year 

Exports 

Imports 

Total Trade 

1939 

S 3,177 

$2,318 

$ 5,495 

1940 

4,021 

2,625 

6,646 

1941 

5,147 

3,345 

8,492 

1942 

8,035 

2,745 

10,780 

1943 

12,965 

3,381 

16,345 

1944 

14,259 

3,919 

18,178 

1945 

9,806 

4,136 

13,942 

1946 

9,738 

4,934 

14,672 


the data in Table 47. The expanding total volume of trade in this period 
was largely the result of sharply increasing exports; and lend-lease exports 
of war goods, foods, and industrial materials played a very important 
part in increasing our total exports. In 1943, for example, the total ex- 
ports of $12,965,000,000 included $10,440,000,000 of lend-lease exports, 
whereas in 1944 lend-lease exports amounted to $11,305,000,000 out of 
total exports of $14, 259, 000, 000.^ After 1944, our total volume of inter- 
national trade fell off considerably, though it still remained very high 
when judged by pre-war standards. 

The' Bretton . Woods ■ Agreement. While World War II was still in 
progress, preliminary steps were taken to lay the foundation for a revival 
of international trade after the war. In July, 1944, representatives of 


The Chicago Tn&wne, November 18, 1946. 

^ Survey of Current Business, February, 1947, p. 42. 
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forty-four nations met at Eretton Woods, New Hampshire, and drew up 
the famous Bretton Woods Agreement, which provided for two inter- 
national financial institutions— the International Monetary Fund and the 
International Bank for Reconstruction and Development. The Agreement 
had been ratified by forty-five nations by the end of 1947. In this 
chapter, we shall consider only the International Monetary Fund, leaving 
the affairs of the International Bank for discussion in Chapter 41. 

The International Monetary Fund. The purposes of the Fund are 
(1) to promote international monetary cooperation through a permanent 
institution; (2) to facilitate the expansion and balanced growth of inter- 
national trade; (3) to promote exchange stability, to maintain orderly 
exchange arrangements among members, and to avoid competitive ex- 
change depreciation; (4) to assist in the establishment of multilateral 
systems of payments between members and in the elimination of foreign 
exchange restrictions; (5) to make the Fund’s resources available to mem- 
bers in order to correct maladjustments in their balance of payments 
without resorting to measures destructive of national or international 
prosperity; and (6) to shorten the duration and lessen the degree of dis- 
equilibrium in the international balances of payments of members. 

On the basis of its membership at the end of 1947, the Fund will have a 
total capital of about 7i/2 billion dollars. The United States will make 
the largest contribution (2^ billions), followed by the United Kingdom, 
China, France, and other nations. Each member nation must express the 
par value of its currency in terms of gold or United States dollars. Having 
established such a par value for its currency, a nation may change this 
par value by 10 per cent simply by notifying the Fund. Any further 
change, however, can be made only with the consent of the Fund’s 
management, and an unauthorized change in the value of a nation’s cur- 
rency may result in the suspension of the nation from the use of the 
Fund, or even its outright expulsion. Currencies of the nations will ex- 
change at the values set, except that rates of exchange may vary within 
one per cent of the official ratios. 

With the Fund in operation, nations will collect for exports and pay 
for imports through bills of exchange, as usual. However, if a nation 
runs short of exchange balances to make payments in another nation, it 
can purchase the other country’s currency from the Fund. If France, for 
example, needs Mexican pesos ’to pay for imports, she will pay francs into 
the Fund and secure the pesos she needs. There are, of course, limitations 
on this process. No nation may buy the currencies of other countries 
through the Fund in any one year to an amount in excess of 25 per cent of 
its original contribution to the Fund; and the Fund may set a limit beyond 
which it will refuse to sell a nation any more of the currencies of other 
nations until the first nation has made a readjustment of its affairs. 

The point is that, when a nation has to buy foreign currencies from the 
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Fund, it has been buying abroad more than it has been selling, and is 
slipping into debt. Limitations on its purchases of foreign currencies 
through the Fund are expected to induce it to “clean house.’" It can put 
high import duties on luxuries, and use its limited foreign exchange to 
purchase necessary imports. It can put pressure on its citizens to seek out 
markets for exports, to work harder and increase efficiency, and so on. 
As a result, the nation will probably sell more and buy less, and thus 
acquire the foreign currencies that it needs. 

On the other hand, if a nation persistently sells more than it buys in 
international trade, and other countries have to buy its currency through 
the Fund, the Fund’s supply of that nation’s currency will become short. 
This is especially likely to happen to the United States in the post-war 
period. In such an event, the management of the Fund will officially 
recognize the shortage, borrow currency from the nation whose currency 
is becoming scarce, purchase the currency for gold, or proceed to ration 
the limited supply of the currency among the nations which desire it. 
The Fund may also issue a report setting forth the causes of the shortage 
and making recommendations designed to bring it to an end. A repre- 
sentative of the member country whose currency is involved will participate 
in the preparation of such a report. Under the operation of the Fund, the 
United States or any other country cannot continue exporting if it will 
not import, and it will be under pressure to lower its tariff so that more 
goods will be imported or to seek out opportunities for making worth- 
while loans in other countries. Either of these developments would place 
more of the scarce currency at the disposal of the other countries. 

The member countries may use the resources of the Fund for capital 
transactions of reasonable amounts required for the expansion of exports, 
or in the ordinary course of trade, banking, or other businesses, or to 
effect capital movements which are met out of a member’s own resources 
of gold and foreign exchange; but such capital movements must be in 
accord with the purposes of the Fund. A member cannot use the Fund’s 
resources to effect a large or sustained outflow of capital, and the Fund 
may request a member to exercise controls to prevent this use of its re- 
sources or may even declare an offending member ineligible to use them. 

Under the operation of the Fund, international trade situations which 
in the past have led nations to abandon the gold standard, depreciate 
their currencies, institute foreign exchange controls, and set up barter 
arrangements for dealing with other countries are expected to be resolved 
by order iy readjustments of the countries’ economic affairs. At the same 
time, a temporary upset or disequilibrium in a country’s international 
balance of payments can be provided for at stable exchange rates through 
the Fund. The result should be a larger volume of international trade and 
the Stabilization of international monetary relations. 

Each member country must agree that it will not (1) impose restrictions 
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on the making of payments and transfers for current international trans- 
actions, (2) engage in any discriminatory currency arrangements or multiple 
currency practices except as authorized by the Fund, or (3) cooperate with 
any non-member country in any manner contrary to the provisions of the 
Fund agreement. Each member country is obligated to furnish such in- 
foimation as is necessary for the effective discharge of the Fund’s duties. 
This information might cover any nation’s holdings of gold and foreign 
exchange, gold production, gold imports and exports, total imports and 
exports of goods, capital transactions, price indexes, and international 
investments and obligations. Any member may withdraw from the Fund 
at any time by transmitting a notice in writing to the Fund at its principal 
office, and the Fund may declare a member ineligible if it fails to fulfill 
any of its obligations. 

The Fund is to be controlled and managed by a Board of Governors, 
Executive Directors, a Managing Director, and a staff. All powers of the 
Fund are vested in the Board of Governors, which has a position similar 
to that occupied (in theory, at least) by the stockholders of a corporation. 
Each member country appoints one Governor, and each Governor is 
entitled to cast 250 votes, plus one vote for each $100,000 of his country’s 
original contribution to the Fund. There are twelve Executive Directors, 
of whom five are appointed by the five countries making the largest 
original contributions, two are selected by American republics other than 
the United States, and five are chosen by all other member countries. The 
Executive Directors are similar to the board of directors of a corporation. 
They will supervise the general operation of the Fund, and exercise the 
powers and carry out the functions assigned them by the Board of 
Governors. The Managing Director, selected by the Executive Directors, 
holds a post similar to that of the president of a corporation. His task 
is to carry on the ordinary business of the Fund and to supervise the work 
of the operating staff. 

The Board of Governors and the Executive Directors were duly ap- 
pointed and held their first meetings in March, 1946, and May, 1946, 
respectively. The Managing Director was selected by the Executive Di- 
rectors on May 6, 1946. Par values based on existing rates of exchange had 
been established for 31 member countries by early 1947. The member 
countries were called upon, for a part of their scheduled contributions to 
the Fund late in 1946, and the United States had paid its contribution in 
full by February 26, 1947. In June, 1947, the Fund was said to be just 
coming into operation,^ and its membership had reached a total of 45 
countries by August, 1947. 

The Economic and Social Council of the United Nations. Another 
recently developed organization which may exert an influence on inter- 

^The Department of State Bulletin, Washington, United States State Department, 
June 22, 1947, p. 1236. 
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national trade in the post-war period is the Economic and Social Council 
of the United Nations. Declaring it to be the intent of the United Nations 
to promote (1) higher standards of living, full employment, and conditions 
of economic and social progress and development, and (2) solutions of 
international economic, social, health, and related problems, the Charter 
of the United Nations, drawn up at the San Francisco Conference in 
1945, provided for the creation of the Economic and Social Council. This 
body will be composed of representatives of eighteen nations, chosen for 
three-year terms by the General Assembly of the United Nations. The 
Council will sit continuously, and may become a very important division 
of the United Nations, since the solution of international economic and 
social problems would go far toward the prevention of war. 

The Council may make or initiate studies and reports with respect to 
international economic, social, cultural, educational, health, and related 
matters, and may make recommendations with respect to any such matters 
to the General Assembly, to the Members of the United Nations, and to 
the specialized agencies concerned (such as the United Nations Food and 
Agriculture Organization, the International Monetary Fund, the Inter- 
national Bank for Reconstruction and Development, the International 
Labor Organization, and the United Nations Aviation Organization). It 
may prepare draft conventions for submission to the General Assembly, 
with respect to matters falling within its competence, and it may call, in 
accordance with rules prescribed by the United Nations, international 
conferences dealing with such matters. 

The Council may enter into agreements with the specialized agencies 
referred to above, defining the terms on which any agency concerned shall 
be brought into relationship with the United Nations. It may coordinate 
the activities of the specialized agencies through consultation with and 
recommendations to such agencies and through recommendations to the 
General Assembly and to the Members of the United Nations. It may 
take appropriate steps to obtain regular reports from the specialized 
agencies, and reports on the steps taken to give effect to its own recom- 
mendations and to recommendations on matters falling within its com- 
petence made by the General Assembly. 

The Council may furnish information to the Security Council, and shall 
assist the Security Council upon its request. It shall perform such functions 
as fall within its competence in connection with the carrying out of the 
recommendations of the General Assembly. Finally, it may, with the 
approval of the General Assembly, perform services at the request of Mem- 
bers of the United Nations and of the specialized agencies, and shall 
perform such other functions as are assigned to it from time to time by the 
General Assembly. 

The functions of the Economic and Social Council obviously are stated 
in very general terms. However, if the Council is to try to find solutions 
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for international economic problems and to promote higher standards 
of living, full employment, and economic progress, it will have to be 
concerned with international trade, restrictions on trade, international 
monetary relations, and international credit and investment transactions. 
If the Council decides that tariff walls and other restrictive devices are 
limiting world trade and indirectly causing unemployment and business 
failures, it may well seek the scaling-down or elimination of these restric- 
tive devices. However, there is a paragraph in the charter which forbids 
the United Nations to deal with anything that is entirely a domestic 
affair of a Member, and it remains to be seen just what matters will 
eventually fall into this category. 

The Economic and Social Council had also shown strong signs of life 
by the end of 1947. We may note, in particular, that it had appointed a 
Preparatory Committee, consisting of representatives of 18 nations, to 
pave the way for the establishment of an International Trade Organization 
of the United Nations. The Committee met in London late in 1946, in 
New York early in 1947, and in Geneva from April to August, 1947. At 
these meetings the original draft proposal for the Charter of the I.T.O., 
prepared by the United States, was brought to its final form. 

The Charter aims at contributing to the improvement of standards of 
living throughout the world by promoting the expansion of international 
trade on the basis of multilateralism and nondiscrimination, by fostering 
stability of production and employment, and by encouraging the develop- 
ment of backward areas. It contains very important provisions with respect 
to trade restrictions, state trading, intergovernmental commodity agree- 
ments, and international investments. A United Nations Conference on 
World Trade and Employment met at Havana, Cuba, beginning Novem- 
ber 21, 1947, to agree upon and recommend the Charter of the I.T.O. to 
the governments of the participating nations. Action on the Charter by 
the governments of the individual nations, and of course the actual 
functioning of the I.T.O., remained matters for the future. 

Conclusion. Much praise and criticism had been heaped upon the in- 
ternational organizations which we have been describing long before 
they started to function, but an effective appraisal of them can scarcely 
be made until they have functioned for several years. Their success will 
clearly depend, to a great extent, upon the spirit and intelligence with 
which they are operated; for experience indicates that it is impossible to 
set up foolproof organizations for the stimulation of international trade 
or the stabilization of international finance. If the organizations operate 
successfully in these fields, we may eventually see the happy day when 
the story of the benefits of restrictionism will be pulled down from the shelf 
of works on economics and placed among the fairy tales where, for the 
most part, it indubitably beloi^ 



OBSTACLES TO INTERNATIONAL TRADE 


211 


1. “International trade, like domestic trade, is fundamentally barter/' Explain. 

2. Why does the economist contend that the imports of a country must equal its 
exports over a period of time? 

3. How would the absence of trade restrictions tend to maximize the gain 
which the nations of the world could derive from international trade? 

4. Explain the general nature of a protective tariff. 

5. “Domestic industries may be protected indirectly as well as directly." How? 

6. Why may import quotas be more effective than protective tariffs in certain 
situations? Explain. 

7. How may foreign exchange controls be operated to afford protection to 
domestic industries? 

8. “Foreign exchange controls may be set up for many purposes but they often 
restrict trade and protect domestic industries." Do you agree? Why or why not? 

9. Discuss the relative merits of foreign exchange controls and protective tariffs. 

10. Compare clearing agreements with foreign exchange controls proper. 

11. Could we, by means of the tariff, monopolize the domestic market and 
maintain our export trade at the same time? 

12. “The superiority of one country over another in a branch of production often 
arises only from having begun it sooner. There may be no inherent advan- 
tage on the one part, or disadvantage on the other, but only a present supe- 
riority of acquired skill and experience. A protecting duty, continued for a 
reasonable time, may permit the country which lacks this skill and experi- 
ence to carry on the industry until the producers are educated up to the 
level of those with whom its processes are traditional." Comment on this 
argument for the protective tariff. 

13. “We are importing at the rate of about $300,000,000 worth of foreign goods 
per month into the United States. Most of these goods could be made here. 
There is not a manufactured article produced in the United States in which 
the labor cost is less than 90% of the total cost following the raw material 
from start to finish. Now, if that is true, of the $300,000,000 that we are 
sending abroad each month to buy foreign-made goods, $250,000,000 is going 
out from the people of the United States to employ German, French, English, 
Japanese, and Chinese labor, while our own workers walk the streets in idle- 
ness. Unless adequate protection is secured against foreign-made goods, there 
is little hope of this country being able to maintain the present standard 
of living of the American workingman and woman." 

Is this a valid argument for the protective tariff? Why? 

14. Is the protective tariff effective as an instrument for shielding a country from 
outside economic influences and for promoting economic stability? Why? 

15. Would the efforts of nations to be economically self-sufficient be more or less 
likely to promote world peace than would the economic cooperation and 
interdependence of these nations? Why? 

16. What is meant by the “scientific tariff?" Explain. Would you favor a tariff 
law of this kind? Why? 

17. “The use of the policy of protectionism by the United States has been par- 
ticularly unfortunate in recent decades." Explain. 

18i Explain fully why it has been so difficult in the past to obtain a general down- 
ward revision of our tariff. 
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19. State the major provisions of the Reciprocal Trade Agreements Act of 1934. 

20. “The reciprocal trade agreements program has been condemned as being too 
effective.” Explain. 

21. Show why the effects of the reciprocal trade agreements program on our 
international trade are difficult to measure. 

22. Describe the additional governmental controls which were applied to the 
international trade of the United States during World War 11. 

23. Did our wartime controls have the effect of sharply reducing the volume of 
our international trade? Explain. 

24. What are the objectives of the International Monetary Fund, and how is the 
operation of the Fund expected to lead to their attainment? 

25. “Rigid adherence to the provisions of the agreement concerning the Inter- 
national Monetary Fund is likely to modify the policy of the United States 
with regard to international trade.” Explain. 

26. How is the operation of the International Monetary Fund supposed to make 
for a larger volume of international trade and the stabilization of international 
monetary relations? Explain. 

27. Discuss the possible significance of the Economic and Social Council of the 
United Nations and its functions in relation to international trade. 
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CHAPTER 41 



WE BEGIN OUR STUDY OF THE PROBLEMS OF FOREIGN INVESTMENTS AND 

international indebtedness by examining the general principles on which 
international loans and investments, and exports and imports of capital 
are based. 

THE ECONOMIC EFFECTS OF A NET OUTFLOW 
OR INFLOW OF CAPITAL 

The Meaning of an “Export of Capital.” In considering the process by 
which international indebtedness is incurred, we should recognize thac 
in speaking of international movements of capital, the word “capital” is 
being used in a somewhat different sense from that in which it is ordinarily 
used by economists. Its usual definition is “produced goods intended for 
further production”; that is, capital is a part of those scarce, material, and 
transferable goods that are commonly called “wealth.” When borrowing 
takes place between nations,* however, the capital that is imported and 
exported consists, in the first place at least, of purchasing power or claims 
upon wealth, rather than articles of wealth themselves. 

What happens whenever the individuals or governments of foreign 
nations obtain loans in the United States— or, to look at it from the other 
point of view, whenever we make investments in foreign securities or 
properties— is that purchasing power, such as bank deposits, formerly 
owned by people in this country is turned over to foreigners or foreign 
governments. A part of this purchasing power must be spent in the United 
States for the banking services in connection with the loan, while another 
part may be spent here if this country appears to be the most advantageous 
market for the particular commodities desired by the borrowers or if the 
terms of the loan provide that a certain part is to be spent here. It usually 
happens, however, that a considerable part of such loans is— for a time at 
least-- wanted by the borrowers in some other form than Gommodi ties and 
services. Even though, in the last analysis, the borrowers in many cases 
will want commodities and services, their immediate desire is usually to 
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obtain most of the loan in the currency of their own country, to be used 
there, or to obtain commodities and services from some country other than 
the one that extended the credit. 

The borrowers’ problem, then, becomes that of transferring purchasing 
power from the lending country to their own country. This may be 
accomplished by having their agent in the lending country use their credit 
balances to buy bills of exchange on the borrowing country and send 
them to the borrowers, or by themselves drawing bills of exchange against 
their balances in the lending country and selling the bills at home. Con- 
ceivably, their balances in the lending country could be used to buy gold 
there, which could then be transferred to the borrowers. 

A Persistent Net Capital Outflow and the Foreign Exchange Market. 
When a country has a persistent net outflow of capital, the problem of 
transferring the funds becomes serious. The borrowers’ attempts to con- 
vert the funds by buying bills of exchange in the lending country add 
to the already existing demand for drafts on the borrowing country or 
on other countries not directly involved in the lending. On the other 
hand, their attempts to transfer funds by selling at home bills of exchange 
on the lending country add to the supply of such exchange already exist- 
ing in the borrowing country. Since the increased demand in the lending 
country for exchange on the borrowing country, and the increased supply 
in the borrowing country of exchange on the lending country, would 
persist because of the continuing loans, the effect would be to raise in the 
lending country the exchange rate on the borrowing country and lower 
in the borrowing country the exchange rate on the lending country. These 
changes in exchange rates seem likely to result ultimately in a flow of 
gold from the lending to the borrowing country, although other conditions 
may intervene to render this flow unnecessary during a greater or lesser 
period of time. 

For example, it is probable that dealers in foreign exchange in the 
lending country can set up credit balances in the borrowing country 
through short-term advances by the banks there, and can sell additional 
exchange on the borrowing country by drawing bills against these balances. 
It is also entirely possible that the central bank of the borrowing country 
may intervene and offer to give the borrowers funds in the borrowing 
country in exchange for the claims against credit balances held by the 
borrowers in the lending country. The purpose in doing this, from the 
central bank’s point of view, may be to prevent an inflow of gold when 
such a flow appears undesirable because of conditions either in the bor- 
rowing country or in the international credit situation, or to obtain 
foreign exchange which may be counted as a part of legal 
reserves in some countries. Either type of banking activity, however, will 
be indulged in only so long as it appears desirable with regard to banking, 
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reserve, and gold conditions at home and abroad; and when these activities 
cease, a flow of gold tends to take place. 

The Effect on International Trade. If the flow of gold toward the 
borrowing country, because of a persistent capital movement, is so large 
and so long-continued that the lending country’s credit base is reduced 
and the quantities of money and deposit currency in use are curtailed, 
there tends to be a decline in the general price level. On the other hand, 
the price level in the borrowing country tends to rise under the influence 
of the increases in money and deposit currency that have resulted from 
the borrowing process. So far as the fall in prices in the lending country 
makes its goods appear cheap to other countries, it becomes a good place in 
which to buy and its exports become large in relation to its imports, 
since the commodities of other countries seem expensive as compared 
wdth the goods obtainable at low prices at home. On the other hand, the 
borrowing country, with its high prices, becomes a highly desirable 
market, while it is able to sell only comparatively small quantities of its 
commodities and services in other countries. As a result of this situation, 
the borrowing country comes to have an “unfavorable” balance of trade, 
while the lending country has an export surplus. 

However, it is known that even substantial transfers of gold between 
countries do not necessarily alter their respective price levels. But whether 
the price levels change or not, the results may be much the same, for 
there is likely to be, in any case, an expansion of purchasing power in 
the borrowing country. The expansion may be extensive, since the country's 
banking reserves are increased by the inflow of gold, or by the acquisi- 
tion of foreign exchange which is counted as reserves in some countries. 
The increase in the monetary demand for economic goods in the borrow- 
ing country is likely to stimulate production (and speculation), but a part 
of the purchasing power is likely to be used for importing products 
from other countries. Moreover, some part at least is likely to have the 
effect of increasing the exports of the lending country, either directly, or 
indirectly by way of another country or countries. 

Qualifications and Conclusions. This description of the effects of a 
persistent net outflow of capital from a particular country has been pre- 
sented as simply as possible. Page after page of qualifications have been 
written on the theory described above. These qualifications concern such 
questions as the differences between domestic, import, and export prices 
when the general price level is rising or falling, the effects of lending 
upon countries not directly involved, and the influence upon trade rela- 
tionships of such economic phenomena as dumping, international cartels, 
and tariffs and other obstacles to trade. The conclusion to be drawn from 
the discussion is that, when a country is experiencing a pei'sistent net out- 
flow of capital, its exports of commodities, services, and gold tend to be 
large as compared with its imports, while the reyerse is true of the 
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borrowing country. This import-export relationship in the lending country 
may come about through an increase in exports while imports are un- 
changed, by a decrease in imports while exports remain constant, or by 
changes in both. 

A Persistent Net Inflow of Payments on Account of Long-Term Indebt- 
edness. International loans, however widely some may appear to differ 
from others, are all alike in one respect, in that they make it necessary 
for payments to pass from the borrowing to the lending country on 
account of interest or dividends, and eventually in the repayment of prin- 
cipal. The longer a country has had a persistent net outflow of capital 
funds, the greater are the sums it must receive annually, and the more diffi- 
cult will it be for the country to keep on lending enough to make the 
net flow of payments on the capital account move outward. Eventually 
the time comes when, from the standpoint of the lending country, the 
inward payments on account of existing indebtedness, added to the pay- 
ments representing new investments of foreigners in the lending country, 
will exceed the exports of capital being made by the lending country, and 
the net balance of payments on account of long-term indebtedness will 
be inward and not outward. 

When this happens we may expect the same sequence of events as has 
already been described, except that the country which is being repaid 
will be in the position formerly occupied by the borrowing country. The 
need to transfer net payments to the former lending country operates to 
increase both the demand for foreign exchange in the repaying country 
and the supply of exchange on the repaying country in the one that is 
being repaid. The rate of exchange on the creditor country rises, while 
that on the debtor falls. Eventually, after the banks in each country have 
gone as far as appears wise in facilitating the transfer of funds, a flow of 
gold to the former lending country may be expected. Despite all steps 
that can be taken by the central banking system of the creditor country, 
some expansion of its purchasing power— that is, an expansion of its 
money and deposit currency as compared with that of the debtor country 
—may be expected. This relative change in purchasing power will, as 
before, influence imports and exports, tending, directly or indirectly, to 
increase imports to the former lending country and to increase exports 
from the debtor country, regardless of whether or not the price level rises 
in the creditor country and falls in the debtor country. 

In ending this description, we may refer once more to the qualifications 
of this broad statement of theory which it might be desirable to present 
were this discussion more extended. Our 'conclusion is, nevertheless, that 
a country that is receiving a persistent net inflow of payments on account 
of long-term indebtedness will have an '‘unfavorable” balance of trade 
—that is, an excess of imports— and that repaying countries will tend to 
be affected in the opposite manner. This changed relationship of imports 
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to exports in the country that is being repaid may come about through a 
growth in imports while exports remain constant, through a decline in 
exports while imports remain constant, or through changes in both; and 
the same analysis applies to the repaying country. It does not follow that 
the country that is being repaid will necessarily have an increase in im- 
ports from or a decrease in exports to the country that is repaying, or 
that the latter must have an increase in exports to or a decrease in imports 
from the country that is being repaid. These things may happen, or they 
may not. But we know that the country which is receiving net payments 
must have an import balance of trade from whatever source derived, and 
that the reverse is true for the repaying country. 

THE UNITED STATES AS A CREDITOR NATION 

The First World War Period. Up to the year 1916 the United States 
was a debtor nation. At the beginning of World War I, we, as public 
and private debtors, owed individuals of other countries approximately 
billion dollars, while foreign individuals and governments owed in- 
dividuals in the United States about 2^^ billion dollars.^ Between 1914 
and the end of 1919, the United States made huge loans, both public and 
private, to many countries, and as a result found herself an international 
creditor to the extent of about 18 billion dollars. This sum, however, 
represented the nominal value of foreign obligations to this country 
rather than the actual value, which was probably about 14 billion dollars 
in view of the adjustments finally made in the war debt obligations of 
the Allied governments to this country. In addition, allowance should 
be made for our obligations to other countries, amounting roughly to 
4 billion dollars; so that the net actual indebtedness of individuals and 
governments throughout the rest of the world to individuals in, and the 
government of, the United States at the close of 1919 was almost 10 
billion dollars.^ 

The 1919-30 Period. The growth of the United States as an interna- 
tional creditor did not end in 1919. While our government ceased to 
lend to other governments a few years after the close of the war, the 
private investments of our people in foreign securities and properties con- 
tinued at a merry pace until, by the end of 1930, it was estimated that the 
total indebtedness of foreign governments and individuals to the United 
States government and individuals in this country amounted to roughly 
22 billion dollars.^ This figure, however, did not include our investments 

^ R. A. Young, International Financial Position of the United States, New York, 
National Industrial Conference Board, Inc., 1929, p. 3. 

2 pp. 48, 49. 

3 United States Department of Commerce, Bureau of Foreign and Domestic Commerce, 
A New Estimate of American Investments Abroad, Washington, Governmetit Printing 
Office, 1931, pp. 1, 2. 
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in Alaska, Hawaii, and Puerto Rico, or in missionary and educational 
institutions abroad, or any short-term obligations due individuals in this 
country. I£ we deduct from this estimate some 4 billion dollars, which 
was approximately our indebtedness to foreign countries in all but short- 
term obligations, there remained a net indebtedness to the United States 
of about 18 billion dollars. 

The War Debts. The fact that the United States was so great an 
international creditor in 1930 caused considerable concern, especially in 
view of the traditional high tariff policy of this country. One of the 
most disturbing elements in the situation was the matter of the war 
debts. After the United States entered World War I in April, 1917, loans 
to the Allied countries consisted largely of direct advances from our gov- 
ernment to their governments, as authorized by the various Liberty Loan 
Acts. It was these direct intergovernmental loans that resulted in the 
war debts. In making these loans, funds held by individuals and organiza- 
tions in this country were turned over to the United States government 
through the purchase of Liberty Bonds. This government then placed 
the funds, or credits, at the disposal of the Allied powers as needed for 
the purchase of materials and supplies, the stabilization of foreign ex- 
change rates, and for other purposes. 

The war loans, which resulted in the war debts, differed from ordinary 
international loans in at least two important respects. As we have already 
noted, these loans were made by our government directly to the govern- 
ments of the countries with which we were allied, whereas foreign loans 
are ordinarily made by individuals or companies in one country to in- 
dividuals or companies in other countries. Hence, the war debts con- 
stituted a political as well as an economic problem in all the countries 
involved. In the second place, the proceeds of the war loans were used for 
purposes of destruction, so that their expenditure did not provide the 
means of repayment by adding to the productive capacity of the borrowers. 
Ordinary loans, of course, are made primarily for productive purposes. 

The Funding Agreements and War Debt Statistics. Several years 
elapsed after World War I before arrangements were made for repaying 
the war loans. The first ‘‘funding’' agreement, or arrangement for payment 
by installments over a long period of years, was concluded with Great 
Britain in 1923. Other funding agreements followed, until by 1927 the 
largest debtors of the United States had made arrangements to settle war 
debts. The total nominal funded indebtedness of our debtors on account 
of war loans proper, purchases of surplus war supplies, purchases from 
the United States Grain Corporation> and relief credits, was 11,468 million 
dollars in November, 1928. To clear up this indebtedness, the debtor na- 
tions were obligated to pay some 20,938 million dollars, on account of 
principal and interest, between 1929 and the end of the debt-paying 
period, about 1987. The value of these scheduled payments, as of 1929, 
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was 7870 million dollars, with the future payments discounted at 4 per 
cent, or 6538 million dollars at the rate of 5 per centd 

Prospects for War Debt Payments. Even after the war debts were 
safely funded and future payments arranged, there was considerable 
doubt that these debts would ever be paid. Several factors led to this 
doubt. First Tvas the question whether the debtor nations were economi- 
cally able to make the required payments, and whether those in power 
in these nations would find it politically safe to undertake the payments. 
Second was the question whether the debtor nations were under moral 
obligation to pay. The debts had been contracted after our entrance into 
the war— after the war had become our cause as much as that of the 
debtor countries. Many of these nations thought that our advances to 
them should have been regarded not as loans to countries pursuing an 
objective in which we took no interest, but as expenditures for the security 
and defense of the United States quite as much as for that of any of the 
Allied countries— in other words, that they were contributions, according 
to our ability, to a common cause. 

In the third place, the willingness of some countries to make the war 
debt payments was affected by the discrimination we had practiced in 
making the war debt settlements, for we treated some of our debtors 
much better than others. Fourth, it was apparent that the governments 
of the debtor countries could not, as a matter of political expediency, 
tax their citizens in order to make war debt payments to the United States 
unless they continued to receive their reparations payments. By ‘‘repara- 
tions'" we mean those payments which Germany was obligated to make 
her opponents in World War I for loss and damage to wdiich the Allied 
and associated governments and their citizens had been subjected by 
Germany. There was grave doubt that Germany could make the pay- 
ments which had been imposed on her, but little question that our debtors 
would refuse to pay us if they did not receive their reparations. 

Finally came the important question whether the United States could 
receive the war debt payments. Some people insisted that there would be 
little difficulty in this connection, because of the relatively small size 
of the annual payments. While 256 million dollars per year, the annual 
average payment due from 1930 to 1934, is a large absolute amount, it is 
only a fraction of one per cent of the annual income of this country in 
good years and bad, and less than 6 per cent of our imports in 1929. But 
the war debt payments could not be considered by themselves, for we 
would have had to receive these payments in addition to all other pay- 
ments which had to pass from other countries to this country year by 
year. In 1930, our private foreign investments amounted to about 15 
billion dollars. A yield of 5 per cent on these investments would have 
required the acceptance of about 750 million dollars a year by this 

^ R. A. Young, Tte International Financial Position of the United States, 192, 193. 
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country, if investors were to receive interest payments and dividends. 

These incoming payments would have been offset to some extent by 
outgoing payments on account of the investments of foreign countries in 
the United States. However, the total payments to be received from abroad 
each year would have amounted to a large figure. These incoming pay- 
ments count as exports in our balance sheet of international payments. 
That is, they bring about a situation like that which results from a heavy 
exportation of a commodity (say wheat), which would also require foreign- 
ers to make payments to this country. Therefore, if we were to receive 
these payments on account of foreign indebtedness, our total imports of 
commodities and services would have had to exceed our other export 
items (which required payments to us) by the amount of the war debt 
payment and investment payments to us. It w^ould have been necessary, 
in other words, for us to have received a heavy surplus of imports, apart 
from the war debt payments. 

Under other conditions it might have been possible for us to achieve 
this necessary import balance of trade, but in 1930 our high protective 
tariff made it practically impossible to accept the necessary imports. More- 
over, generally high tariffs and other obstacles to trade thi'oughout the 
world made it difficult at that time for the debtor countries to export 
enough to set up the necessary balances abroad, against which bills of 
exchange could be drawn to make payments to us. It appears, therefore, 
that our policy with respect to international trade was inconsistent with 
our position as an outstanding creditor nation, and threatened to destroy 
the value of our public and private loans and investments abroad. But, it 
may be asked, could not the United States have achieved the import 
balance of trade essential to the payment of foreign debts without lowering 
the tariff and increasing the importation of dutiable articles? It is true, 
of course, that an import balance of trade might have been obtained by 
reducing exports, as well as by increasing imports, but it is difficult to 
believe that this alternative would have been popular with the rank and 
file of American business men. If it had been possible to increase greatly 
our net imports of services, this country might have received large net 
payments on account of long-term indebtedness without much change in 
commodity imports. However, it did not appear that any great or sudden 
expansion in these service items could be looked for at that time. Certain 
'‘invisible items,'’ such as tourists’ expenditures, might have been ex- 
pected to increase as time went on. Other items, such as the remittances 
of immigrants and payments for freight services, were more likely to de- 
crease, the first because of our immigration policy, and the second because 
of agitation for the development of an American merchant marine. All in 
all, no great amount of relief could have been expected from this quarter. 

Payments to the United States Before 1930. But, it may be asked, 
were not war debt and reparations payments made and received in the 
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years before 1930, and did not the United States in those years also re- 
ceive large payments from abroad on her private loans and investments? 
The answer is really negative in both cases. Between 1924 and 1930, 
Germany paid reparations to the amount of 10,300 million Reichsmarks. 
In order to do this, we might assume on general principles that she had 
an export surplus of about the same amount, and thus acquired the 
necessary foreign balances against which the reparations payments were 
drawn. Actually Germany had in this period an import trade balance 
amounting to 6300 million Reichsmarks. The large reparations payments 
were possible in the face of this import trade balance only because, in the 
same period, Germany had borrowed 18,000 million Reichsmarks.^ These 
loans came, to a considerable extent, from the United States. Thus through 
borrowing abroad, Germany acquired the foreign balances with which to 
make reparations payments to the Allies. When these balances came to 
the Allied nations, they were able to make war debt payments to the 
United States, despite their inability to export to us, and our inability or 
unwillingness to import from them to any great extent. The reparations 
and war debt payments in these years amounted fundamentally to our 
taking large quantities of funds from one pocket and returning smaller 
quantities to another pocket. 

To determine whether the United States actually received large annual 
payments on account of private loans and investments abroad, in the 
years before 1930, it is necessary to consider all of the several items that 
result in payments into or out of this country, on account of long-term 
indebtedness. Among the outgoing items there are payments on account 
of imports of securities (both new issues and those outstanding), invest- 
ments of Americans in foreign properties, government advances to foreign 
governments, and redemption and sinking fund payments and interest 
and dividends on our securities held abroad. Among the incoming pay- 
ments are included those on account of outstanding securities exported, 
investments of foreigners in properties in the United States, the principal 
of our government advances and credits returned, interest and dividends 
on our private investments, interest on our government advances, and the 
redemption and sinking fund requirements of foreign securities held by us. 

When the incoming annual payments are compared with the outgoing 
payments on the long-term capital account from 1919 to 1930, a fairly 
good balance of the two movements of funds is observed. For a few years 
after 1919, there was a net outflow of payments from the United States, 
but somewhat later there developed a tendency for incoming payments 
to be slightly in excess of outgoing payments. On the whole, then, there 
was no real net inflow of payments on our foreign loans and investments 

^ The Economist, London, England, Supplement on the War Debts, November 1 2? 
T932.,'' 
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in this period. Instead, we maintained and increased the net indebtedness 
of other nations to us by, in effect, reinvesting the amounts due us on 
account of interest, dividends, and the repayment of principal. Individuals 
in the United States, of course, received such payments when due, but we 
as a people refused them, or at least canceled their effects, by making every 
year a net balance of new foreign investments and loans of substantially 
the same amount as we received on account of old loans and investments. 
Ail in ail, the creditor position of the United States did not appear very 
secure as of 1930. 

The Elimination of the War Debts. In the decade after 1930, the 
creditor position of the United States virtually disappeared. The first 
step in the process was the complete loss of the value formerly attributed 
to the war debts— 7 billion dollars as of 1930. When the depression of 
1929 came and Germany’s foreign sources of credit dried up almost over- 
night, she was in a serious position, for her heavy borrowings obligated 
her to make large annual payments on her private foreign debts, in addi- 
tion to her reparations payments. Confronted by the depression and 
by high tariffs and other obstacles to trade which other countries were 
maintaining, Germany could not expand her exports sufficiently to acquire 
foreign balances for purposes of debt payment; nor could she provide the 
necessary export balance of trade by reducing her imports. 

By 1931, it appeared likely that Germany, if left to her own devices, 
would have to default on her private debt payments to other countries, 
and on reparations payments as well. This would have meant loss to many 
private investors in the United States, and the non-payment of war debts 
by our former Allies because of Germany’s failure to pay reparations. 
Acting on the principle that half a loaf is better than no bread. President 
Hoover proposed that, for one year dating from June, 1931, all w^ar debt 
and reparations payments should be suspended. The other nations con- 
cerned eventually agreed to this proposal. In this way, a default on private 
debt payments due American citizens was temporarily avoided. 

In the summer of 1932, the Lausanne Agreement gave Germany per- 
manent relief from her reparations obligations, although this abandon- 
ment of reparations was presumably contingent upon a like action by the 
United States with respect to the war debts. Actually it meant the end 
of reparations, despite the fact that this country took no official action 
on the war debts. Nevertheless, Germany eventually defaulted on her 
private debt payments to other countries, by a series of steps taken in 
1933 and 1934. After the abandonment of reparations, the countries which 
owed us war debts, with the single exception of Finland, persistently re- 
fused to meet these obligations and there is no longer any hope that these 
debts will ever be paid. 

Decline in the Value of Our Private Investments Abroad. The private 
investments of American individuals and firms in foreign countries, which 
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were estimated at 15 to 15^ billion dollars in 1930, amounted to some 
13 billion dollars at the beginning of 1935.^ But this latter figure does 
not show the true extent of the decline which had taken place in the 
value of our private investments abroad. These investments are divided 
into direct investments and portfolio (or security) investments. Direct 
investments are those which involve direct participation in commercial 
and industrial enterprises abroad, such as investments in American-con- 
trolled manufacturing and distributing organizations, mining properties, 
petroleum lands, plantations, and other properties. The portfolio invest- 
ments include all our holdings of foreign securities, either publicly offered 
in this country or secured through purchase in the international market. 
The direct investments of almost 8 billion dollars at the beginning of 
1935 represented the book value of these investments as reported by their 
owners at the end of 1929 with allowances for additions and deductions 
since that time, and the figure of over 5 billion dollars for portfolio in- 
vestments represented the par value of the securities. 

While the estimate of direct investments allowed for changes in the 
quantity of these investments, it apparently did not allow for changes in 
their value, which must have declined appreciably by 1935 as a result of 
the depression. However, when the depreciated foreign values of these 
properties were converted into depreciated United States dollars, it is 
quite possible that the estimate given for these investments was about 
right. But this conclusion can scarcely apply to the portfolio investments. 
Since most of these securities were already expressed in terms of dollars, 
they could not benefit by conversion into devalued dollars; and the 
actual value of the securities was probably much less than their par value 
by 1935, because of total or partial defaults by the debtors on many of 
the securities. 

The creditor position of the United States deteriorated rapidly after 
1935 as the result of a large flow of capital funds to this country. This 
movement had its origin in a number of economic and political factors 
in the United States and elsewhere. In 1936 and 1937, improved business 
conditions in the United States led citizens of foreign countries to invest 
in American stocks and bonds. Disturbed economic and political condi- 
tions in France after 1935 resulted in a flight of capital funds from that 
country, and a large part of these funds came to the United States. The 
devaluation of the beiga in 1935 and of the franc in 1936, together with 
other difficulties of the gold-bloc countries, was accompanied by a move- 
ment of short-term funds to the United States. Other large quantities of 
short-term funds moved here as a result of the European political and 
war crises of 1938 and 1939. 

The statistics of the period from January, 1935, to September, 1939, 
indicate that American banks and brokers reduced their funds held in 

^ Barron* s Financial PFeeA/y, September 16, 1935, pp. 5, 6. 
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foreign countries from $1,234,000,000 to $532,000,000. On the other hand, 
the funds held by American banks and brokers for foreign customers 
increased from $679,000,000 to $3,195,000,000. Foreign holdings of stocks 
and bonds of the United States increased from $2,089,000,000 to $3,200,- 
000,000, while American holdings of foreign dollar bonds were reduced 
from $5,296,000,000 to $3,950,000,000. Since it required a flow of only 
$677,000,000 to the United States to reduce our holdings of foreign bonds 
by $1,346,000,000, it is clear that these securities were disposed of at 
prices which averaged about 50 per cent of par. In September, 1939, 
foreign-owned direct investments in the United States amounted to 
$2,435,000,000, and direct American investments in foreign lands totaled 
$ 7 , 100 , 000 , 000 . 

The net creditor balance of the United States was changed by these 
developments so that, by September, 1939, it amounted to only $2,752,- 
000,000. At that time, the long-term investments of the United States in 
foreign countries amounted to $11,050,000,000, while our short-term in- 
vestments abroad totaled $532,000,000. On the other side of the ledger, 
foreign long-term investments in the United States were $5,635,000,000, 
and short-term foreign investments here were $3,195,000,000.'^ The move- 
ment of capital funds into the United States continued throughout the 
remainder of 1939, and in 1940 there was an additional net movement 
of some $2,500,000,000 into this country.® Hence, as of the beginning of 
1941, our short- and long-term obligations to other countries just about 
equaled their short- and long-term obligations to us. 

THE PRESENT AND FUTURE POSITION 
OF THE UNITED STATES 

The Present International Financial Position of the United States. 
World War II, unlike its predecessor, did not result in a great extension 
of the position of the United States as a creditor nation. As in World 
War I, our Allies asked for large advances of food, munitions, services, 
and many other things; and we furnished economic goods worth about 
501/2 billion dollars, as we noted in the preceding chapter. However, in 
World War II these deliveries to oiir Allies were made on the basis of 
the Act to Promote the Defense of the United States, passed in March, 1941, 
which (as we have already noted) authorized the President to sell, transfer 
title to, lease, lend, or otherwise dispose of various defense goods to other 
countries whose defense was deemed vital to that of the United States. 
The iend-lease deliveries were not construed by this country as loans, and 

’’The statistics to the 1935-39 period are from A. Maffry and P. B, Dickens, “The 
Balance of Intemational Payments of the United States in 1939,” /reprinted from the 
Survey of Current Business, 'FehrudiTy, 1940. 

^Survey of Current Business, February, 1941, p. 55. 
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did not result in debts of other nations to the United States, for the Act 
provided that the offsetting benefit to the United States could be payment 
in kind or property, or any other direct or indirect benefit which the Presi- 
dent deemed satisfactory. 

With lend-lease deliveries to our Allies and foreign loans by our federal 
government eliminated from the analysis, the United States became a 
debtor nation again before the end of World War 11. Late in 1944 our 
total investments abroad amounted to 11.1 billion dollars, while foreign 
investments in the United States totaled 12.3 billions, leaving us a net 
debtor by 1.2 billions. Our long-term investments abroad still exceeded 
long-term foreign investments in the United States by 4.4 billion dollars, 
but we had only one-half billion dollars’ worth of short-term investments 
abroad, whereas foreign short-term investments in the United States came 
to 6.1 billion dollars.^ 

Prospects for Increased Foreign Investments. After the end of the 
war, however, there seemed to be an excellent chance that the United 
States would soon become a large-scale creditor nation once more. Several 
factors gave support to this conclusion. For one thing, short-term foreign 
investments in this country had been made for the most part with funds 
sent here for safekeeping, and it was considered probable that a large 
portion of them would be withdrawn after the return of peacetime con- 
ditions. Second, the end of the war and the discontinuance of lend-lease 
deliveries to our Allies found large quantities of American goods in transit, 
or actually in foreign countries but not yet delivered. Since lend-lease 
deliveries were no longer possible, these goods were in many cases sold 
to our Allies on credit. Third, soon after the end of the war the govern- 
ment of Great Britain applied to the government of the United States 
for a loan of $3,750,000,000, and it was rather expected that the govern- 
ments of other countries would make similar applications. Finally, the 
foundation of the International Bank for Reconstruction and Development 
seemed to open up a wide field for foreign investments on the part of the 
United States. The latter two matters warrant further comment. 

The Loan to Britain. As agreed upon by the two governments, and 
ratified by the British Parliament and the Congress of the United States, 
the loan to Britain involved $3,750,000,000 of “new” capital. The British 
obligation to repay, however, amounted to $4,400,000,000 exclusive of 
interest, with the extra $650,000,000 constituting the sole return to the 
United States for some 25 billion dollars’ worth of net lend-lease deliveries 
made to the British Empire during A¥orld War II. The loan was to be 
spent largely in the United States for machinery, raw materials, food, and 
other commodities and services. Repayment was scheduled to be made 


® National Industrial Conference Board, The Economic Almanac for 1945-A6, New 
York, 1945, p. 306. 
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in fifty installments, beginning December 31, 1951, and with interest at 
2 per cent from that date on. 

Great Britain was said to need the loan because the war had greatly 
reduced her ability to pay for needed imports. Her export trade had 
been seriously curtailed, she had been forced to sell part of her foreign 
investments, and many of her ships had been sunk by enemy action. The 
loan was expected to tide her over the period necessary for rebuilding 
her foreign trade, and to restore her ability to perform the services she 
formerly rendered to other countries. It was argued that, if Great Britain 
were unable to secure this loan from us, she would be compelled to con- 
tinue and increase the use of restrictive measures and devices, such as 
high tariffs, preferential tariff agreements within the empire, the sterling 
bloc, exclusive bilateral trading arrangements, private international cartels, 
quotas, export and import licensing, and exchange controls. Such a 
policy on the part of Great Britain would go far toward defeating interna- 
tional plans for the stimulation of trade and the stabilization of monetary 
and exchange relationships between countries. 

Besides agreeing to repay the loan with interest, Great Britain prom- 
ised to enter into negotiations for the reduction or elimination of various 
trade barriers, such as those mentioned in the preceding paragraph, and 
to participate in an International Conference on Trade and Employment 
which, it was hoped, would reach an agreement on an international code 
covering trade barriers, restrictions, and discriminations, and would blue- 
print an International Trade Organization that would work in close rela- 
tion with the Economic and Social Council of the United Nations. More 
specifically, Great Britain agreed that, if the loan were made, she would 
not restrict payments to the United States for export or other current 
transactions, she would end most exchange controls within a year, and 
she would discontinue the use of import quotas in a way that would 
discriminate against American traders, save under specified exceptional 
circumstances, by the end of 1946 or earlier. 

The loan to Britain was not altogether popular in the United States, 
despite a strenuous propaganda effort in its behalf by our government. 
The benefits of the loan to Great Britain were deemed immediate and 
substantial, while the resultant gains to the United States were considered 
to be vague, indefinite, and deferred, though potentially important. 
Though the terms of the loan were considered harsh by many British 
citizens, they appeared excessively mild to some people in the United 
States. There was some doubt that the loan was a sound credit transaction, 
or that it would have been seriously considered by any agency except 
our federal government. The payments of principal and interest were 
spread over such a long period of time and were hedged about with so 
many restrictions and qualifications that many people doubted that they 
would ever be made. Hence, it was held, the loan should be considered 
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and evaluated as an outright gift. In view of our past experience, it was 
perhaps understandable that some of our citizens should be a bit cynical 
about a loan made by the federal government to the government of an- 
other country. 

The Iiitemationai Bank for Reconstruction and Development. The 
Bretton Woods Agreement, as ratified by forty-five countries by the end 
of 1947, provided for the International Bank for Reconstruction and 
Development as well as for the International Monetary Fund. The Bank 
has an authorized capital of 10 billion dollars, and by the end of 1947 
over 8 billion dollars had been subscribed by the countries which had 
accepted membership in the Bank. The United States has made the largest 
contribution ($3,175,000,000) to this capital, followed by the United King- 
dom, China, France, and other member countries. The Bank can call 
upon member countries to pay in 20 per cent of their subscriptions; the 
other 80 per cent will be held in reserve by the member countries, to be 
called for only when it is required for the purpose of covering losses 
sustained by the Bcink. 

The Bank is to be controlled and managed by a Board of Governors, 
Executive Directors, a President, and other necessary officers and staff. 
Each member country will appoint one Governor to the Board, and the 
voting power of the individual Governors will be determined in the same 
way as in the case of the International Monetary Fund. There will be 
twelve Executive Directors, who will serve two-year terms. Five of these 
Directors will be chosen by the five countries that make the largest con- 
tributions to the capital of the Bank, and the other seven by the other 
member countries. The President of the Bank is the equivalent of the 
Managing Director of the International Monetary Fund, and he will have 
an Advisory Council of seven members chosen by the Board of Governors 
to represent banking, commercial, industrial, labor, and agricultural 
interests. 

The stated objectives of the Bank are: (1) to assist in the reconstruction 
and development of the territories of members by facilitating the invest- 
ment of capital for productive purposes, including the restoration of 
economies destroyed or disrupted by war, the reconversion of productive 
facilities to peacetime needs, and the encouragement of the development 
of productive facilities and resources in the less developed countries; 
(2) to promote private foreign investment by means of the guaranty of 
or participation in loans and other investments made by private investors 
and, when private capital is not available on reasonable terms, to supple- 
ment private investment by providing, on suitable conditions, funds out 
of its own resources; (3) to promote the long-range balanced growth of 
international trade and the maintenance of equilibrium in balances of 
payments by encouraging international investment; (4) to arrange the 
loans made and guaranteed by it in relation to mternationai loans made 
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through other channels so that the more urgent and useful projects will be 
dealt with first; and (5) to conduct its operations with due regard for the 
effects of international investment on business conditions in the territories 
of member countries and, in the immediate post-war years, to assist in 
bringing about a smooth transition from a wartime to peacetime economy. 

As some of these statements suggest, the Bank may make or facilitate 
international loans in three ways. First, it may make direct loans out 
of its own funds, using the 20 per cent of its capital actually paid in by 
or on immediate call from the member countries. Second, the Bank, with 
the approval of the member countries in whose financial markets the 
funds are raised, may borrow funds which can then be converted into 
other currencies or into gold and used for direct loans. In providing 
foreign exchange for a borrower, the Bank must give him the particular 
currencies which he requires. It will not give him dollars unless he needs 
dollars to spend in the United States. On the other hand, a borrower 
cannot acquire currencies from the bank for the purpose of selling them 
in the exchange markets for other currencies. 

The Bank determines the interest rate, the amortization payments, the 
maturity, and the commission to be charged, in connection with direct 
loans of either type. The charges and the repayment schedule must be 
reasonable and appropriate to the projects financed. Repayments of 
principal and payments of interest and commission must be made in cur- 
rency of the borrowers which has a value equivalent to the dollar value 
assigned to these payments when the loans were made. Third, international 
loans may be made by private investors and agencies through the usual 
investment channels and be guaranteed by the Bank. Loans of this type 
must meet conditions similar to those prescribed for direct loans. The 
Bank must receive suitable compensation for its risks in guaranteeing 
loans. For the first ten years the commission charged on such loans must 
be between 1 and I 1/2 per cent, but it may be lowered thereafter. Ail 
payments of commission received by the Bank must be kept as a reserve. 

If the Bank functions according to schedule, its operation will tend to 
push the United States to the forefront as a creditor nation. Clearly the 
Bank could not function extensively in the field of international loans 
and investments with 20 per cent of its own capital. Equally clearly, no 
country except the United States will be in a position to do much inter- 
national lending for years to come. If the Bank is to raise funds in the 
markets of a member country in order to make direct loans to other coun- 
tries, the country supplying the funds is almost certain to be the United 
States. Similarly, the international loans made by private investors and 
guaranteed by the Bank are almost certain to originate in the United 
States;',-. 

After members of the Board of Governors, the Executive Directors, and 
the Fresident had been chosen, the Directors decided upon June 25, 1946, 
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as the date upon which the Bank would formally begin operations. The 
first annual meeting of the Board of Governors was held in Washington 
in September, 1946, and a few countries which were not among the 
original signatories of the Bretton Woods Agreement were admitted to 
membership. By the end of May, 1947, the Bank had called in all of the 
callable 20 per cent of members' subscriptions and had made its first loan 
(of 250 million dollars) to the Credit National, a semi-public corporation 
in France. This loan, guaranteed by the French government, is of 30 years’ 
duration and bears 3 per cent interest and 1 per cent commission. Other 
countries were expected to follow France's example. 

Future Prospects. It is difficult to evaluate the policy of the United 
States in apparently committing itself to become once more a creditor 
nation on a large scale.^o Certainly there is little in our experience in 
the field of foreign loans and investments to commend such a policy. 
Our past mistakes in this field are fairly obvious. We have bought risky, 
high-interest foreign bonds from issuing governments already overbur- 
dened with public and private obligations to other countries. We have 
bought the bonds of countries which were notorious as graveyards for 
foreign investments and as defaulters on their obligations. In short, we 
have loaned to foreign governments when we would never, as private 
business men, have extended credit to prospective borrowers under similar 
conditions. We have been willing to purchase the securities of foreign 
companies with high-sounding names without any knowledge of their 
financial condition, present business, and future prospects. Undoubtedly, 
there is a certain glamour about a foreign investment, but glamour scarcely 
compensates the investor for the loss of principal or interest, or both. 
Even our direct investments abroad have sometimes indicated poor judg- 
ment, if nothing worse. 

On the other hand, despite the mistakes of the past, there are legitimate 
and valuable functions to be performed by foreign loans and investments. 
They aid in the development of new countries and backward areas. Thus 
they facilitate the extension of international specialization, or division of 
labor, and make for an increase in world production, markets, and trade. 
Foreign investments also contribute to the maintenance of a sound inter- 
national financial system based on the gold standard or some other 
mechanism such as the International Monetary Fund. They help to smooth 
out temporary disequilibriums of imports and exports, to distribute the 
world’s gold supply among the nations, and to stabilize foreign exchange 
rates. They are, or might well be, a tie binding the nations of the world 
together. Finally, they will be badly needed in the post-war period to help 

By the middle of 1947, post-war foreign loans of the United States already amounted 
to about 13 billion dollars, and President Truman in December, 1947, recommended 
further foreign grants and loans, under the Marshall Plan, amounting to 17 billion 
dollars.:; 
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devastated and -war-torn countries to rebuild and get on their feet once 
more. 

The successful functioning of the various international organizations 
which have been set up recently would go far toward making foreign loans 
and investments both safe and profitable for the United States. It would 
be most unwise and unsafe for us to make large new loans and invest- 
ments abroad while maintaining our old high tariff policy. If we did this, 
the new loans and investments would for a time make it possible for this 
country to export heavily while importing lightly. Eventually, however, 
the annual payments to be received on account of old loans and invest- 
ments would exceed, by a large sum, our new annual loans and investments, 
and the safety of our creditor position would be gravely endangered 
under the high tariff policy. We should not become a great international 
creditor unless we are willing to accept the responsibilities of a mature 
creditor nation. Fortunately, however, the International Monetary Fund, 
the Economic and Social Council of the United Nations, and the pro- 
posed International Trade Organization are all expected to work for the 
lowering or elimination of tariffs and other obstacles to international 
trade; and the United States, in common with other nations, will have to 
trade more freely than formerly in order to live up to her responsibilities 
in connection with these organizations. 

Again, large foreign loans and investments would be unwise and un- 
safe if international monetary relationships and foreign exchange rates 
remain as unstable in the future as they were during the 1930’s. Foreign 
investments should not be made unless our prospective investors can 
know, with a fair degree of ceitainty, at what rate the earnings of foreign 
properties can be converted into dollars, and what the dollars will be 
worth when they get them; and until they are assured, further, that some 
foreign dictator will not destroy the value of their investments by taking 
over the direct control of properties or forbidding the payment of interest 
on foreign-owned bonds. Moreover, if we felt that international economic 
conditions made it imperative for the United States to continue to use 
a managed currency, so that the dollar had no fixed value in terms of 
foreign currencies though it might have a fairly stable purchasing power 
at home, the prospects of our making large new foreign loans and in- 
vestments would be anything but bright. Here again, however, we should 
recall that it is one of the major objectives of the International Monetary 
Fund to stabilize monetary systems and foreign exchange rates and to 
eliminate managed monetary systems, currency depreciation, foreign ex- 
change controls, and other devices which contributed to the unsatisfactory 
conditions of the 1930's. 

Finally, large foreign loans and investments on the part of the United 
States would be unwise and unsafe on the basis of our former foreign 
investment judgment and standards. Our investors have needed to learn 
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that a poor investment is not sound merely because it is made outside the 
United States. And they have needed to understand that foreign invest- 
ment is always risky and that, in appraising prospective foreign in- 
vestments, they should apply standards which are even more severe and 
rigid than those applied to domestic investments. The new international 
organizations may help in this connection also. The International Bank 
for Reconstruction and Development is intended to operate conservatively. 
The Bank and the Fund will have adequate information on the member 
countries in connection with such things as holdings of gold and foreign 
exchange, gold production, imports and exports, prices, and production. 
On the basis of such information, it should be possible to estimate a coun- 
try’s credit needs and evaluate its status as a credit risk more accurately 
than in the past. We should be able to avoid the overlending to particular 
countries in which we have indulged on former occasions. And private 
investors and banks in this country, in turning funds over to the Inter- 
national Bank for the making of direct loans or in purchasing securities 
guaranteed by the Bank, may be much safer than they were in the past 
when they had to rely largely on their own judgment and information 
in making foreign loans and investments. 

Thus, the success of the United States as a creditor nation in the post-war 
period seems to depend on the functioning of the international organiza- 
tions to which this country has become a party. If these organizations 
operate well, the United States may have a long and profitable career in 
the field of foreign loans and investments. If not, the outlook is anything 
but promising. Some people fear that the International Bank itself may 
operate to the disadvantage of the United States. Since the United States 
will be the only important lending country for some time to come and 
since the other member countries will have a great majority of the voting 
power, it is said that we shall have here a bank controlled by its borrowers 
—which, it is claimed, is like having an insane asylum controlled by its 
inmates. That is to say, it is feared that the Bank, as controlled by the 
borrower nations, may use our funds to make unsound loans on inade- 
quate security. If this fear actually becomes a reality, we should find our- 
selves once more a sadder but wiser ex-creditor nation after a few years. 


1. What is meant by an “export of capital”? 

2. How does a persistent net outflow of capital affect the foreign exchange mar- 
ket? Flow does it affect international trade? 

3. What are the economic effects of a persistent net inflow of payments on the 
long-term capital account? 

4. In what respect did the international financial position of the United States 
change between 1914 and 1919? Between 1919 and 1930? Explain. 

5. How were World War I debts created? 
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6. “The war debts to the United States diiffered from other international debts 
in some respects.” Do you agree? If so, why? 

7. Describe the war debt funding agreements. 

8. Did it seem likely, as of 1930, that the war debts would be paid? Explain. 

9. Could the United States have received the war debt payments under a con- 
tinuation of her traditional tariff policy? Explain. 

10. Show how the necessity of receiving large annual payments on account of 
private loans and investments abroad complicated the problem of receiving 
the war debt payments for the United States. 

11. “The fact that war debt and reparations payments were made and received, 
prior to 1930, indicates that they could have been made and received after 
that date.” Do you agree? Explain. 

12. Explain carefully the significance of the private foreign loans and invest- 
ments made by the United States between 1919 and 1930. 

13. What happened to the war debts after 1930, and why? 

14. “In the decade after 1930, the creditor position of the United States virtually 
disappeared.” Explain. 

15. Distinguish between “direct” and “portfolio” investments. 

16. Why did the actual value of the private foreign loans and investments of the 
United States decline after 1930? 

17. Show how certain developments between 1935 and 1940 affected the creditor 
position of the United States. 

18. Why was there no extension of the creditor position of the United States 
during World War II? 

19. “After the end of World War II, there seemed to be an excellent chance 
that the United States would soon become a large-scale creditor nation once 
more.” Explain. 

20. Indicate the terms and significance of the loan from the United States govern- 
ment to Great Britain. 

21. What are the objectives of the International Bank for Reconstruction and 
Development? 

22. How is the International Bank supposed to operate? Explain. 

23. “The International Bank may make or facilitate three types of international 
loans.” Explain. 

24. Why will the operation of the International Bank tend to push the United 
States to the forefront as a creditor nation? 

25. What grave mistakes have we made in the past in the field of foreign invest- 
ments? 

26. What are the functions of foreign investments? Explain. 

27. “The successful functioning of the various international organizations which 
have been set up recently would go far toward making foreign loans and 
investments both safe and profitable for the United States.” Explain. 

28. What should be the post-war policy of the United States with regard to 
foreign loans and investments? Explain. 
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CHAPTER 42 



MANY PUZZLING ECONOMIC PROBLEMS HAVE ARISEN FROM THE FACT THAT 

population tends to expand while the amount of land— this term including 
ail natural resources— is fixed. Well over a hundred years ago, when 
Thomas Robert Malthus was formulating his statement of the tendency 
of population to outrun the means of subsistence, it appeared that the 
population of Great Britain and other countries had nearly reached the 
maximum which could be supported. The present population of Great 
Britain, however, is about four times that which had appeared so large 
at the beginning of the nineteenth century, and the population of the 
world as a whole has more than doubled in the same period of time. 

INDUSTRIALIZATION AND ECONOMIC 
INTERDEPENDENCE 

In fact, at the very time that Malthus was writing, a movement was 
under way which was to go far toward affording a solution for the diffi- 
culties which he saw and feared, although the solution brought with it 
new problems, among which is that discussed in the present chapter. The 
movement referred to was the speedy growth of industrialization, and its 
early events were so spectacular that it has long been called the Industrial 
Revolution. 

The Case of Great Britain. It is a well-known fact that a country of 
given size and resources can support a much larger population through 
industrialization than through agriculture. Great Britain, for example, 
had great difficulty in providing food for her relatively small population 
a century or more ago. In recent years, however, she has been able to 
support many more people on a considerably higher standard of living. 
This has been accomplished by getting from other parts of the world 
one-half to two-thirds of her foodstuffs, as well as large quantities of other 
basic materials, such as petroleum, copper, lead, wool, cotton, sulphur, 
aluminum, zinc, rubber, manganese, nickel, chromite, tungsten, potash, 

2S4 



THE ECONOMIC INTERDEPENDENCE OF NATIONS 23S 


phosphates, antimony, tin, mercury, and mica.^ The chief economic 
activity of Great Britain, apart from the mining of coal, has been manu- 
facturing. The manufacturing industries have provided enough goods to 
supply the domestic market and still leave a large surplus to be exported 
in payment for heavy imports of raw materials and foods. 

German Industrialization and Dependence. The industrialization of 
Germany has developed since the formation of the German Empire in 
1871. Since that time, Germany has experienced a growth of more than 
50 per cent in population,^ the concentration of large masses of the people 
in urban districts, the development of a wide variety of manufacturing 
industries, a tremendous expansion in foreign trade, and the formation 
of many large business combinations, or cartels. These changes made it 
possible for the increased population of the country to enjoy a higher 
standard of living than prevailed in former years, but this progress was 
obtained at a cost. That is, Germany in pre-fascist days was dependent 
upon other countries for a fifth or more of her food, including as much as 
half her total consumption of fats, and for large quantities of industrial 
materials as well. She had abundant domestic supplies of coal, nitrates, 
and potash, and less adequate supplies of iron ore, lead, and zinc, but had 
to import all or almost all her petroleum, copper, sulphur, aluminum, 
cotton, wool, rubber, manganese, nickel, chromite, tungsten, phosphates, 
antimony, tin, mercury, and mica.^ 

The Position of the United States. Economic self-sufficiency on a 
natural basis is probably as nearly realized in the United States as in any 
other country, except possibly Soviet Russia, but even this country is 
dependent upon others for a wide variety of essential products. As the 
industrialization of the United States has become more complete, the 
trend in our imports has been more and more toward raw materials and 
foods and away from manufactured products, while the latter have become 
an increasing part of our exports, replacing raw and semi-finished goods. 
The United States can ordinarily produce all the coal, iron ore, petroleum, 
copper, lead, sulphur, cotton, zinc, phosphates, and mica she needs; is 
less well supplied with nitrates, aluminum, wool, and mercury; and must 
import rubber, manganese, nickel, chromite, tungsten, potash, antimony, 
tin, and other essential raw materials.^ We are at least partly dependent 
upon other countries for tea, spices, coffee, tobacco, wood pulp, hides, silk, 
jute, hemp, sisal, quinine, and iodine. 

The Problem of Economic Interdependence. As we have seen, it has 
been decided in many countries that the economic welfare of their large 

1 P. T. Ellsworth, International Economics, New York, The Macmillan Company, 1938, 
p. 504.' 

2 Statements in this introductory section, relating to population and resources, describe 
the situation which prevailed prior to Germany’s attempt to establish a *'New Order” in 

Europe.,'.''"' 

s p. T. Ellsworth, Jn£efnfl£ionaU£conomics, p. 504. 
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and growing populations could best be cared for by placing their chief 
economic reliance on manufacturing. This has made it necessary for these 
countries to look to other lands for large quantities of foodstuffs and raw 
materials for manufacturing, both because no country is suited for pro- 
ducing all essential materials for itself, and because in many of them the 
soil cannot be made to furnish sufficient food to provide for the needs of 
the very dense populations. At the same time, markets for large quantities 
of manufactured products must be found in other countries, so that pay- 
ments for the incoming foodstuffs and raw materials can be made. 

Large-scale production has become the rule in the industrial countries 
and has made possible the realization of many economies. On the other 
hand, however, it has required large investments of capital and has 
brought heavy fixed costs, which make it imperative that the industries 
be operated continuously and as close to full capacity as possible. This, in 
turn, has made it necessary that the flow of raw materials be ample and 
constant, and that markets be ever available in which the products of 
industry can be sold. The dependence of the nations of the world upon 
each other for raw materials and markets, and their struggles to obtain 
and to retain control over these materials and markets, constitute the 
problem of the economic interdependence of nations. 

THE QUEST FOR COLONIES AND CONCESSIONS 

With several nations undergoing a process of rapid industrialization at 
one time and realizing more and more keenly the need for foreign markets 
and importations of raw materials and foods, it is not surprising that these 
countries cast many a covetous eye at the more backward areas of the 
world which seemed capable of furnishing markets and materials, and 
possible homes for surplus populations. However, the needs of the indus- 
trial countries were so urgent that these nations declined to leave the 
development of backward areas to chance or to a competitive struggle 
between the rivals. Instead, each country sought to reserve areas for its 
exclusive colonial development. This does not mean that all colonies have 
been established because the mother countries needed foods, materials, 
markets, and relief from population pressure, for many other motives— 
sentimental, religious, and political— have led to colonization. It may safely 
be said, however, that these economic needs were a major factor in the 
struggle for colonies which marked the last few decades before World 
War 1. 

Results of the Search for Colonies. As so often happens in economic 
and other contests, the most advantageous positions in the colonial field 
were taken by the early comers. The process of industrialization began 
first and developed most rapidly in England, and it forced an early recog- 
nition of the need for outside sources of food and raw materials, as well 
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as for outlets for surplus population and manufactured products. The 
securing of colonies was considered to be the simplest means of satisfying 
these Wyants, and through colonization the British Empire was made to 
grow by leaps and bounds. It was for many years, if considered as an 
economic unit, the most nearly self-sufficient political entity in the world. 
However, for certain purposes, the empire cannot be considered as a unit. 

France also got an early start in the race for colonies, but she finished 
well behind the leader, England, in the quality and quantity of colonies 
that she finally controlled. Germany and Italy, who started late in the race 
for colonies, did not secure many rich colonial prizes. Both of these coun- 
tries obtained colonies, largely in Africa, but they were for the most part 
areas which were not particularly desirable. Germany, of course, was 
stripped of her colonies following World War I. 

The Economic Development of Colonies. The degree of control exer- 
cised over the economic development of the colonies has varied greatly 
among the mother countries. Some colonies have been left free to develop 
in their own way, while almost every phase of the economic life of others 
has been dictated by the nations in control. Quite often the mother coun- 
try has definitely encouraged the production of essential foodstuffs and 
materials, or has discouraged the growth of industries which would com- 
pete with those already established at home. In any case, colonies have 
usually been furnished with capital for development through loans or 
direct investments, and have been aided in building transportation systems 
and securing credit facilities. The foreign trade of colonies is often con- 
trolled in the interests of the mother countries, which sometimes spend 
large sums to induce their citizens to emigrate to the colonies. Such 
inducements may include direct economic incentives to the emigrating 
people, free maintenance of law and order, and improvements designed 
to make life in the colonies attractive to prospective colonists. 

Preferential Tariffs. The methods by which nations attempt to reap 
the greatest possible economic benefits from their colonial possessions vary 
from case to case. One common method is the use of a preferential tariff 
system. Under such a system, lower duties are applied by the colony to 
products coming from the mother country than to identical products 
coming from other sources. Similar discriminations are made by the mother 
country in favor of the colony. Thus, the industries of the mother country 
are given the privilege of marketing their goods in the colony upon more 
favorable terms than those granted to producers in other countries. 
Whether or not this is a great advantage will depend, however, upon 
the size of the preferential duties, which may still be sufficiently high to 
give protection to colonial industries. 

While important raw materials are allowed considerable freedom of 
entrance by most industrial nations, it is often possible for a colony to 
derive much benefit from preferential duties applied to its products by 
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the mother country. If, for example, the mother country is applying pro- 
tective duties to certain foodstuffs and raw materials in order to stimulate 
domestic production, or if it levies high duties on certain foodstuffs for 
revenue purposes, preferential duties may be a distinct advantage for a 
colony. Preferential tariffs exist, or have existed, between Spain and her 
colonies, Portugal and her colonies, France and some of her colonies, and 
within the British Empire. 

Preferential duties, however, are not always on imports. Preferential 
export duties are often applied to raw materials, and are a menace to 
amicable trade relations between nations. The purpose of such duties may 
be in part to encourage shipping and trade, but it is primarily to stimulate 
industry in the mother country by furnishing it with raw materials on 
favorable terms. A preferential export duty is simple in application. A 
certain amount is collected for each unit of the raw material exported, 
and a part or the whole of this amount is given back if the destination of 
the export is the mother country, or if it can be shown that the next process 
in the utilization of the material will be or has been performed in the 
mother country or another colony. 

One example of a preferential export duty was that of India on un- 
tanned hides and skins. In 1919 an export duty of 15 per cent was applied 
to these articles, and a rebate of two-thirds of this amount was allowed 
on exports to be tanned within the British Empire. This preferential duty 
affected American tanners adversely, aroused much resentment, and caused 
considerable trade to be diverted to other markets. The duty was changed 
in 1923 so that it affected all countries equally. 

As has been said, preferential tariffs are often ineffective because even 
the preferential rates are so high that little advantage is given to the 
country that is nominally favored. To the extent that a real benefit is 
conferred, ill feeling and retaliation by other countries are likely to result. 
The President of the United States, for example, has had the power to 
impose additional duties on or even to exclude products coming from any 
country which discriminates against our commerce. 

Assimilated Tariffs. When the tariff policy of the mother country 
toward the colonies is that of assimilation, discrimination against other 
countries is complete, for under this policy the colonies are made a part 
of the mother country for tariff purposes. This means that colonial raw 
materials, which are subject to an export tax when shipped to other coun- 
tries, pass to the mother country without interference. At the same time, 
both colonies and mother country may send goods to each other without 
fear of import duties, whereas goods from other countries attempting to 
enter either mother country or colonies run up against the tariff wall of 
the mother country, within which the colonies are included. The policy 
of assimilation has been applied by the United States to Puerto Rico, 
Hawaii, and Alaska, and by France to many of her colonies. 
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Protectorates. When industrial nations have deemed it impossible or 
unwise to secure complete control over a backward area through coloniza- 
tion, they have been able at times to accomplish some of their ends through 
the development of protectorates. A protectorate exists when one state, 
usually by treaty, gives to another and stronger state a considerable degree 
of control over its foreign relations, or possibly the right to intervene in 
its domestic affairs under certain conditions, in return for a guaranty o£ 
protection.*^ Protectorates have often been set up when an industrial nation 
has hesitated to take the military action necessary to bring a backward 
area under complete control or when an attempt at annexation might 
have aroused the opposition of other industrial powers. Protectorates have, 
in general, furnished a rather unstable type of control over backward 
areas, for they have usually become outright colonies in due time or have 
achieved their independence. 

However, they have, in their time, given the protecting nations certain 
important advantages. The protected countries have often agreed not to 
conclude any treaties with other countries, obtain any loans from other 
countries, or make concessions to the citizens of other countries without 
the consent of the protecting countries. The latter are often allowed to 
maintain troops in the protected areas, appoint governor-generals, and 
safeguard the personal and property rights of the citizens of the protected 
country who are located in other lands. 

Mandates. Some control over the development of backward areas has 
been enjoyed by certain nations under the so-called mandate system. This 
system developed after World War I under the auspices of the League of 
Nations. Under a mandate, an advanced state held a backward area in 
trust for the League of Nations, helping to administer its affairs until it 
was able to stand by itself. The mandatory state was expected to administer 
the controlled area for the benefit of the people of that area and not for 
its own advantage, and to maintain the ‘'open door'' policy with respect 
to other nations. That is, other nations were to be allowed to do business 
in the mandated territory, to make investments there, and to receive con- 
cessions for the development of resources. However, some advantages of 
an economic character were almost certain to be enjoyed by the mandatory 
nations from their control over backward areas. 

Concessions. Even in the absence of political control, it has often been 
possible for industrial nations to achieve a measure of control over back- 
ward areas by means of concessions. A concession is a gi"ant of power, 
usually given by a country in which governmental control is weak and 
which is undeveloped economically, to individuals or companies of other 
countries to utilize mineral resources or otherwise develop an area, subject 
to certain rules and restrictions imposed by the granting country. Conces- 

^Encyclopedia of the Social Sciences, New York, The Macmillan Company, 1934, vol. 
xii, pp. 567-571. 
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sions may be granted for a variety of purposes, but the most important are 
probably plantation, mineral, and petroleum concessions. 

While concessions are not usually made directly between nations, it is 
nevertheless true that national governments are greatly interested in con- 
cessions granted to their nationals. The struggle for the oil reserves of 
the world has been particularly keen since the importance of petroleum 
in the operation of naval vessels and airplanes, and in many other uses, 
has been apparent. Access to adequate oil resources has appeared to be 
almost a matter of national life or death. A few years ago Great Britain, 
besides being closely affiliated with the Royal Dutch-Shell oil interests 
and insisting that the Turkish Petroleum Company’s operations should 
be British-controlled, owned a majority of the shares of the Anglo- 
Persian Oil Company.^ This company had a blanket concession which 
gave it control over the oil resources in all of Persia except five northern 
provinces. It also owned in part the Burma Oil Company, which was 
prominent in the Burma field where the British had a monopoly. Conces- 
sions for the development of the oil resources of Mesopotamia have 
changed hands several times. These resources have been exploited by a 
British-controlled company, with American and French oil companies 
participating. 

The Netherlands has been directly interested in the Royal Dutch-Shell 
group, which had a virtual monopoly of petroleum production in the 
fields of the Dutch East Indies, as well as important concessions in South 
and Central America. While the government of the United States is not 
so directly interested in American oil companies as are the governments 
of Great Britain and the Netherlands in their respective companies, it is 
nevertheless true that our government has been much concerned over the 
difficulties experienced by American companies in gaining a foothold in 
the newer oil fields which hold much of the oil supply of the future. More- 
over, during World War II, the United States became actively interested 
in assisting with the development of the oil resources of some South and 
Central American countries and other areas. 

The development of many of the important mineral resources of the 
world has taken place under concessions. In China, Mexico, and Latin 
America, concessions have often been granted for the exploitation of 
minerals by outsiders. The rich resources of Central Africa, which include 
copper, gold, diamonds, tin, iron, bauxite, and many other minerals, have 
also been developed under concessions of enormous size, held chiefly by 
companies under the control of Belgian and British capitalists. 

Modern Imperialism. The international struggle for raw materials, 
markets, and outlets for surplus population is not confined to the distant 
past, for we have recently had a number of modern examples of imperi- 

^C. K. luttilx. World Miner^^ World New York, McGraw-Hill Book 
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aiism. Some countries have been content merely to try to obtain economic 
control over areas that are economically backward, but others have appar- 
ently been ready and willing to conquer, annex, and control politically any 
areas on which they could lay their hands. 

In September, 1931, Japan overran Manchuria and Jehol Province in 
China, and soon gained control over some 365,000 square miles of territory, 
much fertile agricultural land, mineral resources, and a population of 30 
to 34 million people. Later, the area was set up as a nominally independent 
state under the title of Manchukuo, but there was no doubt that it had 
become, in effect, a Japanese province. Again in 1937, and presumably 
because of an anti-Japanese “incident," Japanese armed forces invaded 
China and in the next few years conquered large additional sections of the 
country. According to Japan, her activities in China were purely defensive, 
but this was clearly an attempt to dress up the wolf of imperialism in 
sheep’s clothing. Finally, in a relatively short time after December 7, 1941, 
Japan’s armed might gave her control over the Philippine Islands, addi- 
tional areas in China, British Malaya, the Dutch East Indies, French 
Indo-China, Thailand, and other areas. These adventures brought her, 
but only temporarily, many millions of square miles of territory, hundreds 
of millions of people, and many rich sources of vital materials such as 
rubber, tin, and petroleum. 

In October, 1935, Italy undertook to “protect" Italian lives and property 
from the “barbaric" Ethiopians, and to avenge certain “border outrages" 
which had allegedly proved humiliating to her national honor. By May, 
1936, she had conquered the whole of Ethiopia in “self-defense," and 
annexed it to Italy. This conquest brought her an area of 350,000 square 
miles, with a population of 10 millions, and extensive agricultural and 
mineral resources. A little later, Italy found it necessary, for similar 
reasons, to conquer neighboring Albania, securing an additional 17,500 
square miles of territory and about a million people. These gains, and 
others acquired later, were stripped from her when she retired most 
ingloriously from World War II in 1943. 

Germany’s territorial gains after 1939 were far more impressive than 
those of Italy. Deprived of her colonies under the Versailles Treaty, and 
with her vital foreign trade at low ebb, Germany under National Socialism 
rose in her military might to seize food, raw materials, markets, industrial 
equipment, and “living room" in general. By actual military conquest or 
by intimidation, she brought Norway, Denmark, Belgium, the Nether- 
lands, Austria, Czechoslovakia, Hungary, Roumania, Bulgaria, Yugoslavia, 
Greece, Poland, France, much of Russia, and other areas under her 
dominion. If Germany could have retained all the regions over which she 
gained temporary control, her area would have been increased by well 
over a million square miles, her population by several hundred million 
people, and her resources by riches that can hardly be estimated. Actually, 
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of course, these gains and more too were lost in the course of World War 
II, and Germany was visited with a destruction from which she will be a 
long time recovering. 

THE FRUITS OF IMPERIALISM 

In general, it is necessary to conclude that the results of imperialism 
have been rather unsatisfactory. Nations have gained much by industri- 
alization and by drawing upon other parts of the world for food, raw 
materials, markets, and relief from population pressure, but they have 
gained relatively little through their attempts to reach these ends by 
conquest, annexation, and exclusive control. In support of this conclusion, 
let us examine in turn the advantages which nations are supposed to 
derive from their colonies or other controlled areas. 

Relief from Population Pressure. In many cases, the colonies acquired 
by industrial nations have served but poorly as outlets for surplus popula- 
tion. As one writer puts it, Italy exhausted herself for many years before 
World War I to obtain colonies, but when in 1914 the war broke out 
there were only 8000 Italians in all of her African colonies~a smaller 
number than lived within a radius of a quarter of a mile of Cherry Street, 
New York City, and only 2 per cent of the Italian population of the State 
of New York.^ He suggested that, if Italy had both control over Ethiopia 
and freedom of immigration to the United States, 500 Italians would come 
here annually for every one that went to Ethiopia. 

Germany’s experience was similar, according to this writer. By 1914 
she had only 22,000 German colonists in her 900,000 square miles of 
African colonies, and only 2000 more in all the rest of her colonies. At 
the time, there were more than 24,000 Germans between 80th and 90th 
Streets on Manhattan Island, and 25 times as many in New York State. 
Japan, at a cost of 300,000 men, won South Manchuria from Russia in 
1905. Twenty-five years later there were only 200,000 Japanese in this 
territory, or fewer than were killed in the war, and only one-third of the 
annual increase in the population of Japan. 

There is considerable evidence to show that the inhabitants of advanced 
countries are much more likely to move to other independent civilized 
countries than to their own colonies. Many colonies acquired by nations 
in recent years are almost uninhabitable for the people of these nations, 
or are already densely populated by natives. Even when conditions in 
the mother country and colony appear to be fairly similar, it is often 
difficult to stimulate emigration. Thus, the Japanese declined to emigrate 
to South Manchuria because of lower standards of living there, because 
the climate was somewhat more rigorous, and because their favorite food, 

® Nathaniel PefEer, “The Fallacy of Conquest/V Harper's January, 1936, 
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rice, could not be grown readily in all parts of the colony— and this despite 
the expenditure of large sums by the Japanese Oriental Development 
Company to encourage emigration. Of course, some nations acquired 
colonies long ago which were more suitable for colonization, but most of 
the recently acquired colonies have failed to attract large numbers from 
the mother countries. 

We may also note here the fact that the nations which, in the last few 
years before World War II, talked most and loudest about the pressure 
of population and the need for room to expand — such as Italy, Japan, and 
Germany— were not, after all, unusually densely populated. Before enter- 
ing on their campaigns for expansion, these three countries had a popula- 
tion of 133, 135, and 140 persons, respectively, to the square kilometer, 
while Holland, England, and Belgium had 232, 264, and 266, respectively^ 
There were, to be sure, some differences between these countries in their 
per capita holdings of arable land and natural resources. But it is likewise 
true that those countries which complained most about population pres- 
sure seemed to go out of their way to increase this pressure by attempting 
to raise the birth rate. 

Food and Raw Materials. The value of colonies as sources of food and 
raw materials has been somewhat greater than their value in providing 
relief from population pressure, but even here it is easy to overestimate 
their importance. While access to raw materials is vital to industrial 
nations, it should be remembered that colonies do not grant monopoly 
privileges, but merely give the mother countries first claim upon such 
materials, plus some profit from their exploitation. Very seldom do the 
colonies of any one country have anything approaching a complete monop- 
oly over an important raw material or resource; and even if they should 
have exclusive control, the abuse of such monopoly power would almost 
surely lead to retaliation by other nations. Control over raw materials is 
of little use to an industrial country unless it has markets for its manufac- 
tured products, and these depend upon the development and efficiency 
of its industries. If a country is so efficient industrially that it can command 
foreign markets, it can usually secure its raw materials and foods more 
cheaply by purchasing them in the world markets than by conquering 
and developing colonial sources of supply. 

Indeed, individual industrial countries have seldom found themselves 
discriminated against in the matter of access to foods and raw materials, 
except in times of war. Colonies often favor the mother countries in such 
matters, but usually furnish these products to all other industrial nations 
on equal terms. At times, the control of the raw materials of colonies has 
made things difficult for all industrial nations save the mother country, 
but not for any country in particular. But, it may be asked, are not 
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colonial sources of supply important in time of war when other sources 
are cut off? The answer is that such sources of supply are of little value 
at such times unless the mother country controls water or land routes to 
its colonies, and such control is often exceedingly difficult to maintain. 

Markets. Colonies are of some value as markets for products of the 
mother countries, but here again their importance is easily exaggerated. 
Colonial trade is often captured by foreign countries which have the 
special advantages of unusual efficiency or of favorable location with 
respect to the colonies. We may cite, by way of example, the inroads of 
the Japanese textile industries upon the trade of the British colonies. 
Moreover, colonies in their original state are of little use as markets for 
the mother country; and an economic and industrial development which 
would enable them to buy extensively from the mother country is likely 
on the contrary to make them better able to supply their own needs. 

This point is illustrated by the fact that, by 1934, Japan was already 
reported to be uneasy about the development of new industries in Man- 
chukuo which had begun to compete effectively with similar industries 
in Japan. Low wages in Manchukuo were said to have given that country 
advantages in the production of iron and steel, flour, soya bean products, 
and brewery products. Japan was particularly disturbed over plans for 
new cotton and wool mills in Manchukuo.® In any case, the extent of 
colonial trade would be difficult to underestimate. In 1934, England’s 
trade with her colonies, except those which were wholly or partly self- 
governing, amounted to only 10 per cent of her exports and 7 per cent of 
her imports, while Germany’s colonial trade in the pre-war years of 1912 
and 1913 amounted to but six- tenths of one per cent of her exports and 
one-half of one per cent of her imports.^ 

The Question of Concessions. Concessions obtained by industrial 
nations in regions which are not politically controlled often appear to be 
economically justifiable. They may permit the development of backward 
regions, while retaining a considerable degree of control for, and bringing 
in some revenue to, the conceding government. To avoid controversy, 
they should be given for definite periods of time and for well-defined 
areas only, with adequate safeguards for the nations granting the conces- 
sions. It is particularly important, moreover, that they be granted accord- 
ing to the principle of the “open door.” That is, the people of different 
nations should all have opportunities to obtain these privileges. When 
concessions are inexactly defined, and unequal opportunities are given to 
the people of different nations, international rivalry is stimulated and 
bitter diplomatic conflict often results, which may at any time lead to more 
serious international conflict. The United States has often been involved 
in trying to protect American concessions and concessionaires in backward 
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areas from hostile treatment by the governments of these regions, or from 
the depredations of bandits or revolutionary elements. We have at times 
landed our marines and engaged in actual combat with armed forces 
which presumably endangered the safety of our properties and citizens, 
and have taken over or supervised the revenue systems of backward areas 
in order to safeguard our interests. Such activities are, of course, dangerous 
from the international point of view. 

Final Estimate of Imperialism. In general, then, the fruits of imperi- 
alism have not come up to expectations. Often the policies of industrial 
nations in backward areas have failed to bring these nations the expected 
economic advantages. And when successful in this respect, they have 
frequently led to international friction and ill feeling, and to the develop- 
ment of retaliatory policies and devices. Doubt and fear pervade the 
atmosphere in a world where the distribution of vital supplies of food 
and raw materials is left to such devices as discriminatory tariffs, imperi- 
alistic policies for undeveloped areas, and monopolies and controls over 
raw materials. Moreover, international resentment is likely to lead nations 
to substitute a suddenly destructive course of action for one which is only 
gradually destructive of economic welfare. In other words, economic war- 
fare may give way to military warfare, undoubtedly to the lasting detri- 
ment of all the nations concerned. In the modern world it is silly for any 
nation to attempt to acquire important territories and resources by military 
conquest unless that nation is capable of conquering and subduing the 
world as a whole. And this task, as the two major wars of the twentieth 
century have indicated, appears to be an insuperable one. 

ECONOMIC SELF-SUFFICIENCY 

In following a policy of economic self-sufficiency, a nation attempts to 
produce within its own boundaries all the goods which are necessary to 
its economic life. Such a policy may be regarded in part as an alternative 
to imperialism, and in part as preparation for and a tool of war and 
imperialism. The fascist economies of Italy and Germany were noteworthy 
for their pursuit of this policy, and we shall draw upon them in illustrat- 
ing and appraising it. 

Increases in Production. A program of economic self-sufficiency is likely 
to include three parts or phases, one of which is an attempt to stimulate 
the production of goods the output of which was formerly insufficient for 
domestic consumption. This phase of the policy is typified by the “Battle 
of the Wheat,” as Italy called her campaign to increase wheat production. 
Within a few years after 1925, she greatly increased her output of wheat, 
and announced that it was no longer necessary to import significant quan- 
tities of this grain. 

While Italy carried on a large-scale land reclamation program, wheat 
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production was increased primarily by raising the yield o£ land already 
in cultivation. The government encouraged the use of fertilizers and farm 
machinery, induced farmers to plant selected seed-wheat, obtained price 
reductions for chemical fertilizers and fuel for tractors, carried on research, 
and furnished technical aids. An intensive propaganda campaign was also 
carried on. However, the chief factor in increasing wheat production was 
the high price which the government succeeded in maintaining. Very high 
tariff duties were placed on wheat, wheat derivatives, and wheat substi- 
tutes. The duty on wheat itself was as high as 75 lire per quintal (3.7 
bushels), or more than $1.00 per bushel. Regulations required the use of 
minimum percentages (sometimes as high as 99 per cent) of home-grown 
wheat in flour-milling. 

The victory was costly to the Italian people, since it raised the prices 
of all wheat products, and in turn decreased the consumption of such 
products by about 15 per cent between 1925 and 1935. The total cost of 
wheat to Italian consumers increased by some 32,000,000,000 lire over the 
same period.^^ The high prices of wheat and related products seem to have 
unbalanced Italian agriculture. Farmers abandoned the fruits, vegetables, 
nuts, grapes, and livestock, for which much of the land is suited, and 
turned to wheat-growing. Decreased imports of wheat were offset by 
decreased exports of fruits, oils, and wine, and by increased imports of 
meat; so that some observers feel that there was scarcely any net gain in 
the matter of international trade, while standards of living definitely 
suffered. Similar results were obtained in other parts of this phase of the 
self-sufficiency program. 

The Development of Natural Substitutes. A second phase of the self- 
sufficiency program involves the development of natural substitutes, or 
the attempt to use articles which are available in rather large amounts in 
the place of others which are much scarcer. Examples are the use of alcohol 
mixtures as motor fuel, castor oil as a lubricant, electric power in the place 
of coal in railway transportation, plastics for steel in manufacturing, glass 
for metal in containers, aluminum in the place of tin, zinc in the place of 
brass and bronze, copper in the place of lead, and more concrete and less 
steel in building construction. 

The Development of Artificial Substitutes. The final phase of the self- 
sufficiency program is the development of artificial substitutes, or the use 
of synthetic materials in the place of natural products which cannot be 
produced at home. In this field, textiles made from artificial “wooF' (devel- 
oped from both wood fiber and skimmed milk) partly supplanted wool 
and cotton materials in the fascist countries. Synthetic rubber and synthetic 
gasoline were also produced in substantial quantities. Fish skins were 
made into imitation leather, and potato peelings into ‘'‘linoleum” and 
“corks.” An “excellent'^ butter was made from coal tar. It was discovered 
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that 32 pounds of cheap fish would yield one pound of extract which was 
said to equal 160 eggs in food value. The German authorities claimed that 
a saving of 400 million dozen eggs a year was possible through the use of 
these ‘‘Viking eggs.^^i 

The Effects of Self-Sufficiency. The economic consequences of the self- 
sufficiency program in the fascist countries were not wholly satisfactory. 
Since farmers and other extractive producers were led to carry production 
beyond the point at which, as private enterprisers, they would normally 
have stopped producing, they got into the field of higher costs, with the 
result that prices were high and individual consumption was restricted. 
In general, the natural substitutes were less satisfactory than the goods 
wffiich they replaced. If, for example, better buildings could be constructed 
by using more concrete and less steel, it is reasonable to suppose that 
builders would have realized this fact, and acted upon it, long before the 
adoption of the self-sufficiency policy. 

There is abundant evidence that many of the artificial substitutes were 
mere makeshifts, and that they did not come into popular favor. In the 
first place, these substitutes were usually costly. Synthetic gasoline cost $ 1/2 
times as much as imported gasoline would have cost, synthetic rubber 
about 4 times as much as natural rubber, and the lowest-priced textiles of 
artificial wool some 30 to 40 per cent more than natural textiles. Second, 
these substitutes were often of poor quality— clothing made of artificial 
wool was stiff, heavy, and disposed to retain moisture, and some at least 
of the synthetic gasoline was too poor in quality for use in aviation, accord- 
ing to some experts. Finally, the manufacture of substitutes gave rise to 
fresh problems elsewhere in the economy. If textiles are made of milk or 
wood, the result may be a shortage of these two essential goods. The use 
of synthetic rubber in manufacturing required different types of machinery 
from that used in the processing of natural rubber. Funds had to be found 
for financing the productive facilities required in producing the synthetic 
substitutes; and these funds were often taken from established industries, 
with the result that plant and equipment in these older industries were 
allowed to run down, and their products became higher in price or poorer 
in quality, or both. A policy of economic self-sufficiency may be necessary 
in time of war, but on economic grounds it is a poor substitute for depend- 
ence on other countries for essential foods and materials. 

THE CONTROL OF RAW MATERIALS 
BY PRODUCING NATIONS 

Though our discussion has related specifically to the attempts of indus- 
trial nations to control sources of supply, we must not overlook the fact 
that the areas producing food and raw materials have themselves taken a 
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hand in playing the game o£ restrictionism. While raw material controls 
have sometimes apparently been set up by groups of individuals or com- 
panies in the producing areas, it is usually true that the governments of 
these areas are genuinely, even if indirectly, interested in the proceedings. 

The Conditions for Control. The effective control of a raw material 
by producers is possible only if certain necessary conditions are met. In 
the first place, the commodity should be one which originates largely in 
a single country, although control has sometimes been made effective 
through the cooperation of two or more producing countries. Again, the 
material should be capable of being stored over considerable periods of 
time without deterioration, so that it can be withheld from the market 
indefinitely if necessary. Third, the principal demands for the material 
should come from prosperous areas where the burden of rises in price 
which may occur will not be likely to stir up trouble for the controllers. 
Finally, the material should be such that new sources of supply cannot be 
developed except over a considerable period of time. Of course, if the com- 
modity is a mineral which occurs almost entirely in a single area, potential 
competition is not much to be feared. Among vegetable products, however, 
those most easily controlled are commodities such as coffee and rubber, in 
which competition can develop only over the period of six or seven years 
which is required to bring a plantation into profitable operation. 

The Purposes of Control. The principal object of the control of most 
raw materials is revenue for both the government of the producing country 
and the individual producers of the goods in question. The government 
usually obtains its revenue through an export tax on the raw material. 
Such a tax is likely to be particularly heavy when the country has a virtual 
monopoly of the desired good, for then the burden of the tax will tend to 
be paid by the users abroad. Occasionally such control will take the form 
of a governmental monopoly, and in such cases the revenue for the govern- 
ment is derived from the enhanced prices which the control permits. 

The revenue for the producers of the raw material comes from the high 
prices which they can charge when the production or marketing of the 
material is regulated under the control scheme. The participation of the 
government in the plan may run all the way from the mere collection and 
dissemination of information or the development of a plan for cooperation 
by the producers, to the passage of legislation for the restriction of output 
or the maintenance of prices. At any rate, the operation of control plans 
has often resulted in greater profits for the producers, or has at least per- 
mitted them to avoid losses which might otherwise have occurred. 

Since these controls are almost never used by industrial nations, but are 
instead the product of regions which are economically undeveloped, a 
third purpose of control is sometimes present. This is to protect and 
encourage the domestic industry utilizing the raw material in question. 
Of course, the most common method of protecting an industry is to impose 
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an import duty on the finished product. The same result, however, may 
be reached, especially when the raw material is largely located in one 
country, by insuring, through a control plan including an export tax, that 
the users of this material abroad will receive it on less favorable terms than 
domestic manufacturers. At times there appears to be no intention of 
building up an industry in the region producing the raw material. In such 
cases, if the region is a colony, the manufacturing industry in the mother 
country is often fostered instead by means of a rebate of a portion of the 
export tax applied to the raw material. 

The Control of Raw Materials by Producers. The various raw material 
controls may be divided into four groups, according to the degree to which 
the government of the producing country is interested in the plan. In some 
cases the control is left for the most part to the producers, with the govern- 
ment taking an indirect interest in the proceedings. An example was the 
Chilean control of nitrates. Some form of nitrogen is essential in the pro- 
duction of fertilizers, dyes, drugs, explosives, and (in recent years) re- 
frigerants and plastics. For many years the only large source of nitrates 
was the deposits of sodium nitrate in Chile, and the producers were thor- 
oughly organized for the control of this important material. 

The period 1884 to 1914 saw six successive agreements go into effect 
among Chilean nitrate producers. These agreements covered basic produc- 
tion quotas for individual producers, total annual exports, allowable 
exports for individual firms as a percentage of basic quotas, penalties for 
exceeding quotas, reductions of quotas for failure to produce, and trans- 
fers of quotas between plants of the same firm. The purpose of the agree- 
ments was to raise prices by restricting output, but the agreements were 
to some extent self-defeating since they kept high-cost producers in opera- 
tion and provided quotas for new producers who entered the industry. 
Moreover, there was little incentive, under the agreements, for producers 
to improve their productive methods. 

World War I brought high prices for nitrates but also stimulated the 
production of by-product ammonia and the development of synthetic 
nitrogen. In 1919 the Chilean Nitrate Producers Association was formed 
for the purpose of limiting and allocating output and fixing prices. The 
Association was the selling agent for all producers, and the members had 
sales quotas which were transferable between firms. In the next ten years 
many plants were shut down but continued to receive income from the 
sale of their quota rights to other firms. The policy of the Association was 
apparently to charge as high prices as the traffic would bear, and prices 
during the 1920’s were the highest ever experienced in peacetime. Earnings 
on invested capital ranging from 25 to 50 per cent, or even higher, were 
reported.^^ However, the Association’s price policy, together with advances 
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in chemical technology and the desire for self-sufficiency on the part of a 
number of countries, resulted in great increases in world capacity to pro- 
duce nitrates, and prices slumped rather sharply after 1929. 

During the long period of control, the Chilean government manifested 
a strong interest in the affairs of the nitrate industry. From 1882 to 1914 
the heavy export tax levied on nitrates amounted to 30 to 70 per cent of 
the selling price of the product at Chilean ports, and brought in over a 
billion dollars of revenue for the government, or upwards of 40 per cent 
of the total ordinary governmental revenues. The export tax was con- 
tinued at a heavy rate in later years. In 1919, and on other occasions, the 
government approved the statutes of the Association and assisted in bring- 
ing producers into the organization. The government was represented by 
four members of the eighteen that constituted the Association’s board of 
directors, and it aided the industry through reductions in railroad rates 
and exemptions from import duties on the bags used in shipping nitrates. 
In general, the Chilean objectives of high prices and large profits, plus 
substantial revenue for the government, were well realized up to 1929, but 
the high prices of nitrates placed a severe burden on foreign consumers, 
many of whom were in the United States. 

Nitrate control as a unilateral policy of Chile came to an end in 1929 
with the formation of an international cartel which included, among other 
members, important German and English producers. This cartel continued, 
with occasional reorganizations, up to the beginning of World War 11. 
The last cartel agreement, signed in 1938, gave Chile 20.377 per cent of 
total sales. In Chile itself, control of nitrates by producers, with the gov- 
ernment standing by as an interested party, ended in 1931 with the forma- 
tion of a single large corporation, Compahia de Salitre de Chile (Cosach), 
which represented the amalgamation of private and public interests in a 
state monopoly. The government had four directors out of twelve on the 
board of Cosach, but the government directors had veto powers in many 
matters, including prices and sales. After the dissolution of Cosach in 
1933, a 1934 law provided a 35-year state monopoly in the foreign sale of 
Chilean nitrates, through the Chilean Nitrate and Iodine Sales Corpora- 
tion. This corporation was to determine prices from time to time, and to 
purchase from producers the amounts necessary for exports. The govern- 
ment was to receive 25 per cent of the profits of the corporation in lieu 
of revenue from an export tax. 

Raw Material Control by Legislative Enactment. The severe depres- 
sion in the rubber industry following World War I and the failure of 
attempts to promote voluntary cooperation among the growers, led to the 
passage of legislation in British Malaya and Ceylon in 1922 which has 
come to be hnown as the Stevenson Restriction Act. The purpose of the 
Act was to bring back prosperity to the rubber growers by raising prices 
through the restriction of exports and control of production. The opera- 
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tion of the Act was somewhat complicated. Each plantation was assigned 
a “standard production'’ based upon its production for 1920, with allow- 
ance for new areas. “Standard production” for most plantations probably 
ran around 80 to 85 per cent of capacity. Exportation at the minimum 
rate of export duty was permitted to each plantation up to a certain 
percentage of standard production. For greater amounts, the export duty 
became so heavy as to prohibit exports, for all practical purposes. The 
percentage of standard production which could be exported at the mini- 
mum rate of export duty varied as the price of rubber in London oscillated 
about a “fair price” per pound. 

The Stevenson Act had the effect of restricting the output of rubber, at 
least temporarily, and also encouraged speculation in rubber. It was suc- 
cessful in stabilizing conditions in the industry and in bringing prosperity 
by raising prices, but just how much credit for the rise in prices should go 
to the Act and how much to other factors is not apparent. At any rate, the 
spot price of rubber in New York rose from a low of 13.9 cents a pound 
in August, 1922, to the high mark of 1 1.048 a pound in November, 1925, 
and then fell to 18 cents in December, 1928.^^ During this period, immense 
profits were made by the rubber producers. Dividends for British rubber 
companies, which had ranged between 6 and 12.5 per cent in 1923 and 
1924, varied between 17.5 and 55 per cent in 1925 and 1926. One estimate 
has it that this raw material control cost the United States about |540,000,- 
000 from 1924 through 1926.^^ Part of this extra cost was borne by the 
manufacturers of rubber articles in this country and part was passed on 
to consumers. 

The decline in the price of rubber after 1925 was the result of several 
forces. The anxiety of American industrial consumers over future supplies 
of this raw material was to some extent alleviated; world production of 
rubber was steadily increasing, especially in non-British areas where the 
control did not apply; and the demand for crude rubber was lessened by 
means of the greatly increased use of reclaimed rubber. The Stevenson Act 
aroused a chorus of protest, with the United States as chief protestant. The 
Act was finally repealed in 1928, when it became evident that it had out- 
lived its usefulness. 

The price of crude rubber slumped badly in the post-1929 depression 
years, and reached a low of 3.43 cents a pound in 1932. Control over 
rubber production was soon reimposed, but this time on an international 
basis. In 1934, the United Kingdom, India, Holland, France, and Siam 
reached an accord known as the International Rubber Regulation Agree- 
ment. With two extensions, this agreement continued in operation until 
April 30, 1944. Basic quotas were set up for nine producing regions. The 
International Rubber Regulation Commission periodically fixed uniform 

pp. 188, 189. 
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percentages of basic quotas which the regions could export without pen- 
alty, and the participants agreed to limit exports to these amounts. New 
plantings of rubber trees were strictly prohibited. The International Rub- 
ber Regulation Agreement provided a much better system for market 
stabilization than had the Stevenson Plan. During the period of its opera- 
tion, rubber prices fluctuated to some extent but were generally profitable 
for producers, and the furore created by the earlier control scheme did not 
reappear. 

Control Through Government Aid to Producers. Probably the best 
example of this type of control was the Brazilian control of coffee. This 
plan was provided for by legislative enactment, but it differed from the 
control of rubber in that direct financial aid was given by the government 
to the coffee growers. After three successful '‘valorizations’' of coffee, dur- 
ing which coffee was bought up and withheld from the market and restric- 
tions were placed upon its export and the planting of new trees, a plan 
for the "permanent defense” of coffee was adopted. The law providing 
for such defense was passed in 1922, but the national government withdrew 
in 1924 and the measures for the protection of coffee were put into opera- 
tion by the State of Sao Paulo (which produces 70 per cent of Brazil’s 
output of coffee) in 1925. Control was placed in the hands of the Institute 
for the Permanent Defense of Coffee, which was composed of five members. 

The main purpose of the permanent defense was the stabilization of 
prices through the regulation of the amount of coffee coming on the 
market. The State of Sao Paulo owned an extensive system of warehouses, 
in which some 8 million to 12 million bags of coffee could be stored until 
market conditions permitted their sale. Planters were required by law to 
turn over all their coffee to the warehouses of the Institute, and at times 
were able to get as much as 75 per cent of its market value as a loan from 
the government. Funds for loans to the planters and for general expenses 
were obtained both by borrowing and by taxation. 

By these methods it was possible for the Institute to maintain a high 
level of prices for some time. Until 1927 no great accumulation of coffee 
in the warehouses took place because world consumption was keeping pace 
with production. Beginning with the bumper crop of 1927~"28, however, 
production far outstripped consumption, and prices could be maintained 
at anything like a satisfactory level only by amassing a tremendous surplus 
of coffee in the warehouses of the Institute. It was expected that by the 
middle of 1930 this reserve would be only just short of the amount annu- 
ally consumed in the world. The strain proved too much for the credit of 
the Institute, and the price of coffee collapsed late in 1929. All Brazilian 
banks were in dire straits because of frozen assets, and the situation was 
saved only by obtaining an immense loan from abroad. 

Following this emergency, control of the coffee situation was again taken 
over by the Brazilian government. In 1931, an export tax payable by the 
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exporter was imposed on coffee, and the proceeds were used to buy up 
and destroy considerable quantities of low-grade coffee. This program was 
continued on a larger scale in 1932. In 1933, the coffee crop was unusually 
large and the government decreed that planters must turn over 40 per cent 
of the crop for destruction, at a price covering approximately the direct 
(variable) costs of production.^^ In 1937, the government abandoned its 
attempt to control the price of exported coffee, and, though the price 
fell, sales increased by more than enough to offset price decline. In 1938 
and 1939, the planters gave up 30 per cent of the crop for destruction, and 
25 per cent was destroyed in 1940. Coffee sold to the government for 
destruction was paid for at the very low rate of 2 miireis (10 cents) per bag. 
The State of Sao Paulo also bought coffee for destruction in 1940, and it 
was hoped that the quantity of new coffee placed on the market would be 
reduced from 20,000,000 to 11,500,000 bags, as a result of the two pro- 
grams.^® 

Late in 1940 the control of coffee, like that of rubber and nitrates, 
became international, upon the formation of the Inter-American Coffee 
Agreement between the United States and fourteen Latin American coun- 
tries. The plan was administered by an Inter-American Coffee Board of 
36 members, 12 of whom represented the United States. Quotas were 
developed for the fourteen Latin American countries after considerable 
negotiation, and each country undertook to do its own enforcing. The 
United States agreed to limit its imports accordingly. The agreement had 
no provision concerning the prices of coffee, but generally higher prices 
prevailed until the outbreak of World War II. The United States was 
protected from exploitation, however, since it controlled one-third of 
the Board members and because the agreement provided that the quotas 
to be imported by this country could be increased by vote of one-third of 
the Board members. 

Control by Governmental Monopoly. It is only a step from control 
through a governmental plan, with public funds and facilities, to control 
by governmental monopoly. An example of the latter type of control is 
the pre-war Japanese camphor monopoly. Camphor is used chiefly for the 
making of celluloid, and the moving picture industry is consequently 
dependent upon it. Camphor is also an important element in the manu- 
facture of pyroxylin products, including non-breakable or shatterproof 
glass. 

The monopoly control of camphor has been carried on with a dual 
purpose. It was desired, of course, to bring in revenue for the government, 
and it was hoped that the domestic manufacture of refined camphor and 
camphor products would be encouraged. The Japanese government has 

W. F. Rowe, Markets and Men, New York, The Macmillan Company, 1936, pp. 
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had complete control of the industry. No one could go into the forests to 
collect raw camphor by distillation of the wood of the camphor laurel 
tree except operators licensed by the government. Thus both the quantity 
to be produced and that to be sold at home and abroad have been arbi- 
trarily determined. In addition, the government set both the price for 
the sale of camphor and the price to be paid to the operators who col- 
lected it. 

The monopoly was quite successful, for a time, in maintaining high 
and profitable prices. The price of camphor doubled within two years 
after the establishment of the monopoly, and prices were well maintained 
in the face of constantly growing production and sales. The power of the 
monopoly to set a high price was greatly weakened in recent years by 
the competition of synthetic camphor. This product can be widely sub- 
stituted for the natural camphor, and is even preferred for some purposes. 
Its production on a commercial scale at reasonable cost resulted in a 
modification of the price policy of the Japanese monopoly, which may be 
further modified by conditions imposed on Japan by her conquerors. 

The Results of Raw Material Controls. Our discussion has indicated 
that schemes for the control of raw materials and foods have met with 
varied success, though in some cases and in some periods of time they 
have been able to control production, raise prices, and furnish large 
profits for producers. In most cases the controls have been strongly re- 
sented by countries which, having need for these raw materials and foods, 
suffered under the burdens imposed by the controls and visualized a time 
when they might be cut off completely from their supplies of essential 
commodities. Like the measures used by imperialistic nations, raw ma- 
terial controls have been a potent source of international friction and 
ill will. 

We have noted a tendency for raw material controls, even when in- 
stituted by a single country, eventually to become international in scope. 
In addition to the cases we have mentioned, international combinations 
or cartels, in their several fields, have been able to control the following 
percentages of the world output of certain materials: copper, 95 per cent; 
bismuth, 90 per cent; zinc, 97 per cent; copra, 80 per cent; and whale oil, 
80 per cent.^'^ These, indeed, are only a few examples from a long list of 
international cartels, which includes steel, aluminum, potash, cement, 
dyes, mercury, tin, and rayon combinations. Several advantages are claimed 
for international combinations. They are said to reduce the number of 
middlemen and the cost of their services; to eliminate cross-handling, the 
unnecessary payment of import duties, and dumping; and to cut down 
advertising and selling expenses. However, the usual results of successful 
international combinations are restricted production, high prices, and 
large profits. 

Encycloptsdia of the Social Sciences, voh xiii, p. 131. 
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ECONOMIC INTERDEPENDENCE IN THE FUTURE 

The National Approach. We have yet to consider what can be done 
about the problems resulting from the economic interdependence o£ 
nations. In general, little success seems likely to attend the efforts of any 
one nation to deal individually with these problems. The United States, 
for example, can do little when confronted by an international cartel 
which controls a material that we are unable to produce, or by a preferen- 
tial tariff designed to exclude us from colonial markets—for the activities 
to which we take exception are carried on outside the jurisdiction of this 
country. 

Action has sometimes been taken in the United States to try to improve 
the raw material situation, but little has been accomplished. Congressional 
investigations have been conducted and occasionally funds have been 
appropriated to promote the production in this country of materials which 
have been subjected to control by foreign countries. When public denun- 
ciation of some type of control has been particularly vigorous, the De- 
partment of Justice has brought suit against the American agents of foreign 
monopolies in the attempt to restrain their activities, but the suits have 
seldom been successful. The government has also been instrumental in 
preventing in this country the flotation of loans for the benefit of foreign 
materials and food controls, but these loans have never failed of flotation 
in some other country or countries. 

The principal nationalistic alternative to such feeble attempts at relief 
is retaliation, with control matched against control and restriction against 
restriction. As we have seen, however, retaliation is a dangerous policy. 
It almost never helps solve the original problems but, on the contrary, 
complicates them. There is no nation so strong that it can bring economic 
pressure to bear upon other nations without fear for itself, or so rich in 
economic resources that it can be highly prosperous without placing a 
considerable amount of economic dependence upon other nations. If 
each nation carried the control of foods, raw materials, and markets to 
the nth degree, the result would be the destruction of international ex- 
changes, and economic disaster for all. 

The Intemational Approach. There can be little doubt, then, that 
the approach to the problems of economic interdependence should be 
international in character. Although relatively little has been accomplished 
in the past by way of bringing about international cooperation in these 
matters, the prospect for the future is considerably more promising. The 
various international organizations which we have described in the two 
preceding chapters, such as the International Monetary Fund, the Inter- 
national Bank for Reconstruction and Development, and the Economic 
and Social Council of the United Nations, have among their objectives 
(1) the elimination or reduction of protective tariffs and export duties. 
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export and import quotas and licensing, foreign exchange controls, cur- 
rency depreciation, multiple currency devices, barter trading arrangements, 
and other restrictions on and obstacles to trade; (2) the stabilization of 
national monetary systems and foreign exchange relationships; and (3) the 
promotion and facilitation of international loans and investments as 
needed for development and reconstruction. 

If these organizations operate according to plan, the result should be 
a genuinely international solution for the problems of economic inter- 
dependence. The nations of the world will then have access on equal 
terms to the foods, minerals, raw materials, and other essential products 
they require, and to the markets of the world on the basis of competitive 
efficiency in selling their products. Moreover, they will find it cheaper to 
buy the economic goods they need, and to compete freely for markets, 
than to try to conquer or otherwise secure exclusive control over areas 
which will serve as markets and sources of essential goods, or to follow 
a policy of economic self-sufficiency at home. The international coopera- 
tion which is in prospect will not directly solve the problem of population 
pressure, but it will help the several nations to take care of their popula- 
tions as well as possible through the most effective use of their resources 
and those of other countries. It is too much to expect that these inter- 
national organizations will operate perfectly, but they will find it difficult 
to produce conditions worse than those which have existed in the past in 
their absence. 


1. What has been the relation between population growth and industrialization? 

2. How have industrialization and the development of large-scale production led 
to economic interdependence among nations? 

3. “The United States is economically self-sufficient and need not depend on 
other countries for her economic welfare.” Do you agree? 

4. Why have colonies been sought by the great industrial nations? 

5. What two tariff policies have nations commonly adopted in connection with 
their colonies? Distinguish carefully between them. 

6. What is the difference between a colony and a protectorate? Between a pro- 
tectorate and a mandate? Explain. 

7. What are concessions? Of what importance are they in our modern economic 
world? 

8. “Imperialistic adventures of nations were confined to the last century and 
have not been known in recent years.” Do you agree? Explain. 

9. Have colonies generally been helpful to industrial nations in affording relief 
from population pressure? Explain. 

10. How important have colonies been to industrial nations as sources of foods 
and raw materials? Explain. 

IL “Colonies have usually solved the mother countries’ problem of finding 
markets for manufactured products.” Discuss. 
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12. How have imperialistic policies affected the relations between industrial 
nations? 

13. Is a policy of national economic self-sufficiency an alternative to imperialism 
or a tool of imperialism and war? Explain. 

14. ‘‘A policy of economic self-sufficiency is likely to have three distinct parts or 
phases.” Explain. 

15. What are the economic results of the policy of economic self-sufficiency? 
Explain. 

16. “A policy of economic self-sufficiency is indefensible on economic grounds.” 
Explain. 

17. Why have controls over raw materials been instituted by many countries 
producing raw materials? Explain. 

18. Under what conditions are these controls most likely to succeed? 

19. What has been the basis, in this chapter, for classifying controls exercised 
by producing countries over raw materials? 

20. Give an example of each type of raw material control. 

21. What have been the results of controls over raw materials by producing 
countries? 

22. Why has the national approach to the problems of the economic interde- 
pendence of nations been both ineffective and dangerous? 

23. “The prospects of a genuinely international approach to the problems of 
economic interdependence are now brighter than ever before.” Explain. 

24. What results may be expected from the functioning of the various interna- 
tional organizations which have recently been set up? Explain. 
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CHAPTER 43 



“GOVERNMENT,” IT HAS BEEN SAID, “AS A FORM OF SOCIAL ORGANIZATION, 

lias developed because, in the long run, it has afforded the means of sup- 
plying men with certain services more efficiently and more economically 
than these could have been supplied by each for himself.”^ All economic 
systems of the present day are marked, to a greater or smaller extent, 
by division of labor. Each individual performs a single function, or a 
limited number of functions, and trusts to others to furnish him with 
the wide variety of commodities and services which he does not produce 
for himself. In the case of some services it seems the part of wisdom to 
look to the government for a more satisfactory performance than could be 
expected from private individuals or companies. The delegation of the 
provision of such services to and their performance by the government 
may be viewed simply as a part of division of labor. 

The Nature of Governmental Functions. These functions which are 
performed collectively rather than by individuals are of several kinds. 
Some services, such as furnishing protection or maintaining law and order, 
would be very difficult, if not impossible, for the citizen to perform for 
himself. Others that could be and sometimes are carried out by private 
companies are often turned over to the government in the hope that they 
will thus be performed more efficiently or cheaply. Examples are the pro- 
vision of water and electricity by municipalities. Still other functions must 
be performed by the government, if they are to be done at all, because an 
individual’s share in the resulting benefits is so small or so long deferred 
that he would not be moved by self-interest to undertake them himself. 
The establishment of institutions for dependents and defectives may be 
cited as an example. Even when an activity is left in the hands of private 
individuals, the government is often called upon to exercise a restrictive 
and regulatory influence. Thus we have a Pure Food and Drugs Act, a 
Sherman Anti-Trust Act, a Securities Act, and other legislation designed to 
protect the interests of the public. The exact nature of the individual 
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govemmentai functions will become apparent as we discuss the expendh 
tures of federal, state, and local governments. 

Governmental Functions and Expenditures, The functions of these 
governmental units, though they differ in many particulars, are alike in 
one respect—they ail involve the expenditure of funds. There has been a 
marked tendency for public expenditures to increase during the past few 
decades, not only in the United States but in other countries, and for 
both the national and other governmental units. The increasing activi- 
ties and expenditures of governments involve problems of vital im- 
portance to everyone. One problem is to decide to what extent we may best 
satisfy our desires by the collective utilization of our resources, natural 
and human, rather than by leaving to private individuals the task of pro- 
viding certain needed commodities and services. That is, we must con- 
sider how large a part of our real income we wdsh to receive collectively 
rather than individually. The discussion of this problem ordinarily assumes 
that the great bulk of economic activities will be left in private hands and 
that the economic system as a whole will continue to operate in capitalistic 
fashion. 

A second and very important problem is to decide whether the govern- 
ment may properly use its fiscal policy to control the operation of the 
economic system as a whole. Should the functions of government include 
the assumption of responsibility for the successful operation of the eco- 
nomic system? Should the government, through its expenditures and other 
elements of fiscal policy, attempt to maintain the aggregate demand for 
goods in the economy so that a high and stable level of production, 
income, and employment will be attained? Are such governmental func- 
tions and expenditures compatible with the continued operation of a 
capitalistic type of economic system? Questions of this kind are very 
definitely at issue at the present time. 

INCREASES IN PUBLIC EXPENDITURES 

Expenditures of the Federal Government. In investigating the prob- 
lems of public expenditures, let us consider first the increase in public 
expenditures in the United States and the nature of these expenditures in 
recent years. The expenses of our federal government increased from 
$517,000,000 in 1903 to $725,000,000 in 1913, to $3,437,000,000 in 1928, and 
to $12,711,000,000 in 1941.2 The increase from 1903 to 1941 was 2358 
per cent. However, even the large expenditures of 1941 were smaller 
than those of some years during World War I, and very small indeed by 
comparison with those which were yet to come. During World War II, 
federal expenditures skyrocketed to a peak of $100, 405, 000, 000 in 1945, or 

"^Report of the Secretary of the Treasury, IQ2S, p. 418; Board of Governors of the 
Tedtizl Reserve System, Bankirig and Morietary Statistics, p. 513. 
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about eight times the 1941 expenditures, before declining to |65,019,- 
000,000 in 1946.3 

Expenditures for protection (national defense) are always a very im- 
portant item in the federal budget. In 1945, as we see in Table 48, direct 
expenditures for national defense amounted to $90,029,000,000, or 89.7 
per cent of the total federal expenditures. If expenditures for interest on 
the public debt and for veterans’ pensions and benefits are included, the 
total cost of national defense amounted to 95.3 per cent of ail federal 
expenditures. In 1946, expenditures for national defense were 74.7 per 
cent of the total expenditures, or 88.5 per cent if the expenditures for 
interest on the public debt and for veterans’ pensions atid benefits are 

Table 48. Expenditures of the Federal Government, Fiscal Years 1945 

AND 1946 


(Source: Federal Reserve Bulletin, September, 1946, p. 1049, and The Economic Almanac for 
1946-47, New York, National Industrial Conference Board, Inc. 1946, p. 293.) 


Type of Expenditure 

Amount Spent 
in 1945 (in 
millions) 

Per Cent of 
Total Expen- 
ditures, 1 945 

Amount Spent 
in 1946 (in 
millions) 

Per Cent of 
Total Expen- 
ditures, 1946 

National defense 

$ 90,029 

89.7 

$48,542 

74.7 

Interest on the public debt 

3,617 

3.6 

4,722 

7.3 

Veterans’ pensions and benefits 

2,060 

2.1 

i 4,253 

6.5 

Aids to agriculture 

834 

0.8 

! 1,110 

1.7 

Relief and work relief 

567 

0.6 

1 670 

1.0 

Public works 

Transfers to trust accounts 

319 

0.3 

389 

0.6 

(social security, etc.) 

1,646 

1.6 

1,918 

3.0 

General government 

1,008 

1.0 

1,453 

2.2 

Other expenditures 

325 

0.3 

! 

1,962 

3.0 

Total expenditures 

SI 00,405 

100.0 

S65,019 

I 100.0 


included. The total cost of national defense clearly includes expenditures 
for the benefit of veterans, and would include all payments of interest 
on the public debt of the federal government if this debt were large solely 
because the federal government, in certain past years, had spent for na- 
tional defense at a more rapid rate than could be covered by the ordinary 
governmental revenues of those years. As a matter of fact, however, a 
minor part of the public debt resulted from governmental borrowing 
to finance heavy expenditures during, the post-1929 depression. 

Expenditures for such purposes as public works, relief and work relief 
for the unemployed, social security, and aids to agriculture, which 
amounted to 27.9 per cent of the total as recently as 1941, were relatively 

^ Federal Reserve Bulletin, September, 1946, p. 1049. All the figures for federal expendi- 
tures are for fiscal years running from July 1 to June 30. Thus, the 1945 fiscal year 
included the period from July 1, 1944, to June 30, 1945. 
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imimportant in 1945 and 1946. The cost of maintaining and operating 
the ordinary departments of government was only 1.0 per cent of the 
total federal expenditures in 1945 and 2.2 per cent in 1946. Total federal 
expenditures were about $727 per capita in 1945 and $466 in 1946, as 
compared with $92 in 1941. (Preliminary estimates for the fiscal year 1947 
indicated that federal expenditures would total about 42i/4 billion dollars, 
including 17 billions for national defense and 5 billions for interest on 
the public debt.) 

Expenditures of State Governments. The state governments of the 
United States spent a total of $207,000,000 in 1903, $359,000,000 in 1913, 
$1,753,000,000 in 1928, and $3,588,000,000 in 1944.4 The increase from 
1903 to 1944 was 1633 per cent. As we see in Table 49, the largest state 

Table 49. Expenditures of State Governments in 1944 

{Souxct:' The Economic Almanac Jor 1946-47 , New York, National Industrial Conference 
Board, p. 311.) 


Type of 
Expenditure 

Amount Spent 
(in millions) 

Per Cent of 
Total 

Expenditures 

General government 

S 172.0 

4.8 

Public safety 

145.1 

4.0 

Highways 

711.2 

19.8 

Natural resources 

94.6 

2.6 

Health 

20.4 

0.6 

Hospitals 

282.5 : 

7.9 

Public welfare 

516.4 

14.4 

Correction 

80.7 

2.3 

Education 

1073.6 

29.9 

Interest 

92.6 

2.6 

Miscellaneous 

399.2 

11.1 

Total expenditures 

S3588.3 

100.0 


expenditures in 1944 were for such items as education (29.9 per cent), 
highways (19.8 per cent), and public welfare (14.4 per cent). Less im- 
portant items of expenditure included general government, public safety, 
natural resources, health, hospitals, correction, and interest on state debt. 
State expenditures in 1944 amounted to over $26 per capita. 

Expenditures of Local Governments. Local governments in the United 
States spent a total of $912,000,000 in 1903, $1,783,000,000 in 1913, $6,- 
067,000,000 in 1928, and $4,604,000,000 in 1944.® The increase from 1903 
to 1928 was 554 per cent, whereas that from 1903 to 1944 was only 405 
per cent. Data covering the detailed items of expenditure by all local 

^National Industrial Conference Board, The Economic Almanac for 1946-47, New 
York, 1946, p. 286. The data include only expenditures from state funds, and not grants 
from the federal government to the states. 

^ p. 286. 
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governments are not available, but we can get an idea of the nature of 
these expenditures by examining those of cities with 25,000 population 
or over in 1944, as shown in Table 50. Here we see that the largest 
expenditures were for education and public safety, which amoiinted to 
21.4 and 21.0 per cent of the total, respectively. Less important items ot 

Table 50. Expenditures of Cities With Population Over 25,000 in 1944 

(Source; The Economic Almanac for 7946-47, New York, National Industrial Conference 
Board, 1946, p. 311.) 


Type of Expenditure 

Amount Spent 
(in millions) 

Per Cent of 
Total 

Expenditures 

General government 

$ 165.2 

7.2 

Public safety 

481.5 

21.0 

Highways 

170.9 

7.4 

Sanitation 

165.8 

7.2 

Health and hospitals 

1 157.9 

6.9 

Public welfare 

j 185.7 

8.1 

Correction 

! 19.1 

0.8 

Education 

490.8 

21.4 

Recreation 

' 80.7 

3.5 

Contributions to trust 



funds and public service 



enterprises 

i 164.7 

7.2 

Interest 

147.0 

6.4 

Miscellaneous 

68.1 

3.9 

Total expenditures 

S2297.4 

100.0 


expenditure included general government, highways, sanitation, health and 
hospitals, public welfare, correction, recreation, interest, and contribu- 
tions to trust funds and public service enterprises. Total expenditures of 
federal, state, and local governments in 1944 amounted to about $730 
per capita, and were almost two-thirds as great as the total national 
income. 

CAUSES OF INCREASES IN PUBLIC EXPENDITURES 

Increase in Population. Among the more obvious causes of larger pub- 
lic expenditures in this country is the steady increase in the number of 
persons for whom governmental services must be performed. This growth 
in population, even if it called for nothing more than a duplication of ex- 
isting governmental machinery, would bring about at least a proportional 
expansion in expenditures, unless it were found possible to render govern- 
mental services on the basis of mass production, with a decreasing cost per 
individual served. Unfortunately for our hopes in this direction, the per- 
formance of functions by the various governmental organizations seems 
to be subject to a law of increasing rather than decreasing costs; that is, 
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an increase in the number o£ individuals cared for often involves a 
greater than proportional increase in the cost of rendering the services 
in question. 

Not only does the performance of a given number of functions for an 
increasing number of persons bring with it an increase in the costs of 
government, both absolutely and per capita, but in addition it often 
happens that a growth in population causes an expansion of the needs 
which it appears necessary or wise to satisfy collectively rather than indi- 
vidually. A growth in the population of a city, for example, usually 
brings about an expansion in the number of functions to be performed by 
(say) the police department, and does not mean simply that the same 
functions will be performed as before, though for a larger number of 
persons. This explains why the financial statistics of cities show a fairly 
steady per capita increase in public expenditures, as we pass from the 
smallest cities to the largest. 

Changes in General Prices. Changes in the general price level and the 
purchasing power of money constitute another cause of the growth of 
public expenditures. The general price level in the United States was 
slightly higher in 1913 than in 1903, and was much higher in 1928 than 
in either of these two other years. The price level in 1941 was lower than 
in 1928, but in 1945 and 1946 it was considerably higher than in 1928. 
The national, state, and local governments, in order to render the services 
expected of them, must be able to obtain materials and supplies, and in 
general to gain access to the factors of production much as does any busi- 
ness man. The governments, in other words, must enter into competition 
with private individuals and corporations for the use of the necessary 
agents of production. Hence, when the prices of goods and productive 
factors rise, governmental expenditures must increase also, even though 
there is no change in the number of functions performed, or in the in- 
tensity with which they are carried on. Part of the increase in public 
expenditures since the turn of the century has been nominal rather than 
real, representing, it is true, the handling of more dollars, but not the 
expenditure of greater purchasing power. However, after all allowances 
are made for changes in the purchasing power of money, there still re- 
mains a very large growth in public expenditures to account for. 

Inefi&ciency in the Appropriation of Public Funds. A factor which 
ranks high in the popular mind as a cause of increasing public expendi- 
tures is carelessness and extravagance in making appropriations for vari- 
ous purposes, combined with a lack of business methods, if not downright 
corruption, in the administration of public funds. Actually these evils can 
scarcely be an important cause of increasing public expenditures unless 
they themselves tend to increase in severity with the passage of time, but 
they may be an ever-present reason why public expenditures are greater 
than they need to be in view of the functions performed by governments. 
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The appropriation o£ funds with which to carry on the functions of 
the various governmental units in the United States is in the hands of 
elected representatives, that is, members of national and state legislatures 
and of city councils. Under our political system it often happens that the 
qualities which make it possible for a man to be elected to such an office 
are not those which will make him an expert in administering the duties 
devolving upon him. Public expenditures are determined, as a result, 
largely by men who lack training in economic principles and an under- 
standing of economic problems. As a consequence, appropriations are 
often made in a haphazard and piecemeal fashion, some being entirely 
too small and more being disproportionately large, with each individual 
appropriation quite unrelated to any sum which might be regarded as an 
appropriate total. 

Some improvement in this situation has taken place in recent years, 
since many of the governmental units, including the federal government 
itself, have adopted budget systems. A budget does afford some check 
upon appropriations, and it fixes to a certain extent the responsibility 
for them. However, it seems evident with each passing Congress that the 
evils mentioned above have not been completely eradicated. Indeed, it is 
likely that they cannot be eliminated until some change takes place in the 
attitude of large numbers of citizens toward the appropriation and ex- 
penditure of public funds. 

The Popular Attitude Toward ‘Tublk Money.” The democratic form 
of government assumes that most voters will be intelligent and socially 
minded; that is, that they will know how best to serve their own interests 
and those of others, and that they will be sufficiently unselfish to take 
into consideration the broad social interests rather than their own per- 
sonal gain. One is tempted to doubt that this assumption is well founded, 
especially when one observes the attitude of some persons toward the 
funds of the federal government. Many people seem to regard the federal 
treasury as a vast reservoir into which flow mysterious but inexhaustible 
streams of wealth. It appears to such people that the problem in con- 
nection with the treasury is not one of economy in appropriations and 
expenditure, but rather that of seeing to it that their particular district or 
locality receives its full share of the funds— or more than its share, if pos- 
sible. Representatives in the national legislature are conceived of by their 
constituents as agents of their district, whose duty it is to insist that an 
appropriate portion of governmental funds shall be diverted in its par- 
ticular direction. Representatives are instructed to “bring home the 
money or don’t come back.” 

The only way a representative is likely to be able to get through, for 
his district, an item in the appropriatio bill is by enlisting the support 
of other menabers by promising to vote for the favorite projects of these 
members, or, in other words, by engaging in what is commonly called 
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“logrolling’' or “back-scratching.” Examples o£ this practice are to be 
found in the river and harbor bills, the public buildings bills, the army 
and navy bills, and in most of our recent tariff bills. Scrambles for federal 
funds were apparent in connection with the public works and relief 
programs of the Roosevelt administration during the great depression of 
the 1930’s, and again in the large expenditures during World War II. 
It may be noted, also, that those who complain loudly about federal 
extravagance and waste often grab vigorously at whatever federal funds 
are to be had. The probability of obtaining scientific and economical 
appropriations and expenditures in the face of such processes and atti- 
tudes is small. 

Wastes in the Administration of Public Funds. In the administra- 
tion of governmental funds, as well as in the appropriation of such funds, 
undesirable practices may be noted. It is difficult to obtain proper adminis- 
tration of offices and funds, even given the best of efforts and intentions, 
when the holding of such offices is dependent upon the vagaries of political 
fortune. It is true that under our Civil Service Laws we have some slight 
modification of the old-fashioned “spoils system,” under which appoint- 
ments to government positions were generally regarded as a legitimate 
part of the fruits of victory at the polls; but there is still a high rate of 
“turnover” in offices which must be characterized by security of tenure if 
efficiency is to prevail. Certainly, the folly of electing by popular vote 
officials who are to hold positions requiring technical knowledge and 
training should be apparent to everyone. 

Though there are many public officials in the employ of the various 
governmental units who serve faithfully and well for modest salaries, it 
must be admitted that there are others who expend public funds in a 
wasteful and extravagant manner. This waste may take a variety of forms. 
In some cases the payrolls are padded— that is, more persons are employed 
than are needed to carry on the functions of government, and members of 
an administrator’s family are often placed in appointive positions. Some- 
times the quantities of supplies and equipment purchased are unneces- 
sarily large, or the prices paid are unreasonably high in view of the quality 
obtained. Again, contracts may be awarded to those who have not sub- 
mitted the most favorable bid for the work in question. We do not mean, 
of course, that only in governmental hands are funds wastefully expended, 
for much waste occurs also in private business expenditures. 

The Expansion of Governmental Functions. But after due allowance 
has been made for growth of population, changes in the price level, and 
possibly other factors, the chief explanation of increasing public expendi- 
tures is to be found in the continually growing number of functions being 
performed by federal, state, and local governments. This expansion of 
functions in turn has been largely the result of such things as the great 
and pressing economic problems that have arisen as our economic system 
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has increased in size and complexity, the growing conviction that social 
welfare can and should be advanced by collective action through govern- 
ment, and the more recent notion that the government can and should 
assume direct responsibility for the satisfactory operation of the economic 
system as a whole and for the maintenance of a high level of income, 
production, and employment. 

Economic Problems and Public Expenditures. Widi the development 
of our economic system, production has become highly specialized, round- 
about, and large scale. The economy has become increasingly dependent 
upon a smoothly functioning system of exchange, and economic inter- 
dependence has increased. As the economic system grew larger and more 
complex, problems developed which often caused distress to large numbers 
of people and seemed to call for collective action. Examples are problems 
of money and banking, public utilities, transportation, monopolies and 
trusts, labor relations, and the issuance of securities. In many cases the 
attempted solutions have involved governmental regulation which has 
not required large public expenditures though it has added greatly to the 
list of governmental functions. The people in the economy continued in 
general to hold to the capitalistic principle that governmental inter- 
ference with and control over the economic activities of private citizens 
is in itself not a good but an evil. However, they were willing to embrace 
this evil in cases in which it appeared to be the means of avoiding or 
eliminating a greater evil. Governmental regulation in connection with 
such individual economic problems did not keep the economy as a whole 
from operating on a capitalistic basis. 

Welfare Activities and Public Expenditures. State and local govern- 
ments now spend large sums for highways, education, and public welfare 
in general. Such expenditures are thought to make for the development 
of our people and their economic activities, and hence for the general 
welfare. When the automobile was first introduced, highway construction 
and maintenance could be provided at a cost which would now seem 
remarkably low. However, the use of the automobile for pleasure has in- 
creased so rapidly that a car is at present regarded by most families as a 
necessity, and its use for commercial purposes has grown almost as rapidly. 
Traffic on the main highways has become extremely heavy, and the expense 
of constructing and maintaining macadam and concrete surfaces which 
will support giant motor trucks is very high. 

As an economic system increases in complexity, it becomes more and 
more apparent that adequate preparation for one’s life work is essential 
to the achievement of a high measure of success, and it becomes extremely 
difficult for a person to rise from the ranks if he depends upon his native 
ability unaided by occupational training. Also, as standards of living im- 
prove, greater educationa^facilities are demanded and obtained. Fox 
these and other reasons, we are at present attempting by collective action 
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to provide everyone with a certain minimum amount of training, and to 
assist as many as possible to pursue higher education. Since little or no 
effort is made to place most of our educational activities on a self-support- 
ing basis, the cost in the form of public expenditures is large. 

There have been other large increases for hospitals, clinics, health and 
sanitation, recreation, and institutions for delinquents, dependents, and 
defectives. In the dreary days when the insane were left to “mumble in 
the chimney corner,” when the feeble-minded were allowed to roam at 
will and were merely regarded as a bit queer, when sickness or even 
plagues were thought to be marks of divine disfavor or of evil spirits 
rather than results of lack of sanitation, and each family was expected to 
pay for its own medical attention or to go without, governmental expendi- 
tures for such purposes were not large. But nowadays we regard the 
satisfactory handling of these matters as vital to the public welfare, and 
undertake to provide for it through governmental agencies. Provision of 
this kind is praiseworthy, but it is also expensive. 

Governmental Functions and Expenditures in the Great Depression. 
The idea that the federal government should assume direct responsibility 
for the satisfactory operation of the whole economy came to the fore in 
the depression years following 1929. The United States had many business 
depressions prior to 1929, but the earlier depressions had been allowed to 
run their course, apparently on the principle that recovery attained in 
the “natural” manner would be prompt and lasting. But in the post- 1929 
depression there was a widespread demand that the government take action 
both to promote recovery from the depression and to relieve the millions 
of unemployed and destitute. The response of government to this demand 
resulted in greatly expanded functions and enormous public expenditures. 

One important depression activity was caring for the unemployed, 
numbering over 12 million persons at the worst of the depression. Most 
of these people, if unassisted, would have been not only unemployed but 
completely destitute, lacking even those minimum resources necessary to 
keep body and soul together. With state and local governments apparently 
unable to handle the problem, the federal government lent a helping hand. 
Its activities in behalf of the unemployed, through the Public Works 
Administration, the Civil Works Administration, the Civilian Conservation 
Corps, the Works Projects Administration, and assistance given the states 
in providing direct relief, were very costly. From 1933 to 1941, inclusive, 
the total expenditures for unemployment relief were about 118,000,000,000, 
or 126,000,000,000 if public works are included as a part of unemploy- 
ment relief. 

American agriculture was in a very critical condition following World 
War I, and suffered still further losses during the depression. The 
agricultural problem and its treatment by the. government will be examined 
in Chapter 45, but we may note here that the condition of agriculture 
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during the depression was so serious as to constitute a severe drag on 
general recovery, in addition to being a difficult problem in itself. The 
federal government, through the Agricultural Adjustment Administration, 
the Farm Credit Administration, the Commodity Credit Corporation, and 
other agencies, attempted to regulate agricultural production, raise the 
prices of farm products, refinance farm mortgages, and lend the fanners 
credit on their holdings of various crops. The expenditures for these pur- 
poses were more than a billion dollars in certain years, and totaled over 
$5,000,000,000 for the period from 193S to 1941, inclusive. 

Other federal activities designed to promote recovery were less costly 
than those already mentioned. They included financial assistance to rail- 
roads, banks, and other institutions through the Reconstruction Finance 
Corporation; the refinancing of the obligations of home owners other than 
farmers; the promotion of the rehabilitation of industry and business 
through self-regulation under the National Recovery Administration; in- 
surance for bank depositors through the Federal Deposit Insurance Cor- 
poration; the Subsistence Homesteads Projects; and the Emergency Hous- 
ing Program. At the same time the federal government undertook other 
activities which seemed to be dedicated to reform rather than or in 
addition to recovery from the depression. Examples included the regula- 
tion of the issuance of new securities and of the activities of security 
exchanges through the Securities and Exchange Commission under laws 
of 1933 and 1934, the regulation of the public utility industry through the 
Securities and Exchange Commission and the Federal Power Commission 
under the Public Utilities Act of 1935, and various activities for the 
benefit of labor carried on under the National Labor Relations Act of 
1935 and other laws.® 

The War Period. Most of the depression activities of the federal 
government were still going full blast when World War II began. When 
the United States entered the war, governmental control over the eco- 
nomic activities of the country increased greatly and soon dwarfed any- 
thing that this country had ever before experienced. Long before the 
war was over, agencies of the federal government were controlling output 
in many branches of production; the prices of commodities and services; 
wages and salaries; rents; the allocation of essential materials and equip- 
ment among industries and businesses; the allocation of labor among 
industries, businesses, and the armed forces; industrial relations in many 
industries; imports and exports; the apportionment of certain scarce con- 
sumers’ goods among the individual people; and many other things. 
While many persons questioned whether all of these governmental con- 

In practice, the distinction between recovery and reform activities was not at all 
clear cut. Many activities dedicated to recovery also included certain reform features, 
and it was doubtless hoped that some of the reform activities would also be of some 
assistance in promoting recovery from the depression. 
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trols were essential to the successful prosecution of the war and whether 
certain controls were well suited to the objectives which were being 
pursued, the wartime functions and expenditures of the federal govern- 
ment were in general accepted wnth good grace by the people as being 
more or less inevitable in such an emergency period. 

Proposed Governmental Functions. During the war period many 
people in this country apparently came to the conclusion that, while 
some controls over economic activity imposed by the federal government 
in wartime should be relaxed in the post-war period, the federal govern- 
ment must continue to assume responsibility for the successful operation 
of the economy as a whole. Governmental functions proposed in this con- 
nection included the guaranty or underwriting of full employment by 
the government; the provision of a system of social security, popularly 
known as the “cradle-to-grave” variety, to cover many more people, pro- 
vide against more risks, and furnish much larger benefits than the present 
system; the provision of high minimum wages or even a national minimum 
per capita income; and support for a high wage policy in general in 
order to maintain purchasing power and the total demand for goods. 
Such functions, as we shall see later, might have serious implications for 
the future of our economic system. 

PROPER ACTIVITIES OF GOVERNMENT 

Our discussion has shown us that, except for allowances that must be 
made for such factors as changes in general prices, and extravagance and 
graft, the size of public expenditures depends upon the number and cost 
of the services which the various governmental units are called upon to 
render. Hence, in connection with the study of public expenditures, it is 
important to inquire how many functions should be assigned to the govern- 
ment. Since many of the functions now performed collectively could be 
carried on at least moderately well by other means, the answer which 
one person wmuld give to this question might differ widely from that of 
another. There are some few individuals even today who believe that the 
ideal condition of society demands a complete absence of government. 
Others believe that government is a necessity but that its duties should 
be kept to a minimum, while still others would have ail industries owned 
and controlled by the government—that is, by the people collectively rather 
than individually. Everyone would then work for the government; and it 
might be found wise, according to this opinion, to extend eoliectivism so 
far as to include the collective use of the products of economic processes. 

A Test for Governmental Functions and Expenditures. There is 
clearly no necessary end or limit to the activities or functions of govern- 
ment. These activities might be reduced greatly from their present status, 
or they might be expanded until the government controlled all economic 
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activity. Hence, we greatly need a test which can be applied in deciding 
whether a given function involving a considerable expenditure should 
be assigned to a governmental unit or left in private hands. We may get 
some notion of the nature of such a test by giving thought to the purpose 
for which governments exist. Functions are given over to governments 
to perform, with the idea that services will in this way be rendered more 
efficiently and cheaply than they could be provided by each individual 
for himself. Thus it may be said that a function should be delegated to 
the government only when it appears that, bearing in mind the necessary 
costs of administration in collecting and disbursing the funds, together 
with whatever knowledge may be available as to the efficiency of the 
government in question, the expenditure of a given sum collectively will 
result in a more adequate and economical service than could be obtained 
by a similar sum privately spent. 

A decision as to the aggregate amount to be collected and spent by 
governments in rendering the various services may be reached by having 
recourse to the familiar economic terms '‘satisfaction” and “productivity.” 
Individuals spend their incomes for consumers’ goods, usually after a 
consideration of the different amounts of satisfaction that are likely to 
be derived from the various alternative uses to which the funds in ques- 
tion might be put, or for producers’ goods after a similar decision has 
been reached with regard to productivity. In other words, individuals 
tend to spend their incomes in such ways as will likely, all things con- 
sidered, result in the realization of the greatest possible amount of satis- 
faction, or productivity, as the case may be. Applied to public expendi- 
tures, the principle as commonly stated is that additional funds should 
be collected and spent by the government just so long as the amount of 
satisfaction to be derived in the aggregate from the new services rendered 
is in excess of the amount lost in the aggregate by having to give over the 
funds in question to the government. 

This principle should be modified to allow for the fact that a direct 
comparison of satisfactions is not always the one to be made. Funds may 
be spent and hence have to be collected in such amounts and such ways 
as will indirectly have the rather serious effect of restraining or depressing 
business. For this reason the principle should be stated as follows: A 
government should collect and spend such an aggregate sum that the 
advantage in the form of satisfaction to be gained by any further collec- 
tions and expenditures will not be sufficient to offset the disadvantage of 
loss of satisfaction, either direct, or indirect through the ill effects on 
business, by reason of turning the funds in question over to the govern- 
ment. Furthermore, just as an individual attempts to distribute his in- 
come among the various objects of expenditure in such a way as to make 
the last dollar spent for each purpose afford him as much satisfaction as 
could be derived from a like expenditure for any other object, so too it 
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might be desirable to have the aggregate amount of expenditure of the 
government split up among the several governmental activities in such 
manner that no money will be spent for one purpose which would result 
in greater satisfaction if it were added to the sum to be spent for some 
other purpose. 

Difficulties in the Use of This Test. It must be admitted that this 
test for public expenditures has its disadvantages. It has often been 
said that satisfaction is a matter which each individual must decide for 
himself, and which as a consequence cannot be accurately measured by 
some individuals for others. And yet, in applying this test for govern- 
mental activities and expenditures, it will be necessary for us constantly 
to form an opinion as to whether the satisfaction to be gained from a 
service to be rendered by the government will or will not exceed the loss 
of satisfaction, direct or indirect, suffered by the various contributors 
supporting the government by turning over the necessary funds in the 
form of taxes. In addition, the application of the test will require an 
accuracy of estimate and a nicety of judgment which are not always 
possessed by those who make decisions on questions of governmental 
activities and expenditures. In spite of these objections, it seems that the 
considerations set forth in the preceding paragraph are those which should 
be borne in mind in reaching such decisions. 

EVALUATION OF GOVERNMENTAL FUNCTIONS 
AND EXPENDITURES 

On the basis of this test, does it appear that certain activities of our 
several governmental units should be curtailed or dropped entirely? We 
may first express doubt that any net social advantage would result from 
a decision not to have the governments carry on the various functions 
which they were performing in the regulation and guidance of economic 
activity prior to 1929. Nor does it appear that greater satisfaction would 
be created by leaving in private hands the funds now being collected and 
spent by the governments for various social purposes. The need for these 
services has come upon us gradually and inevitably with the changes that 
have taken place in our social structure, and it does not seem that the 
responsibility for performing these functions could have been avoided 
under any circumstances. Under present conditions it is unthinkable 
that such matters as education, highways, and the provision of institutions 
for the care of dependents, defectives, and delinquents should be neglected. 
On the whole, it must be said that the great bulk of these activities of 
governments may be expected to stand up under the scrutiny of the pro- 
posed test for public expenditures. That is to say, these activities create 
sufficient satisfaction for the receivers of the services, or for society as a 
whole, to more than compensate for the loss of satisfaction to individuals 
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or damage to business which may result because funds are collected in 
order to make it possible to carry on these functions. 

The Need for Expenditures for Protection. However, there is ordi- 
narily more doubt whether a similar conclusion can be reached with 
regard to wdiat is usually the principal activity of the national govern- 
ment— the provision of protection in one form or another. Expenditures 
for this purpose, as has been mentioned, make up a very large part of the 
total expenditures of our national government, and consist in the main 
of payment for past wars and preparation for those of the future. With- 
out attempting to ascertain whether the wars of the past were necessary 
or the extent to which maladministration may have added to the costs 
of these conflicts, we may note, that there is a conviction on the part of 
many persons that, under ordinary circumstances and from the strictly 
economic point of view, war is an unwise and costly method of “settling"' 
disputes between nations. Modern wars almost inevitably bring economic 
losses, and not economic gains, to all the participating nations. 

If the test of satisfaction is applied to this type of expenditure, there 
seems to be only one way in which the test may be stretched sufliciently 
to make it cover the activity. If the conditions of the world today are 
regarded as fixed, unyielding conditions to which we may react but which 
we cannot change, then preparation for war, and at times the actual wag- 
ing of war, may be necessary. We do not want aggressor nations to be in 
a position to take our land and resources from us, or to destroy our insti- 
tutions. To prevent such heavy losses, it may be w^orth while for us to 
bear the burdens involved in preparing for and waging war. Thus, war 
may be the lesser of two great evils, even if it results in severe economic 
losses. On the other hand, from the point of view of the world as a whole 
the billions of dollars spent for wars and armaments in the past and 
present have been and are economic waste. There would be a greater 
sum total of satisfaction from the use of economic goods if the w’-orld 
were freed from military conflict. 

Depression Activities and Expenditures. What shall we say of the 
depression activities and expenditures of the federal government? From 
the point of view of a direct comparison of satisfactions, many of them 
would probably pass muster. Consider, for example, relief or work relief 
for the unemployed, which was the largest and probably the most severely 
criticized of the depression expenditures of the federal government. So 
far as governmental assistance was received by those who really needed it, 
it is hard to believe that these expenditures did not give more satisfaction 
to the recipients of the government's aid than they took away, or will 
take away, from the taxpayers. However great the pangs suffered by those 
who have paid or must pay taxes to cover relief expenditures, they are 
doubtless less painful than the pangs of death by starvation or exposure. 

However, when we consider the indirect effects of the depression activi- 
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ties and expenditures, the answer is not so clear. The heavy expenditures 
had to be financed by either taxation or borrowing. To the extent that 
taxation was used, high taxes tended to cut into employment-creating 
private spending for consumption or investment as well as unnecessary 
saving. Moreover, some individuals in the higher tax brackets may have 
been rendered unwilling to put capital funds into risky ventures, since 
any gains which they might make would have to be shared with the govern- 
ment while any losses they might suffer would be almost entirely their 
own. To the extent that borrowing (deficit spending) was used to finance 
the governmental expenditures, business confidence may have been affected 
and fears of later higher taxes aroused, with adverse effects on the amount 
of production and employment furnished by private industries and 
businesses. 

Funds for relief or work relief may have been used in some cases for 
political purposes rather than to promote recovery from the depression, 
and the receipt of governmental assistance probably weakened the morale 
of some persons and made them anxious to make a “career” of the 
W.P.A. or to “retire” on relief, rather than to shift for themselves in 
private employment. The laws of 1933 and 1934 may have cleansed and 
purified the issuance of securities and the operation of the security ex- 
changes, but, according to some authorities, they also brought the issuance 
of new corporate securities almost to a standstill and greatly weakened 
the functioning of the security exchanges. Though the activities in behalf 
of labor greatly improved the bargaining power of employed workers, they 
may have made enterprisers less willing than they would otherwise have 
been to undertake production and furnish employment. Direct com- 
petition with private business by governmental enterprises or agencies, 
or even the threat of such competition, and the general attitude of 
hostility toward private industry and business on the part of the federal 
government, may have had similarly detrimental effects. 

Other examples could be given, but those presented above may be 
adequate to suggest that the assumption by the government that the capi- 
talistic system could not handle the situation may have led to govern- 
mental activities which increased the probability that capitalism would 
be unable to operate successfully. It is impossible to know whether our 
economic system as a whole was actually better off by (say) 1940 than it 
would have been if the federal government had not assumed responsibility 
for its operation and for the promotion of recovery in 1933. However, it 
is clear that the degree of recovery from depression which was effected 
under governmental control was disappointing, and that the recovery 
was far from complete at the outbreak of the World War 11. 

Proposed Governmental Activities and Expenditures* In evaluating 
governmental activities and expenditures which are proposed for the post- 
war period, such as the guaranty of full employment, the provision of 
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cradle-to-grave social security, and the underwriting of high minimum 
wages or minimum per capita incomes, it is not enough merely to com- 
pare the gain in satisfactions by the beneficiaries of these policies with 
the loss of satisfaction suffered by the taxpayers. As in the consideration 
of depression activities and expenditures, we must consider the effects on 
private businesses and industries, and on the economy as a whole. If, as 
some people think, an enthusiastic pursuit of the policies in question 
should make it impossible for our economic system to operate in capitalistic 
fashion and transform it into some form of controlled and planned econ- 
omy, we might experience several unpleasant changes. Such changes 
would conceivably include the loss of economic freedom which would 
probably be surrendered in a planned and controlled economy, the pos- 
sible loss of political freedom, the difficulties which might arise because 
of a lack of adequate incentives in the planned economy, and other 
matters which will be discussed in the chapters on collectivism in the 
latter part of the present volume. 

The danger that expanding governmental activities and expenditures 
might lead us in the direction of a planned and controlled economy is far 
from negligible. The public debt of the federal government amounted 
to about 260 billion dollars at the end of 1947. Interest on this debt at 2 
per cent would amount to about 5 billion dollars per year, and this would 
be merely the cost of carrying the debt. If any serious attempt were made 
to pay off the debt gradually, further large expenditures would be neces- 
sary. If the debt were not to be reduced in this fashion, it would have to 
be refinanced sooner or later and probably at higher rates of interest, 
which would have much the same effect on federal expenditures. Some 
persons who are relatively unconcerned about the size of the national 
debt seem to think that there is a limitless market for government bonds 
in this country at an interest rate of about 2 per cent; but we may doubt 
that this would be the case in peacetime and in a free market. 

According to most pronouncements on the subject, our military and 
naval establishments, and the armed forces in general, will have to be 
maintained at a high level for some years to come, to protect us from 
unknown or unmentionable dangers and to enable us to play our part 
in international organizations for keeping the peace. The cost will surely 
run into several billions of dollars annually. We shall have other large 
expenditures for pensions, hospitalization, medical care, education, train- 
ing, rehabilitation, and other ■ projects undertaken for the benefit of 
veterans of World War II. Then we must add some billions of dollars for 
the operation of ordinary departments of government, others for an en- 
larged program of social security, and possibly still others for a federal 
guaranty of employment if full employment does not come about naturally. 
Some estimates of governmental expenditures for maintaining employ- 
ment are as high as 10 or 15 billion dollars in some years~or even year 
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after year if there should be a chronic shortage of private spending for 
consumption and investment. 

Just how large the annual expenditures of the federal government 
would be on the basis of these projects, and others which have been 
proposed, is uncertain, but most estimates call for federal expenditures 
far larger than those to which we have been accustomed in peacetime. 
Some persons are thinking in terms of only 18 or 20 billion dollars per 
year, but it is more likely that federal expenditures may run to 30, 35, or 
even 40 billions annually. Indeed, federal expenditures for the peace- 
time fiscal year 1947 amounted to more than 42i/2 billion dollars. 
Whatever the annual amount might be, the large expenditures of 
the federal government in the post-war period would have to be financed 
by means of taxation if we did not wish to add steadily to the already 
overgrown federal debt. This would call for the continuation of very 
high levels of taxation, possibly not far removed from those which pre- 
vailed during the latter years of World War II. 

The point we have been trying to make is that our economic system 
probably could not operate in capitalistic fashion in peacetime if the 
government should find it necessary to take a very large part of the 
earnings or “profits’" of business enterprises of all types through taxation, 
while leaving these same enterprises to bear unassisted the greater part 
of any losses which they might encounter. Moreover, such a situation 
would be most unfavorable for the expansion of the economy and the 
foundation of new enterprises on the basis of private capital. And this 
discussion of public finance ignores the important direct question of 
whether the government could maintain full employment, a high and 
controlled level of wages, and a complete system of social security in any 
case without assuming full control over the operation of the economic 
system as a whole. 

PUBLIC BORROWING AND THE PUBLIC DEBT 

The Growth of the Public Debt. The expenditures for carrying on 
governmental activities should ordinarily be made out of current revenues 
from taxation and other sources. In many years, however, all of our govern- 
ment units find it impossible to secure sufficient current revenue to meet 
their expenditures, and depend upon public borrowing to meet the deficit. 
Although the debts of state and local governments are also of significance, 
we shall center our attention upon the public debt of our federal gov- 
ernment. This debt reached |26,5 97, 000,000 after World War I, but by 
1930 it had been reduced to 116,026,000,000.'^ Since 1930, the federal 
government has had a large deficit every year and its debt has been 
mounting rapidly. It reached 140,440,000, 000 in 1939, after nine years of 

7 Daily Statement of the United States Treasury, June 30, 1941. 
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deficit financing of depression activities. Then, with heavy national de- 
fense and war expenditures added to an already unbalanced budget, the 
debt grew rapidly to $136,696, 000,000 in 1943, $201,003,000,000 in 1944, 
$258,682,000,000 in 1945, and $269,422,000,000 in 1946, as is shown in 
Table 51. The 1946 figure amounted to $1925 per capita. 

Table 51. Expenditures, Revenues, Deficits, and Public Debt 
OF the Federal Government, Fiscal Years 1931-47 

(Source: Board of Governors of the Federal Reserve System, Banking and Monetary Statistics ^ 
pp. 509, 510, 513; Federal Reserve Bulletin^ September, 1946, pp. 1047—1949, and Novem- 
ber, 1947, pp. 1401-1405) 


Year 

Expenditures 
(in millions) 

Revenues 
(in millions) 

Deficits 
(in millions) 

Public Debt 
(in millions) 

1931 

S 3,652 

$ 3,190 

$ 462 

$ 16,801 

1932 

4,535 

2,006 

2,529 

19,487 

1933 

, 3,864 

2,080 

1,784 

22,610 

1934 

6,011 

3,116 

2,896 

27,053 

1935 

7,010 

3,800 

3,210 

28,701 

1936 

8,666 

4,116 

4,550 

33,779 

1937 

8,177 

5,029 

3,148 

36,425 

1938 

7,239 

5,855 

1,384 

37,165 

1939 

8,707 

5,165 

3,542 

40,440 

1940 

8,998 i 

5,387 

3,611 

42,968 

1941 

12,711 ! 

7,607 

5,104 

48,961 

1942 

32,397 i 

12,799 

19,598 

72,422 

1943 

78,179 1 

22,282 

55,897 

136,696 

1944 1 

93,744 

44,149 

49,595 

201,003 

1945 

100,405 

46,457 

53,948 

258,682 

1946 

65,019 

43,038 

21,981 

269,422 

1947 

42,505 

43,259 

754^* 

258,286 


‘^Surplus. 


Inflationary Dangers of Public Borrowing and an Increasing Public 
Debt. There can be no sound objection to governmental borrowing to 
meet an emergency, when revenues fall short. If a national emergency 
requires expenditures in excess of collectible revenues, the federal govern- 
ment would be foolish not to permit its budget to become unbalanced. 
When a man needs a surgical operation, he does not hesitate to call in the 
surgeon merely because the cost would unbalance his budget for that year. 
On the other hand, though the use of sulfa drugs may be indicated for 
pneumonia, they would scarcely prove beneficial as a steady diet. Continu- 
ing deficits of many billions of dollars per year may lead to the destruction 
of the government’s credit. If the public debt grows so large that full 
payment of interest and repayment of principal become improbable, the 
government may eventually be unable to borrow from its people. If it is 
then unable or unwilling to decrease expenditures or increase ordinary 
revenues, it may resort to printing paper money with which to pay its 
bills. These inflationary tactics on the part of a government usually lead 
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to an economic breakdown from which a country may not completely 
recover for many years. 

In World War II our federal government did not resort to printing 
paper money in order to pay its bills, but it did something not very 
different. Anxious to make total expenditures far in excess of the sums 
which it was thought possible or feasible to collect in taxes or obtain 
through direct sales of bonds to the people, the government resorted to 
sales of bonds to the banks in order to obtain the necessary funds. The 
banks paid for these bonds by creating demand deposits for the govern- 
ment to spend. In this way the government obtained large sums of pur- 
chasing power without reducing the funds available for civilian spending, 
and the total of government and civilian jaurchasing power became much 
larger than necessary to take off the market at stable prices all the com- 
modities and services the economy could produce. The situation which 
was created was about as inflationary as though paper money had been 
printed to finance governmental expenditures, except that the people 
apparently are not driven into as great a panic by the creation of demand 
deposits as by the printing of paper money. A tremendous inflation of 
prices was avoided during the war period by resorting to direct price 
control, production control, rationing, and other devices, but these meas- 
ures merely postponed the problem and did not eliminate it. 

The Future Burden of the Public Debt. Another objection to our 
rapidly growing public debt runs to the effect that we shall be passing 
on to our children and grandchildren a staggering burden of debt which 
they will have to pay, to their own great detriment. This contention is 
difficult to evaluate. Clearly, in the sense of real income, future genera- 
tions may not suffer from a large public debt incurred now. If the govern- 
ment borrows to buy wheat to feed its starving people, the wheat is 
taken not from the crops of thirty or fifty years hence, but from present 
supplies. If the government uses borrowed funds to induce farmers to 
plow cotton under, current crops (and not those which our children will 
harvest) are reduced. When the government spends billions of borrowed 
dollars for war goods, it causes a shortage of consumers' goods here and 
now, rather than in the more or less indefinite future. 

What really happens when a government borrows directly from its 
people is that they are induced to turn over to it a part of their current 
money income. With these funds, the government is able to secure a 
larger share of our present national real income than it could otherwise 
obtain, and private individuals must get along with a smaller share than 
they would otherwise have. In the sense of real income, then, the cost 
of public borrowing is borne now in the form of a smaller real income 
for private purposes than would otherwise be available. And the effect 
may be much the same when the government borrows from the banks. 
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instead of directly from the people, provided ways can be found to sterilize 
part of the large money incomes which remain in the hands of private 
individuals. 

From the financial point of view, it is certainly true that the government 
will have to collect taxes in the future in order to pay interest on its 
obligations, and possibly to pay part of the principal, but at the same 
time these amounts will be paid to the owners of the government bonds 
which represent our public debt. If the people who own the bonds also 
pay the taxes, even private individuals may '‘break even’' on the process. 
But whether certain individuals gain, lose, or break even, it is clear that 
the nation as a whole, in paying off the public debt, merely transfers money 
from one pocket to another so long as the entire debt is held within the 
country. Such transfers, it is said, should not be very harmful. 

On the basis of these and other arguments, some writers are inclined to 
scoff at the idea that our large public debt will give us trouble in the 
future. The size of the debt is a matter of small importance, since “we owe 
it to ourselves.” While individual bondholders will need to be paid off 
from time to time, the principal sum of the debt as a whole will never have 
to be paid and our only concern should be the size of the interest pay- 
ments in relation to our national income. Indeed, some writers consider 
it desirable to have a continually growing public debt, on the ground that 
large governmental expenditures in excess of current revenues will insure 
the existence annually of a total sum of purchasing power in the country 
large enough to take off the market all the commodities and services which 
the economy can produce at full employment. If we can keep the national 
income constantly growing in this way, even a total of interest pay- 
ments which steadily increases in absolute size will not be a very severe 
burden. 

In our opinion, however, a light-hearted attitude toward the future 
burden of the public debt is far from completely justified. When taxes 
are collected to pay interest on the debt or to repay principal, they 
may be so large in amount or be collected in such ways as to hamper and 
restrain production and employment and impair the effectiveness of our 
productive facilities. Indeed, these taxes may contribute significantly to a 
total burden of taxation which is so heavy that our economic system can- 
not support it and still operate in capitalistic fashion. Increases in the 
total of fixed income payments in the economy, such as interest payments 
on government bonds, tend to concentrate the risks of the system on those 
relatively few incomes which are drawn from the operation of business 
enterprises and the investment of venture capital. It has been estimated 
that the annual interest on a federal debt of $300,000,000,000 would exceed 
the total of interest on private debts plus rents in a full-employment 
national income, and would equal one-fourth of the total business 
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income (dividends, plus income of unincorporated businesses, plus agri- 
cultural income).® 

With our banks and other financial institutions loaded with govern- 
ment bonds, a general rise in interest rates which would cause government 
bonds (with their low fixed rates of interest) to depreciate sharply in 
value would be a matter of serious concern. Finally, the political implica- 
tions of having a large class of persons dependent upon interest on 
government bonds for a considerable part of their income may be any- 
thing but favorable. The size of the public debt may be a matter of con- 
siderable importance in the future, even though we do “owe it to our- 
selves.” 

THE CONTROL OF PUBLIC EXPENDITURES 

In reaching a conclusion as to the proper extent of governmental func- 
tions and expenditures, the first matter to be decided is whether we want 
our economic system to operate in capitalistic fashion in the future. 
If we do not, there are no limits on governmental functions and expendi- 
tures. If we do, then governmental expenditures should be held down to 
a modest size in relation to the national income in ordinary years, the 
expenditures should be paid for out of taxation, and an effort should 
be made to reduce the public debt gradually. Moreover, we should bear 
in mind continually the direct relationship which exists between the 
functions of government and the cost of government. 

The Need for a Changed Public Attitude. Our extravagance in hand- 
ling public funds in the past may be traced in large part to the desire 
of individuals to get a full share of the seemingly inexhaustible store of 
wealth in the public treasury. Inefficiency and corruption in govern- 
ment flourish when the public attitude is one of indifference, if not con- 
donation. It is necessary that the people be made to understand that there 
is no such thing as “government money” apart from the contributions of 
those individuals who support the government by the payment of taxes, 
fees, and the like. Every expenditure of public funds means inevitably 
a definite burden in the form of taxes, either currently or later. 

When a person is heard to complain about the high taxes exacted by 
the federal government, he should be asked his attitude toward the lead- 
ing activities and expenditures of this government. If he believes that 
these activities and expenditures are necessary and desirable, he should 
be willing to bear his fair share of their cost. Again, it is scarcely reason- 
able or patriotic for one to demand that government funds be spent in 
his district for the erection of a court house or a post office or for the 
widening of a creek unless he expects to contribute in tax payments to 

^ Financing American Prosperity, . New York: Twentieth Century Fund, 1945, pp. 
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a fund that will enable other districts to have similar glorious but often 
quite unnecessary developments. 

Indeed, as we have already pointed out, our legislators are able to 
obtain such appropriations for their districts only by cooperating with 
one another in a give-and-take fashion. Well-paved streets, magnificent 
highways, and ornate school buildings do not spring full-fledged from 
the ground. They can be constructed and maintained only at great ex- 
pense, and this expense sooner or later must be borne by the taxpayers. 
Similarly, if the sight of human beings in want and misery causes a 
person’s heart to bleed, so that he wishes them to be provided for by 
governmental action, he must remember that these functions of govern- 
ment will in the long run cause a drain upon his own purse. Surely a 
saner attitude toward public finance on the part of the people of the 
country will follow an understanding of the relation between taxation and 
public expenditures, and go far toward bringing about efficiency in the 
appropriation and administration of the public funds. 

Efficiency in Government. The nature and extent of the functions 
which the government is to perform having been decided, it is the part 
of wisdom for a people to insure that public expenditures shall not 
exceed those amounts which, with reasonable standards of efficiency, may 
be required to carry on these activities. Carelessness, inefficiency, and cor- 
ruption should not be tolerated. To eliminate such evils, many writers 
on public finance recommend a reform of the budgetary mechanism to 
obtain a closer adjustment of appropriations to needs and to fix responsi- 
bility, changes in the Civil Service Laws to bring a more efficient system 
of governmental employment, provision of security of tenure and more 
adequate salaries in order to attract higher types of employees into the 
government service, and, in general, the introduction of sound business 
methods into the operation of governmental affairs. 


1. Why is it desirable to have certain services provided by governments rather 
than by private agencies? 

2. What are the leading problems in connection with governmental functions 
and expenditures? Explain. 

3. What has been the trend in recent years in the volume of expenditures made 
by the federal government? Explain the nature of the principal items of 
expenditure. 

4. What has been the recent trend in the volume of expenditures made by state 
and local governments in the United States? 

5. Compare the chief functions and expenditures of the federal government 
with those of state and local governments. 

6. What relationship exists between the growth of population and the growth 
of public expenditui’es? Explain. 
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7. ‘'A part of the increase in public expenditures in the United States in the 
twentieth century has been nominal, rather than real/’ What is the significance 
of this statement? 

8. How does inefficiency in the appropriation and administration of public 
funds affect the total of public expenditures? 

9. What is meant by “the popular attitude toward public money”? 

10. How have economic and social changes been responsible for a part of the 
increase in governmental functions and expenditures? 

11. What has been the influence of the growing spirit of humanitarianism upon 
governmental functions and expenditures? Why? 

12. How did the great depression following 1929 affect governmental functions 
and expenditures? Explain. 

13. Comment on the functions performed by the federal government during 
World War II, and those which have been proposed for the post-war period- 

14. How can we reach a decision as to whether given individual functions should 
be performed by government? As to the appropriate total of governmental 
activities and expenditures? 

15. In the light of the proposed test for public expenditures, how would you 
criticize the major items of expenditure of the various governmental units in 
this country in the past? 

16. If, as some writers suggest, it is no less incorrect economically to speak of 
“winning a war” than to talk about “winning an earthquake,” why is it 
that we spend so large a part of our national income for submarines, battle- 
ships, and bombing planes? 

17. Comment on the necessity for the principal depression expenditures of our 
national government during the 1930’s, in the light of the suggested test for 
public expenditures. 

18. Evaluate the activities and expenditures which are proposed for the federal 
government in the post-war period. 

19. “It is important to consider the indirect as well as the direct effects of 
governmental activities and expenditures.” Explain. 

20- Describe the growth of the public debt in recent years. 

21. “There can be no sound objection to financing governmental expenditures 
through public borrowing.” Discuss. 

22. How may heavy public borrowing lead to inflation? Explain. 

23. Is it true that the public debt of the federal government is certain to be 
burdenless in the future because “we owe it to ourselves”? Explain. 

24. To what extent is it true that the burden of the public debt cannot be 
transferred to the citizens of future years? Explain. 

25. “A light-hearted attitude toward the future burden of our large public debt 
is far from completely justified.” Explain. 

26. Why is there need for a changed public attitude toward public functions 
and expenditures? 

27. How should we seek efficiency in the conduct of government? 
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See list of references at the end of Chapter 44. 
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ONCE IT HAS BEEN DECIDED WHAT FUNCTIONS SHALL BE PERFORMED BY 

governmental agencies, there remains the task of determining the method 
or methods of procuring the funds from which the proposed public 
expenditures may be made. At times the national governments have 
deemed it wise to manufacture their own purchasing power. In other 
words, they have printed large issues of inconvertible or “fiat” money 
which they have used in paying for the governmental functions. The 
effect of this additional purchasing power, competing with the money 
already in circulation for the existing supplies of commodities and services, 
has been to deprive the individual citizens of a part of their purchasing 
power just as effectively as if the governments had exacted tribute from 
these citizens in the first place. 

As we noted in the preceding chapter, governments have commonly 
borrowed to obtain funds for public expenditures. This method has been 
used whenever it has appeared undesirable or impossible to obtain 
sufficient funds for current expenditures from current sources of revenue. 
By borrowing, we get government services in the present and pay for them 
on the installment plan over a long period of years. Occasionally certain 
units of government secure small amounts of revenue from the conduct of 
various public service enterprises, but this is not ordinarily an important 
source of public income. 

The Nature of Taxation. The most important source of the funds 
from which public* expenditures are made has been and will doubtless 
continue to be taxation. A tax is “a compulsory contribution from the 
person to the government to defray the expenses incurred in the com- 
mon interest of all, without reference to special benefits conferred/’^ 
In connection with this definition several observations should be made. 
First, a tax is a compulsory contribution in that the amount to be paid 
is decided by the government, as are also the time and methods of pay- 
ment, without regard for the wishes of the individual taxpayer. In the 
second place, there is in taxation no definite quid pro gito; that is, the 
taxpayers are required to contribute to the support of the government 
on some basis other than the amount of benefit or service directly re- 

^E. R. A. Sellginan, in Taxation, York, The Macmillan Company, 9 th, 

ed., 192b p. 432. 
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ceived by them from the government. It often happens that the persons 
called upon to pay the largest taxes are those who are least dependent 
on governmental services and who could best provide for themselves if 
the services in question were not performed by the government. Finally, 
the purpose of a tax is to provide revenue for carrying on various func- 
tions in the interest of the public. In this connection a serious question 
often arises as to whether a tax may properly be made the instrument for 
the accomplishment of some ulterior purpose, such as the reduction of 
existing inequalities of wealth and income. 

The Problem of Taxation. Since all governmental units of the present 
day find it imperative to obtain the greater portion of their revenues 
from taxation, the problem of taxation becomes one of securing these 
necessary revenues in such manner as will, among other things, involve 
the smallest possible expense in collection and administration, interfere 
as little as possible with the conduct of business and economic progress, 
and distribute the burden of supporting the government in as equitable 
a manner as possible. 

GENERAL PRINCIPLES OF TAXATION 

Fiscal Adequacy. Since the purpose of taxation is to provide large 
amounts of revenue for the different units of government, the first and 
most important test of a tax system is whether it will furnish sufficient 
revenue. The satisfaction of this test alone does not insure a perfect 
system of taxation, for many other important considerations must be 
borne in mind; but the inability to meet this test is of itself quite enough 
to make a tax system a failure. It matters little how convenient, economical, 
or simple the system is, or how well it succeeds in distributing the tax 
burden according to the high principles of equity and justice, if it does 
not provide the necessary revenue for' the performance of the functions of 
government. Indeed, in times of great emergency— such, for example, as 
when a war is being waged— other factors are disregarded and the sole 
consideration of the government in passing upon tax rates and methods 
becomes that of fiscal adequacy. 

Economy. As has been said, a tax system is set up in order to obtain 
a certain amount of revenue which is necessary for the performance of 
governmental functions. A sum must be collected from the taxpayers, 
however, which is larger than the amount to be spent by the government 
in question, in order to cover the costs of collecting and administering 
the taxes. Other things being equal, taxes which involve the collection 
of large increments of revenue, with a minimum of complaints and book- 
keeping details to be handled, are preferable to those which necessitate 
the collection of a multitude of small sums and involve great complexity 
of administrative machinery. In the words of Adam Smith, “Every tax 
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ought to be so contrived as both to take out and to keep out o£ the pockets 
of the people as little as possible over and above what it brings into the 
public treasury of the state.” 

However, in connection with the test of economy, as well as %vith that 
of fiscal adequacy, the effects of taxation on the taxpayer and upon busi- 
ness in general must be considered. No tax is fiscally adequate, however 
great the revenue which it produces, and no tax is economical, however 
small its cost of collection and administration, if it is levied in such 
fashion or to such extent as to discourage business activity, curb indi- 
vidual initiative, or check unduly the accumulation of capital. It would 
be possible to devise a very simple system of taxation, the burden of 
which would rest entirely upon large incomes and large accumulations 
of wealth; but while this system might be a marvel of adequacy and 
economy for a time, its long-run results might easily be disastrous be- 
cause of its effects on capital accumulation and business initiative. Almost 
everyone admits the validity of this principle, but there are great differ- 
ences of opinion as to the exact point at which these undesirable effects 
would show themselves if higher and yet higher taxes were assessed on 
large incomes and great stores of wealth. 

Simplicity, Certainty, and Convenience. Simplicity is another desirable 
feature of a tax system. The provisions of our tax laws should not be 
complicated, but should be so worded that they may readily be under- 
stood by those who must pay the taxes as well as those who administer 
the tax laws. It is scarcely likely that any system of taxation could be 
set up which would be understood in all its ramifications by all the 
taxpayers and officials concerned, but it is certain that our present laws 
leave room for a large measure of progress in the direction of simplification. 

A sound tax system will also be characterized by certainty. It is prob- 
able that our economic system could in the long run become adjusted 
to either a high or a low level of taxation with something like equal 
success, but uncertainty seems ever to be productive of undesirable 
results. Witness, for example, the effect of uncertainty as to the pro- 
visions of an impending tariff bill upon business activity in the United 
States! Uncertainty in taxation also provides many opportunities for 
chicanery and corruption in the assessment and collection of taxes. 

Taxes should be collected at such times and in such a manner as will be 
most convenient for the taxpayers. It is not possible, of course, to have 
all taxes marked by convenience of payment, but we retain some taxes, 
such as those on commodities, which are very convenient to pay though 
they fall far short of perfection with regard to some of our other tests. 
In general, convenience of payment is a desirable quality whenever it 
can be obtained. 

Elasticity. Writers on the subject of money and banking are in gen- 
eral agreement that one of the principal defects of our money and credit 
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system prior to 1913 was its inelasticity. The quantity of money and 
credit could not be enlarged sufficiently to meet the emergency needs of 
business, and recurrent periods of monetary stringency and even financial 
panics resulted. Inelasticity is a serious defect in a system of taxation also, 
for it means that the revenue received from the taxes in operation cannot 
be expanded to meet the larger needs which may be experienced from time 
to time. Consequently, if the tax system lacks elasticity, there are likely 
to be frequent deficits and a dependence on borrowing to secure the 
funds with which to meet current obligations. 

Equity. A final requisite for a sound tax system is that it shall be 
equitable. Once it is ascertained that a given system of taxation is likely 
to provide an adequate amount of revenue, the next most important 
consideration is to have the tax burden distributed among the taxpayers 
in an equitable manner. This consideration becomes increasingly sig- 
nificant as the size of the aggregate volume of taxation increases. Years 
ago, when public expenditures were relatively slight and the total burden 
of taxation was not heavy, almost any system was likely to be reasonably 
fair. This would not be true at the present time. In view of the importance 
of the principle of equity, it will be well to inquire further into its mean- 
ing as applied to a system of taxation. 

The Benefit Theory of Taxation. Many persons have held in the past 
that a tax should not be defined as we have defined it, but should be con- 
sidered a payment to the government because of, and in proportion to, 
benefits received from it. Thus a person who benefited greatly at the hands 
of the government would be expected to pay a large sum in taxes, while 
one who derived but slight satisfaction from services rendered by it would 
not be asked to give any considerable portion of his income to its support. 
However, though the benefit principle seems very just in theory, it has 
been largely abandoned because of the apparent impossibility of applying 
it in practice. In the first place, it is not possible to determine exactly 
how much benefit each citizen receives from the government. Here we are 
dealing with the matter of individual satisfactions, which cannot be 
accurately appraised except by each for himself. In the second place, even 
if benefits could be correctly estimated, we might find that the persons 
receiving the largest benefits from the services rendered by the different 
governmental units were the very ones who were least able to spare any 
great amount in taxes to pay the costs of such services. On the other hand, 
as we have already said, those with very large means might well be able 
to provide for themselves many services now rendered by the various 
governmental units. Thus they would be less dependent than the poor 
upon these services, and could not be called upon to make any large con- 
tributions to the government on the basis of the benefit principle. 

The Principle of Ability to Pay. Most economists and writers on 
public finance at the present time have gone over to the principle of 
ability to pay, which holds that each individual should be taxed, for 
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the most part, according to his ability to make contributions to the sup- 
port of the state, without regard to the amount of benefit he may derive 
from the activities of the government. This principle seems on the surface 
to be admirably simple, but its interpretation is extremely difficult. What, 
for example, shall be the test of ability to pay? The answer to this ques- 
tion used to be that the possession of property was a clear indication of 
ability to pay taxes, and it was decided that any man who was fortunate 
enough to own great quantities of wealth should be required to contribute 
large amounts to the governmental treasuries. As time went on, economists 
came to suspect that some modification of this answer was necessary, for 
many individuals were receiving large incomes annually but were escaping 
the tax-gatherer altogether under the prevailing system of general property 
taxes. 

Income as an Indicator of Ability to Pay Taxes. It may be said that 
today the greatest emphasis is placed upon income as a test of ability to 
pay, although property is by no means completely disregarded in this con- 
nection. This does not mean, however, that it is necessary merely to dis- 
cover the amount of a person’s income in order to pass judgment on his 
ability to pay taxes. Many other matters must be borne in mind, such as 
whether the income in question is “earned” or is derived from invest- 
ments, whether it contains any elements such as the return on diminishing 
assets, whether it represents any surplus over and above the returns neces- 
sary to induce the individual to continue to perform his services or lend 
his capital, and, finally, the length of time over which the income is 
received. 

Proportion vs. Progression. Probably the most important question in 
connection with the principle of ability to pay relates to the way this 
ability increases as income increases. In other words, as a man’s net tax- 
able income increases, does his ability to pay taxes increase exactly in 
proportion to this increase, or more or less slowly? If A has a net taxable 
income of $10,000, while that of B is $5000, is A able to pay exactly twice 
as much in taxes as B, more than twice as much, or less than twice as much, 
supposing the considerations mentioned in the preceding paragraph to 
be the same for both individuals? These are questions that can be answered 
only after a further examination of the meaning of the principle of 
ability to pay. If we decide that A’s ability to pay is exactly twice as great 
as B’s, then taxation should be proportional— that is, the same rate should 
apply to both individuals— and at this rate A’s contribution will be double 
that of B. If A has less than twice the ability of B to pay taxes, the rates 
of taxation should be regressive, that is, a lower rate should apply to the 
larger income than to the smaller. Finally, if A’s ability to pay taxes is 
more than double that of B, the rates of taxation should be progressive, 
that is, the greater the income the higher the rate of taxation which is 
applicable to it. 

The advocates of progress taxation base their arguments in large 
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measure on the theory that the satisfaction to be derived from the ex- 
penditure of a unit of money income diminishes as the total income of 
the spender increases. A certain amount of income is necessary as a mini- 
mum for subsistence, and does not represent ability to pay in the true 
sense of the term. The first increments of income above this minimum 
amount are used by the individual to satisfy urgent wants, while further 
and yet further additions to income will be used to satisfy less and still 
less important wants. It follows that, unless we are dealing with individuals 
who choose to satisfy their less pressing desires before attending to those 
which are more urgent, diminishing satisfaction is experienced in the 
expenditure of successive increments of income. Thus, it is held that the 
man with an income of a million dollars a year is not losing nearly so 
much satisfaction when compelled to give up one hundred thousand 
dollars in taxes as is the man with ten thousand a year when he con- 
tributes a thousand dollars to the support of the government, although 
it is clear that the rate is the same in these two instances. It may seem 
equitable, then, for the recipients of large net taxable incomes to pay 
taxes at higher rates than those applied to men receiving smaller incomes, 
which means, of course, the use of progressive rates of taxation. 

Since there is no way to make accurate direct comparisons of utilities 
or satisfactions between different individuals, and since it is by no means 
certain that all individuals have equal capacities for experiencing satis- 
factions, it is impossible to prove that this analysis in support of progres- 
sive taxation is sound. However, most students of public finance are 
satisfied that progressive rates of taxation should be used wherever they 
can be successfully applied—which means for all practical purposes in 
the taxation of incomes and inheritances. It should be apparent that a 
progressive tax upon a commodity, say cigarettes, which would mean a 
high tax if the purchaser were rich and a low tax if he were poor, would 
not be practicable. Once it is decided that taxes should be progressive 
where possible, there remains the problem of deciding how progressive 
they should be, and here we must consider the indirect as well as the 
direct effects of taxation. That is to say, taxes might be made so highly 
progressive that they would discourage business activity, curb individual 
initiative, and check unduly the accumulation of capital. 

The Incidence of Taxation. In deciding whether a particular tax 
system is equitable, it is of vital importance to know who ultimately 
bears the burden of the various taxes levied. It has long been customary 
to divide taxes into two classes, direct and indirect. Direct taxes are those 
which are collected at the outset from the persons upon whom it is in- 
tended that the burden shall fall, such as a tax on the rent of land. 
Indirect taxes zte those collected from one group of individuals with the 
expectation that the burden will be shifted by them to a different group. 
The classification of taxes into direct and indirect groups has proved to be 
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unfortunate. In some cases, we find so-called direct taxes being passed on, 
in part at least, to others than those from whom the tax was originally 
collected, while at other times so-called indirect taxes have not been 
shifted, but have remained a burden upon those who paid them in the 
first place. Wholly apart from any classification; however, the problem 
of the ‘Incidence,” or ultimate burden, of taxation is extremely important. 

The study of the shifting and incidence of taxation is a branch of the 
study of value. To know whether a tax on a given commodity is likely 
to be shifted, it is necessary to ascertain whether the conditions of pro- 
duction and sale for that commodity make it possible for its price to be 
raised so as to pass the amount of the tax on to the consumers, or for 
the tax burden to be passed backward to the suppliers of certain produc- 
tive agents in the form of lower prices. If the tax in question is levied on 
some agent of production, such as land or capital, it is necessary to make 
a similar investigation into the conditions which determine the price of 
that agent of production, in order to discover whether the tax can or 
cannot be shifted. 

Table 52. Sources of Federal Revenue, Fiscal Years 1945 and 1946 


(Sources: Federal Reserve Bulletin. September, 1946, p. 1049. The Economic Almanac for 7945— 
47, pp. 290, 291.) 


Source of Revenue 

Amount 
Received 
in 1945 
(in millions) 

Per Cent of 
Total 
Revenue 
1945 

Amount 
Received 
in 1 946 
(in millions) 

Per Cent of 
Total 
Revenue 
1946 

Personal income tax 

$19,034 

39.9 

$18,705 

42.3 

Corporation income tax 

4,880 

10.2 

4,640 

10.5 

Excess profits taxes 

11,148 

23.3 1 

7,913 

17.9 

Capital stock tax 

372 

0.8 1 

352 

0.8 

Payroll taxes 

1,793 

3.8 

1,714 

3.9 

Estate and gift taxes 

643 

1.3 

677 

1.5 

Excise taxes i 

5,945 

12.5 

6,684 

15.1 

Customs duties 

355 

0.7 

435 

1.0 

Non-tax revenue 

3,570 

7.5 

3,119 

7.0 

Total revenue 

Total net revenue® 

$47,740 

$46,457 

i 

100.0 : 

$44,239 

$43,038 

100.0 


“ Total revenue less social security employment taxes, which are appropriated directly 
to the Federal old age and survivors insurance trust fund. •. 


;THE FEDERAL REVENUE SYSTEM 

As may be seen in Table 52, the federal government had a total revenue 
of 144,239^000,000 in the fiscal year 1946, and a total net revenue of 
143,038,000,000. Comparable figures for 1945 were $47,740,000,000 and 
$46,457,000,000. Of the total revenue in 1946, the personal income tax 
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yielded 42.3 per cent; all corporation taxes, 29.2 per cent; payroll taxes, 
3.9 per cent; estate and gift taxes, 1.5 per cent; excise taxes, 15.1 per cent; 
customs duties, 1.0 per cent; and non-tax sources, 7.0 per cent. These 
figures may be compared with those for 1945, when the personal income 
tax yielded 39.9 per cent; corporation taxes, 34.3 per cent; payroll taxes, 
3.8 per cent; estate and gift taxes, 1.3 per cent; excise taxes, 12.5 per cent; 
customs duties, 0.7 of 1 per cent; and non-tax sources, 7.5 per cent. (The 
total net revenue of the federal government in the fiscal year 1947 
amounted to $43,259,000,000, including $19,343,000,000 from individual 
income taxes, $9,676,000,000 from corporation taxes, $779,000,000 from 
estate and gift taxes, and $7,285,000,000 from excise taxes.) We shall now 
turn to an examination of these several types of taxes. 

The Personal Income Tax. The taxation of personal incomes was the 
most important source of federal revenue in 1946. In applying the tax, 
after the deduction from gross income of the necessary expenses of acquir- 
ing it and a number of other allowable deductions, the individual tax- 
payer was allowed an exemption of $500 for himself and $500 for each 
dependent. The rest of the taxpayer’s income was subject to a normal 
tax of 3 per cent, and to surtaxes beginning at 17 per cent on the first 
$2000 of eligible income and running up to 88 per cent on all such 
income in excess of $200,000. However, the taxpayer’s actual tax liability 
was limited to 95 per cent of his total tax as computed on this basis, and 
to 85,5 per cent of his net income. 

In 1946, normal taxes and surtaxes on wages and salaries of $5000 or less 
were being withheld by employers and paid directly to the government. 
Individuals with incomes of more than $5000 from wages and salaries, or 
with incomes of more than $100 from other sources (providing the total 
income was at least $500), had to file an estimate, by March 15, of their 
total tax liability, the amount of tax which would be withheld from them, 
and their net tax liability to the government. One-fourth of the latter sum 
had to be paid at once, and the remainder in three installments on June 
15 and September 15, 1946, and January 15, 1947. Then, by March 15, 
1947, all payers of the personal income tax had to file a final return, 
adjusting their' actual tax liability to the payments which had been made 
during the year by withholding or otherwise. 

Merits of the Personal Income Tax, The personal income tax is 
generally considered to be a good tax. It falls directly on income, from 
which all taxes must come eventually, if sometimes indirectly; and income 
is the most widely accepted’ indicator of ability to pay. The tax usually 
yields a large revenue but, being based on realized income, the receipts 
are likely to decline sharply in times of business depression when the 
government needs especially large revenues. The tax lends itself readily 
to progressive rates, which are usually thought necessary to the applica- 
tion of the principle of ability to pay. It is certain as to time and manner 
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o£ payment, but is only moderately satisfactory from the point o£ view of 
economy in collection. Finally, because of the progressive rates of the 
personal income tax, the collection of a given amount of revenue by means 
of this tax tends to inhibit consumption expenditures to a lesser extent 
than would the collection of the same amount of revenue by means of 
excise or payroll taxes, which bear directly on income destined for con- 
sumption. 

Defects of the Personal Income Tax. Although repeated attempts have 
been made to simplify income tax procedure for the small taxpayers, the 
personal income tax law remains complicated, and a person of consider- 
able income often needs legal advice in arriving at the amount of tax he 
must pay. Except for the withholding of the tax on wages or salaries of 
$5000 or less, the method of assessment is by the taxpayer's declaration of 
his income, expenses, and deductions, supplemented by information (fur^ 
nished by employers and others who make the payments) as to amounts 
paid in salary, interest, or other types of income. This method of assess^ 
ment requires a high degree of administrative efficiency if the tax is not 
to be merely a tax on honesty and to lead to widespread evasion. 

It is difficult to define income for purposes of taxation, and our laws 
do little more in this respect than to enumerate various taxable and non- 
taxable items. Under the law, as now interpreted, some peculiar situations 
arise. For example, a farmer need not count as taxable income the food 
and shelter provided by his farm, but no similar privilege is accorded 
those who must buy their food and shelter with money income. A house 
owner who occupies his house need not count as taxable income the 
shelter he enjoys, but if he rents the house to another the rental that he 
receives is taxable. If a man is buying a house through payments over a 
long period of time, the interest that he pays on his indebtedness is 
deductible from income for tax purposes, but he has no such deduction if 
he buys the house outright for cash. If the individual owns a corporate 
bond, the interest received is subject to the income tax, but the same 
thing is not true if he owns a ‘hax-exempt" bond issued by some govern- 
mental unit in the past. 

Another difficulty in connection with the personal income tax is found 
in the treatment of capital gains derived from the sale or exchange of 
assets. If a taxpayer’s surtax net income is less than $18,000, net long-term 
capital gains must be included in ordinary income, and will be subject 
to a combined normal tax and surtax of from 20 to 50 per cent (under 
the law in effect in 1946). However, since only 50 per cent of long-term 
capital gains need be counted as income, the effective rate of taxation 
for these gains is from 10 to 25 per cent. If the taxpayer’s surtax net 
income is $18,000 or more, he is allowed to pay a fiat tax of 50 per cent 
on the net long-term capital gain reported, but the amount reported as 
income is only 50 per cent of the actual gain, so that the effective rate -of 
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taxation is 25 per cent. Thus, long-term capital gains are never subject 
to an effective rate of taxation higher than 25 per cent, and the rate may 
be substantially lower. 

This preferential treatment of capital gains interferes considerably 
with the progressiveness of the personal income tax, for capital gains are 
likely to constitute a larger part of the total income in the higher than 
in the lower surtax brackets. Moreover, it is sometimes possible to con- 
vert other types of income into capital gains in order to avoid paying 
high surtax rates. If, for example, one is selling, at a profit, a capital asset 
that is to be paid for on the installment plan, with interest to be paid 
by the buyer, it may be better to add the total amount of the interest to 
the price of the asset (so that it will appear as a capital gain) than to have 
interest as such paid with each installment of the principal. The reason 
is, of course, that interest as such is subject to the full normal tax and 
surtax, whereas the effective rate of taxation applicable to long-term 
capital gains cannot exceed 25 per cent. Finally, the preferential treat- 
ment of capital gains applies to gains from purely financial speculation 
and other sources, as well as to those which often form an important part 
of the profits from new ventures in business or industry. 

The most serious defect of the personal income tax, under the present 
highly progressive rates, is its effect in discouraging enterprise and per- 
sonal initiative. In combination with taxes on corporate income, it im- 
poses heavy double taxation on income derived from corporate ownership. 
By itself, it discourages self-employment by individuals and the founding 
of unincorporated enterprises. The income from business ownership is 
always uncertain, and this is especially true of the income from new 
ventures; yet the personal income tax takes a considerable part of any 
net income received, and it permits only a relatively meager offset for 
losses. The tax is especially restrictive for individuals who already have 
large incomes. Why should the movie star undertake another picture this 
year if all the additional income derived from it will be subject to an 
88 per cent tax, and why should the well-to-do individual undertake a 
new and risky business venture under the same circumstances? 

The Incidence of the Personal Income Tax. The usual conclusion 
with regard to the incidence of the personal income tax is that its burden 
remains on those who pay it and that it cannot be shifted. It is argued 
that there is nothing about the income tax that enables individuals or 
companies to raise the prices of the goods they are selling, or makes the 
personal services or the capital furnished by individuals command a 
higher return. Consequently, it is said, all efforts to pass personal income 
taxes on to others are doomed to failure. This is undoubtedly a sound 
conclusion so far as the individual taxpayer is concerned. However, in 
the long run, if enough people were discouraged from undertaking 
business ventures or entering high-paying occupations, those who still 
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did these things might obtain large enough incomes so that, after paying 
the tax, they would have as much income left as they would have had 
in a previous situation in which the tax had not yet been imposed. 

Taxes on Corporations. The corporation income tax produced 10.5 
per cent of the total federal revenues in 1946. The normal tax rate was 
24 per cent for corporations with net incomes in excess of $25,000, and 
15 to 19 per cent for corporations with smaller net incomes.- The surtax 
was 14 per cent for corporations with net incomes in excess of $50,000. 
Corporations with net incomes between $25,000 and $50,000 paid 6 per 
cent surtax on the first $25,000 and 22 per cent on the balance, and cor- 
porations with a net income of less than $25,000 paid a straight 6 per cent 
surtax. 

Excess profits taxes produced 17.9 per cent of the total federal revenues 
in 1946. Most of this revenue was yielded by the excess profits tax applied 
in 1940 (sometimes called the “main’' excess profits tax to distinguish it 
from the “declared value” excess profits tax). For the purposes of this 
tax, each corporation received a flat exemption of $10,000, plus a further 
credit computed by either of two methods— net income or invested capital. 
By the net income method, the credit amounted to 95 per cent of the 
average net income of the corporation in the period 1936-59, plus 8 per 
cent of net capital additions or minus 6 per cent of net capital reductions. 
By the invested capital method, the credit was 8 per cent of invested 
capital up to 5 million dollars and 7 per cent of invested capital over 5 
million dollars. After the deduction of the exemption and the credit, 
each corporation (unless specifically exempted by law) paid the excess 
profits tax on the remainder of its income at the rate of 95 per cent, 
subject to a refund of 10 per cent of the tax later on. The main excess 
profits tax was repealed by the Revenue Act of 1945, effective January 1, 
1946, but continued to yield revenue in the fiscal year 1946. 

In addition to the corporation taxes already described, the capital stocl< 
tax and declared value excess profits tax produced small amounts of 
revenue in 1946. These taxes had been paired as complementary taxes 
since 1933. The rate of the capital stock tax was $1.25 per $1000 of the 
declared value of each corporation’s capital stock. Having declared a total 
value for its capital stock, a corporation could earn 10 per cent on this 
value without paying any declared value excess profits tax. However, it 
had to pay 6.6 per cent on net earnings of 10 to 15 per cent, and 13.2 per 
cent on -net income in excess of 15 per cent, of the total declared value 
of its capital stock. The capital stock and declared value excess profits 
taxes yielded some income in the fiscal year 1946, but were repealed by 
the Revenue Act of 1945, effective January 1, 1946. Under these various 
taxes on corporations, as described, it would seem that a corporation 

2 Excess profits taxes were deductible in determining inco'me subject to the normal 
tax.'' '■ 
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might have had to pay more than 100 per cent of its net income in taxes 
to the federal government, but such disasters were forestalled by a general 
proviso that all corporate taxes together must not take over 80 per cent 
of any corporation’s net income. 

Evaluation of Taxes on Corporate Income. The corporation income 
tax has usually been a good revenue producer although, like the personal 
income tax, its yield diminishes greatly in poor business years. This tax 
is not open to some of the objections urged against the personal income 
tax, though in the case of both it is difficult to decide what constitutes net 
income. Excess profits taxes also amount to very little in years when the 
level of economic activity is low or moderate, but they produce large 
amounts of revenue in prosperous years, and especially in wartime, when 
they are useful in preventing war profiteering. Excess profits taxes are 
often complicated, for it is very difficult to make them both fair and simple. 
They often give rise to extensive litigation and impose a severe test on 
the federal administrative machinery. 

The various taxes on corporate incomes, considered together, are sub- 
ject to certain criticisms, noteworthy among which is the suggestion that 
they do not conform to the principle of ability to pay. Many people con- 
tend that a corporation has no ability to pay taxes apart from the ability 
of its stockholders to pay. If this is true, we must note that the size of 
a corporation’s net income has no necessary relationship to its stockholders’ 
ability to pay taxes. One corporation with a moderate net income may 
distribute it in large amounts to its few (and possibly well-to-do) stock- 
holders, while another with a huge net income may pay this income in 
small driblets to its hundreds of thousands of small stockholders. In such 
a case, a small tax on the former corporation’s income and a heavy tax 
on the latter’s will not cause the respective stockholders to give up income 
in accordance with the principle of ability to pay. 

It is also commonly held that taxes on corporate income, in combina- 
tion with the personal income tax, lead to double taxation of the same 
income. When the corporation receives net income, it pays the corporation 
income taxes, and any other levies on corporate income which may be in 
effect at the time, and then pays dividends to the stockholders. The 
dividends then become personal income to the stockholders and are sub- 
ject to both the normal personal income tax and the surtax, if the 
stockholders’ incomes are sufficiently large. This is unquestionably double 
taxation and it penalizes severely the income drawn from corporate 
ownership as compared with other types of personal income. This criticism 
still applies, though with somewhat reduced force, now that the excess 
profits taxes have been abolished. 

The Incidence of Taxes on Corporate Income. The above argument 
concerning double taxation assumes that taxes on corporate income cannot 
be shifted forward to consumers of corporate products or backward to 
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the owners of productive agents used by corporations, but remain as a 
burden on the corporation and its owners. This assumption is probably 
valid for most practical purposes, since the taxes in question fall on the 
net income realized from business operations in a given period and do not 
affect directly the marginal costs of the firms or give them any direct 
ability to raise prices. If any shifting of the tax occurred, it would be over 
long periods of time and in industries made up largely of corporations and 
not severely regulated by the government. The process wnuld involve 
the lowering of the attractiveness of investments in corporate enterprises 
and reducing investment, with the result that surviving corporate firms 
could get higher prices and possibly as much net income as before the 
heavy taxes were applied. Any shifting that occurred in the long run 
would not, of course, alter the fact that double taxation had existed in 
the meantime. 

Payroll Taxes. In 1946, payroll taxes produced 3.9 per cent of the 
total revenue of the federal government. These taxes are collected for 
the accumulation of reserves required under the Social Security and 
Railroad Retirement Acts. The taxes levied under the Social Security 
Act have been described in Chapters 25 and 26. Considering payroll taxes 
from the point of view of public finance, we suggest that those which fall 
on the employees operate as a crude sort of income tax, for all employees 
who come under the Act pay the same percentage of their wages. The 
taxes paid in the first instance by the employers will tend to be shifted 
to either the workers or the consumers, and will be regressive in operation. 
It would probably be better, from the point of view of equity, to support 
the various old age and unemployment projects out of general revenues, 
but the tax-consciousness promoted by payroll taxes may be desirable. 

Estate and Gift Taxes. The combination of estate and gift taxes pro- 
duced only 1.5 per cent of the total federal revenues in 1946. The estate 
tax is applied to estates as a whole rather than to shares received by in- 
dividual heirs. The first $60,000 of an estate is exempt, and the tax rates 
in 1945 ranged from 3 per cent on the parts of estates which barely 
exceeded the exemption, to 77 per cent on the parts of estates in excess 
of $10,000,000. Credit was given against the federal estate tax for 80 
per cent of any amount which was paid in taxes under state inheritance 
tax laws. The gift tax, which is necessary to prevent evasion of the estate 
tax through transfers of wealth between living individuals, had rates 
three-fourths as great as the estate tax rates. 

The estate and gift taxes can be relied upon to produce a fair amount 
of revenue, but they are not a good source of increased revenue if the in- 
crease must be made available suddenly. The estate tax unquestionably 
accords with the principle of ability to pay. Inherited wealth is purely a 
surplus return to the heir, and is entirely unearned by him. The greater 
the amount that society permits to be passed on through inheritance, the 
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greater is the share which society may legitimately claim from an estate. 
The incidence of the tax is clear. Its burden rests wholly upon the receiv- 
ers of the estate and cannot be shifted. The tax is certain as to amount, 
and as to time and manner of payment. 

Objections to Estate Taxes. There are, however, at least two possible 
objections to the estate tax w^hich the government should be careful to 
meet. In the first place, it is argued that, if the tax is too high, it will 
lessen the efficiency of business men and slow down the process of saving 
and capital formation. It is said that one of the strongest motives for 
working to acquire a large income, and for saving and accumulating a 
fortune, is the desire to provide adequately for one’s dependents. If the 
inheritance tax is very high, some men might not seek to acquire large 
incomes, or might spend them for current enjoyment, and as a conse- 
quence the vital process of saving and capital formation would languish. 

There is undoubtedly some truth in this contention. The desire to 
provide adequately for dependents is one reason why men work, save, 
and accumulate. However, there are many other motives operating in 
the same direction, such as the desire for luxurious living, the wish to 
provide for one’s old age, and a yearning for prestige and power; so that 
capital formation probably would not cease even if inheritance were en- 
tirely .eliminated. In any case, the present federal taxation of estates is 
not likely to have any detrimental effects upon our economic system, for 
$60,000 may be passed on free of tax, and estates of even $100,000 or 
$200,000 are not greatly reduced by the tax. Indeed, some authorities 
on taxation urge that the estate tax rates should be increased and the 
exemptions lowered, with particularly high taxes applied to properties 
which were inherited twice or oftener. It is urged, also, that gift tax 
rates in the lower brackets should be raised, so that they will no longer 
provide so attractive a means of evading the higher rates of the estate tax. 

Another objection to an estate tax is its inconvenience in payment. 
Many estates are left largely in the form of real estate, factories, machinery, 
and securities, and not in cash. Unless the heirs have other large sources 
of income, they may have to liquidate the inherited properties to pay the 
tax and, at a forced sale, might have to sell at a considerable loss. In 
this way, an heir might lose 40 or 50 per cent of the value of an estate on 
which the estate tax was only 25 per cent. This objection is taken care 
of, to some extent, by granting a reasonable period of time within which 
to pay the tax, and by providing for the revaluation of an estate if its 
value has declined between the date of death of the decedent and the 
date on which the tax must be paid. 

Excise Taxes. In 1946, excise taxes of various kinds produced 15.1 
per cent of the total revenues of the federal government. Excise taxes 
are taxes on eGonomic goods. In some eases, producers are required to 
buy and affix stamps to the articles they make and sell. Again, the pro- 
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diicers may be required merely to pay the government a certain amount 
per unit of product produced and sold. Some of the taxes are specific, as 
for example a tax of (say) 5 cents per package of 20 cigarettes; others are 
ad valorem taxes, such as a tax of 10 per cent on the factory price of 
automobiles. 

The Incidence of Excise Taxes. While excise taxes are usually col- 
lected from the producer in the first instance, their burden is borne in the 
end by the ultimate consumer when the taxed goods are made under 
competitive conditions. The tax is shifted through increases in the prices 
of the taxed articles, for excise taxes are costs of production to the pro- 
ducers of the goods and must be covered by price if production is to con- 
tinue. However, the process of shifting is not the simple one of adding 
the taxes to the old prices. According to the Law of Demand, an attempt 
to raise the price of a taxed article will decrease the volume of sales. The 
extent to which an increased price will curb sales depends upon the elas- 
ticity or inelasticity of demand, but some decrease in sales is inevitable if 
the total demand for the good remains the same as before. A decreased 
volume of sales results in a decreased output of the good, and this change 
of output is likely to cause a change in the manufacturing costs of pro- 
ducing the good in the period of current production. Since the new 
manufacturing cost may be either higher or lower than before, depending 
upon whether the former output was greater than, equal to, or less than 
normal capacity, the price of the taxed article may increase by either 
more or less than the amount of the tax, in the process of shifting the 
tax to consumers. The effect upon price also depends to some extent upon 
whether the tax is specific or ad valorem. 

Under conditions of monopoly, partial monopoly, or imperfect com- 
petition, the shifting of excise taxes is less certain than under competi- 
tion. The monopolist or partial monopolist does not care who pays the 
excise taxes. His only concern is to set output and price at figures which 
will bring him the greatest possible total net revenue from the produc- 
tion and sale of his good. In some cases, his former output and price may 
have been so much more profitable than any other combination of output 
and price that he will be better off in terms of total net revenue to leave 
both unchanged and bear the tax himself, instead of attempting to shift 
it to consumers by raising price and reducing output. In other cases, a 
new combination of output and price would doubtless be more profitable 
than the old one, after the imposition of the tax, and as a consequence the 
monopolist would raise price and decrease output. 

The Merits and Demerits , of Excise Taxes. In general, the burden, of 
taxes on commodities and other economic goods, no matter where it is 
first placed, tends finaiiy to fall as a whole or in large part upon the con- 
sumers. Because of this fact, these taxes, judged by theniseives, do great 
violence to our principle of ability to pay. They are not progressive, nor 
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are they even proportional to income. People with large incomes pay 
these taxes in greater absolute amounts than people with small incomes, 
but the percentage of total income spent for economic goods subject to 
excise taxes tends to decline as a person’s total income increases. There- 
fore, these taxes take away a smaller percentage of a large than of a small 
income, and are regressive in operation. This does not mean that they 
should never be imposed, for their bad effects may be quite offset by 
other taxes in the system. Excise taxes have been good revenue producers 
in the past, and have been considered a rather elastic element in the 
tax system. Their convenience in collection and payment is well known, 
for they “get the feathers with a minimum of squawking.” They are often 
included in the prices of articles in such a way that most consumers are 
unaware that they are paying them. 

Customs Duties. Customs duties, or duties on imports, produced only 
one per cent of the total federal revenue in 1946. These taxes have lost 
importance rapidly, for at one time they produced almost all the revenue 
of the federal government. With the United States operating under a 
high protective tariff, revenue from import duties is largely incidental. 
The main purpose of the tariff is to protect American industries by ex- 
cluding foreign products from our markets, and a protective tariff which 
was completely successful in this respect would produce no revenue. Im- 
port duties paid on commodities from abroad ordinarily have the same 
incidence as taxes on the production of domestic commodities; that is, 
they fall on the final consumers. Hence, these taxes may be criticized in 
much the same terms as those applied to excise taxes above, except that 
the fiscal adequacy of customs duties is more seriously open to question 
than that of excise taxes. 

The Federal Tax System as a Whole. In some respects, it is difficult 
to summarize our study of the federal tax system. Some of its taxes are 
direct, others are indirect. Some are convenient and economical to col- 
lect, others are not. Some are progressive, others regressive. Certain 
generalizations may be made, however. The federal tax system as a whole 
ordinarily meets fairly well the test of fiscal adequacy. In depression or 
war years, of course, it sometimes fails to provide enough revenue to cover 
all expenditures which must be made, but it is difficult to imagine a tax 
system that would be perfectly elastic and adequate for all emergencies. 
In 1946, about 73 per cent of the total federal revenue was derived from 
taxes which were progressive, at least nominally. In the case of taxes on 
corporate incomes, however, there is no certainty that the progressive rates 
actually levied are converted into progressive rates on the incomes of the 
individual owners of corporations. 

The federal tax system as it was at the end of 1945 may have been 
necessary or even desirable for purposes of war finance, but it would be 
open to serious objection in time of peace because of its probable effects 
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in restricting production and employment, and discouraging business 
ownership and the founding of new enterprises. The heavy excess profits 
taxes used in 1945 would have no place in a peacetime tax system, for 
they would deprive many firms of any incentive to do more business than 
had been done in the base period, and would place grave difficulties in 
the way of new firms which needed to increase their capital out of earn- 
ings. The excess profits taxes have been repealed, of course, but a number 
of further changes in the federal tax system would be desirable. 

Proposed Changes in Federal Taxation. Excise and other non-pro- 
gressive taxes may be necessary in years of unusually heavy expenditures, 
but the goal should be to collect from income and estate taxes as large 
a part as possible of the total federal revenue. In particular, the personal 
income tax should be the mainstay of federal taxation. For this purpose, 
it would be necessary that exemptions in connection with this tax be 
kept at a low level, and that surtax rates progress sharply in the middle 
income brackets, or up to the level of (say) $20,000. 

However, heavy dependence on income taxes in general would seem 
to require a number of changes in the application of the taxes. For one 
thing, complete offsets for losses against taxable income earned in earlier 
or later periods would be desirable in order to reduce as much as possible 
the deterrent effects of income taxes on investment. If income is taxed 
without offsets for losses being provided, risky investments are discrim- 
inated against, since they involve the greatest possibility of losses. A carry- 
forward period of six years and a carry-back period of two years would 
probably be adequate to provide complete offsets for losses for well- 
established firms and well-to-do individuals, but these provisions would 
not help unsuccessful new corporations which do not have any net taxable 
income in other periods against which losses could be offset. In such 
cases it might be desirable to have the federal Treasury pay the firms a 
fraction of their losses equal to the fraction which the Treasury would 
have taken out of net taxable incomes of the same size. That is, if a new 
firm would have to pay a tax of 20 per cent on a net income of $20,000, 
then the Treasury would pay the firm 20 per cent on a net loss of $20,000. 

In the second place, the application of progressive rates of taxation 
discriminates against incomes which are irregular through time. Thus, 
an individual who had an income of $50,000 in one year and then $12,500 
a year for the next four years would pay a much higher total tax over 
the five-year period than another individual with the same total income 
over the period who received $20,000 each year. Considerations of equity 
would seem to require that the two individuals pay the same tax on the 
same total income over the given period. Relief could be given by allow- 
ing the taxpayer to recompute his tax liability on an average income 
basis at five-year intervals and secure a refund of the difference between 
this tax liability and the amounts of taxes actually paid. A similar averag- 
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iiig principle might also be applied to exemptions, and to capital gains 
and losses. In the latter case, the averaging period should be equal to the 
number of years for which an asset was held prior to the realization of 
a gain or loss, and such averaged gains or losses could then be figured in 
fairly with ordinary income. 

Third, small new firms are subjected to great difficulties when they are 
taxed at the same rates as large, well-established firms. Our tax laws 
should not discriminate against the former firms; on the contrary, quite 
possibly they should discriminate in their favor. It might be well to 
exempt corporate incomes up to |25,000 from the corporation income 
tax, and possibly to treat small corporations as partnerships. Research 
expenditures should be defined liberally and treated as current expenses 
which could be used to offset current income. Along the same line, in the 
case of the personal income tax it would be desirable to employ differen- 
tial tax rates, so that personal incomes derived from self-employment 
(operating enterprises) and from corporate dividends would be taxed less 
heavily than personal incomes derived from salaries or interest. And per- 
sonal incomes invested in new plant and equipment, or in corporate 
stocks for the same purpose, might well be taxed at less than the regular 
surtax rates. The purpose of all these provisions would be to stimulate 
production, employment, business ownership, and particularly the found- 
ing and growth of new enterprises, while maintaining a high level of 
revenue for the federal government. 

Fourth, the tax exemption privilege now accorded to interest on the 
bonds issued by state and local governments should be eliminated. At 
present, as has been said, “This exemption privilege is not only highly in- 
equitable and costly to the Treasury but acts as a major deterrent to risk- 
taking. A wealthy taxpayer who is subject to a surtax rate of 65 per cent, 
for instance, will find investment in a tax-exempt 4 per cent bond equiv- 
alent to investment in a taxable venture paying 12 per cent before tax, 
quite apart from avoiding the risks of the higher yield security. The tax 
advantage of gilt-edged investment, and the relative disadvantage of 
risk investment, moreover, are greater the higher the surtax bracket. Risk 
investment, therefore, is deterred most at the very source from which ven- 
ture capital should be expected to flow. This situation should be cor- 
rected immediately. 

Fifth, community-property provisions and the option which husbands 
and wives now have of filing separate or joint returns should also be 
eliminated. In certain states, the income received by husband and wife 
is now regarded as community property. Each may lay claim to half 
the income and file a separate return, which results in a great saving in 
terms of income taxes. In the other states, husbands and wives may claim 

3 Board of Governors of the Federal Reserve System, Fifmnce and Full Employ- 

ment, Postwar Economic Studies No. Washington, 1945, p. 37. 
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only the income which they receive individually, but they may file either 
joint or separate returns so as to minimize their total income tax. 

Finally, there is need for integration of the personal and corporate 
income taxes in order to avoid some of the difficulties mentioned earlier 
in this chapter. One proposal would abolish the tax on corporation in- 
comes and bring these incomes under the personal income tax. This might 
be done by requiring every individual to declare annually, as part of 
his personal income, his proportionate share in the earnings of any cor- 
porations in which he was a stockholder, regardless of whether these 
earnings were or were not distributed to* the stockholders. This would 
do away with double taxation as between corporate and personal income 
taxes, and would eliminate the troublesome question of whether a cor- 
poration has ability to pay taxes apart from the ability of its individual 
stockholders. If this proposal were considered too formidable from an 
administrative point of view, corporations might be allowed to deduct 
from their own taxable incomes all or part of the cash (or stock) dividends 
paid to the stockholders; or corporations might be taxed in full on their 
incomes, the individual stockholders being permitted to credit the taxes 
paid for them by the corporations against their personal income tax 
liabilities. 

Apart from the changes which have been suggested in connection with 
income taxation, an attempt should be made to strengthen the estate 
tax. The estate and gift taxes should be coordinated more closely in order 
to prevent evasion of the estate tax through gifts in anticipation of death. 
The means of escape now provided by the tax-free transfer of life estates 
should be eliminated. The exemption might well be reduced somewhat 
from its present level of $60,000 and the rates of taxation may need some 
revision. 


STATE REVENUES 

The state governments of the United States are like the federal govern- 
ment in being dependent primarily on taxation for their income. How- 
ever, they derive a part of their income from such non-tax sources as 
special assessments; fines, forfeits, and escheats; subventions, donations, 
and assessments; earnings of general departments; and earnings of public 
service enterprises. In Table 5S we present sources of state tax revenue 
■in ,1945.,; 

State Income Taxation. Because of the great variations in tax laws 
from state to state and the limitations of space, it will not be possible 
to discuss in detail the tax provisions of the several states. It is necessary 
to limit the present discussion to general considerations with respect to 
the tax systems of the state governments and to the incidence of such 
taxes as are not already familiar from our previous analysis. Income taxes 
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are used in about three-fourths of the states, and in most cases are not 
very different, in their general approach, from the federal taxes on income. 
Income taxes are much less important for state governments than for 
the federal government; nevertheless they produced 19 per cent of state 
tax revenues in 1945. A few states have recently adopted income taxes 
which provide that their citizens must pay a flat rate of 1 or 2 per cent 
on their entire incomes, or on incomes above a certain very moderate 
exemption. Such taxes are, of course, proportional in character and do 
not correspond to the principle of ability to pay, although they may be 
productive of large revenue. 


Table 53. Sources of State Tax Revenue, 1945 
(Source: The Economic Almanac for 1946-47^ p. 302) 


Source of Revenue 

Amount 
Received 
(in millions) 

I 

Per Cent of 
Total Tax 
Revenue 

Income taxes 

$ 809.9 

19.0 

Property taxes 

Inheritance, estate, and ; 

228.6 

5.4 

gift taxes 

Gasoline and motor fuel 

131.9 

3.1 

taxes 

701.1 

16.5 

Sales and use taxes 

1571.2 

36.9 

Business licenses 

263.0 

6.2 

Motor vehicle licenses 

406.4 

9.5 

All other taxes 

143.2 

3.4 

Total tax revenue 

14255.3 

100.0 


General Property and Inheritance Taxes. The general property tax 
is important and worthy of examination, but it will be treated in con- 
nection with the tax systems of local governments, where it assumes even 
greater importance than in state taxation. Inheritance and gift taxes are 
used in 47 states, and yielded 3.1 per cent of state tax revenues in 1945. 
In most states, the inheritance tax is levied upon the several shares of an 
estate, rather than upon an estate as a whole— which means that it is 
truly an inheritance tax, and not an estate tax. State inheritance taxes 
are often progressive in two directions. That is, the rate grows larger 
the greater the share involved and the more distant the relationship, if 
any, between the decedent and the heir. The incidence of the state in- 
heritance taxes is similar to that of the federal estate tax. 

Sales and Use Taxes. The sales tax has come into prominence, in 
recent years, as a source of revenue for state governments. The tax has 
been applied in most states, is based on retail sales, and usually runs 
from I to 3 per cent on the value of the articles sold. According to the 
data in Table 53, sales taxes and use taxes furnished 36.9 per cent of 
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state tax revenues in 1945. Use taxes are usually intended to prevent people 
from escaping sales taxes— just as gift taxes are designed to keep them 
from avoiding inheritance taxes— and have been adopted by most states 
which use sales taxes. Use taxes are levied as a charge for the privilege of 
storing, using, or consuming within a state any goods which have been 
purchased outside the state. A person who lives in a state that has a sales 
tax, and who purchases goods outside the state to avoid the sales tax, 
becomes subject to the use tax when he brings the merchandise home. The 
receipts credited to sales and use taxes in Table 53 apparently include the 
revenues received from state excises on liquors, tobacco, and other com- 
modities, as well as those from sales and use taxes proper. 

The sales tax— and this is true also of the use tax— is decidedly defective 
from the point of view of our principles of taxation; it is regressive in 
operation and does not conform to the principle of ability to pay. People 
with large incomes spend a smaller percentage of their incomes on the 
retail purchases subject to the tax than do poorer people, so that the tax 
takes a higher percentage of small than of large incomes. The sales tax 
is not so well received by the payers as some regressive taxes, for most 
of the sales tax laws require separate charging of the tax to retail pur- 
chasers, in order to promote the shifting of the tax to consumers and to 
make them conscious of the fact that they are paying it. The sales tax is 
costly to collect and not at all simple to administer. 

Motor Vehicle and Gasoline Taxes and Fees. Most if not all states 
require the payment of a registration fee annually on all motor vehicles, 
and many collect additional sums for operators’ licenses. Some have even 
imposed excise taxes on the purchase of new cars. Such excise taxes are 
paid once and for all, but the owners’ and operators’ fees are collected 
repeatedly. While these fees are not taxes in the strict sense of the term, 
they have about the same effect as taxes on consumption or on the oper- 
ation of businesses which will shift the taxes to the consumers. The same 
is true of taxes on gasoline and other motor fuel. All of these taxes, there- 
fore, tend to be regressive in operation. The taxes and fees in connection 
with the operation of motor vehicles produced 26 per cent of the total 
state revenues in 1945. 

Other Items. Most states require individuals to have licenses in order 
to carry on certain businesses and to follow certain professions, and the 
states derive a considerable income from the fees charged for these 
licenses. For example, one must obtain a license and pay a fee to sell 
cigarettes, to operate a tavern, or to work as a barber. These fees become 
part of the cost of doing business and tend to be passed on to the final 
consumers through the prices of commodities and services. They produced 
6.2 per cent of the total state revenues in 1945, In addition to the items 
listed in Table 53, payroll taxes in connection with unemployment com- 
pensation brought in large amounts of money for the states in 1945. How- 
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ever, these funds must be turned over to reserve accounts for paying un- 
employment benefits and should not be counted in general revenues avail- 
able for ordinary expenditures. The state payroll taxes are similar to 
those levied by the federal government and tend to have the same in- 
cidence. 

State Tax Systems as a Whole. In 1945, as in other years, by far the 
greater part of state revenues was derived from taxes which do not con- 
form to the principle of ability to pay. This means that the revenue sys- 
tems of the states are highly regressive in operation and that the burden 
of state taxation falls relatively more heavily upon the poor than upon 
the rich. On the other hand, the fiscal adequacy of state revenue systems 
has improved in recent years. State revenues and expenditures have both 
been increasing, but the revenues have increased faster than the expendi- 
tures, and a number of states have accumulated considerable surpluses, 

LOCAL GOVERNMENT REVENUES 

We shall use figures for cities with a population of 25,000 or over, in 
describing the sources of revenue for local governments. We see from 
Table 54 that these cities in 1944 received 74 per cent of their revenues 

Table 54. Sources of Revenue of Cities With Population Over 25,000, 1944 
(Source: The Economic Almanac for 1946-47, p. 315) 


Source of Revenue 

Amount 
Received 
(in millions) 

Per Cent of 
Total 
Revenue 

Property taxes 

$1725.5 

64.8 

Other taxes 

245.8 

9.2 

Aid from other govern- 



mental units 

454.2 

17.0 

Contributions from public 



service enterprises 

49.0 

1.8 

Other non-tax revenue 

189.6 

7.2 

Total revenue 

$2664.1 

100.0 


from taxation, largely from property taxes, which produced 64.8 per 
cent of total revenues and 87.5 per cent of tax revenues. The revenue 
from property taxes, in turn, was produced largely by the general prop- 
erty tax, which is the only important type of tax that we have not yet 
discussed. The “other taxes*’ levied by city governments include a wide 
variety of items, among them local income and sales taxes. The non-tax 
revenue includes, besides aid from other governments and contributions 
from public service enterprises, such things as fines, forfeits, and penal- 
ties; interest, rents, and royalties; donations and contributions, unclaimed 
money; special assessments; and service chargesf^^ 
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The General Property Tax. Since the tax revenues of city govern- 
ments are derived in large measure from the general property tax, it 
will be well to analyze this tax carefully. The general property tax is a 
tax on property considered as a homogeneous whole, and is sometimes 
called “the uniform rule” of taxation. This means that the rate of the 
tax is to be uniform throughout the taxing district and for any amount 
of property. The tax is based upon the valuation or assessment of prop- 
erty in terms of money. These valuations are estimated by assessors at 
specified times, and the tax is applied at a certain rate, ordinarily upon 
the total valuation of the property of the taxpayer in question. Boards of 
Review are often created for the purpose of correcting inequalities and 
obtaining a uniform basis of assessment. 

Defects of the General Property Tax. The general property tax is 
based upon the assumption that ability to pay is adequately represented 
by the ownership of “general property.” The defects of the tax are 
numerous. In the first place, it is based on a mistaken notion as to the 
nature of property. Property is an institution which guarantees to the 
individual the right to use and control, to receive benefit from the owner- 
ship of, to exclude others from the use of, and to pass on to others at 
the time of death or before, whatever economic goods he may acquire. 
What is called “property” under this tax is in reality made up of two 
classes of things— wealth and claims upon wealth. Now when certain items 
of wealth and claims on these same items are both regarded as general 
property subject to tax, it is clear that double taxation arises. Thus, the 
corporation is taxed upon certain items of wealth, such as buildings and 
machinery, and the stockholder is taxed upon his shares of stock, which 
are the claim upon these articles of wealth. This is double taxation in the 
worst sense because it is largely if not entirely unintentional, and because 
an item of wealth and a claim upon that wealth are both taxed at the 
full rate charged other items of wealth which are not represented by 
similar claims. In the second place, it is assumed, at least by inference, 
that nothing other than “property” represents ability to pay taxes. This 
is clearly untrue at present, for many persons have very large incomes 
derived from personal services, but possess little wealth that is readied 
by the general property tax. 

A third and important defect of the general property tax is that it is 
grossly inequitable. The assessment is made by assessors who are ordinarily 
dependent for their positions upon some of the people whose property 
is to be assessed. They are for the most part untrained and inexperienced, 
and do their work in a relatively short time. The result is inequitable 
valuation and taxation. Much intangible property (that is, claims upon 
Wealth) escapes assessment altogether, while real and tangible personal 
property is assessed in a most discriminatory fashion. As expenditures have 
increased on the part of the governmental units dependent upon this tax, 
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it lias been found necessary to increase the rate at which the tax is applied. 
This has given to the owners of intangibles an increased incentive to evade 
assessment, which means a smaller amount of property of this kind 
assessed and a still higher rate, which in turn stimulates further evasion, 
and so on. Evasion of the tax is easy on the part of owners of intangibles, 
because their correct assessment depends so largely upon the cooperation 
of the taxpayer himself. 

Though in theory the tax is based upon proportion (that is, the same 
rate being intended to apply regardless of the amount of property an 
individual has), it seems altogether fair to say that the tax has been 
regressive in its operation. The owners of great wealth are able to con- 
solidate much of their holdings in forms which escape the tax, while it 
is well known that real and tangible personal property is progTessively 
underassessed. Thus, the rate actually paid upon “general property’’ 
tends to be lower, the greater the amount of property possessed by the 
individual. In addition, it becomes more and more difficult as time goes 
on to insure the fiscal adequacy of the tax, for it is not easy to adapt it 
to increasing fiscal needs. It is decidedly inelastic. 

Classified Property Taxes. In some states and local governmental 
units attempts are made to avoid the difficulties arising under the general 
property tax by adopting what are called “classified property taxes.” As 
the name suggests, the various items of wealth and claims upon wealth 
are divided into classes for purposes of taxation, with a different rate 
of taxation for each class. The purpose is to obtain a more equitable dis- 
tribution of the burden of taxation and, of course, to make possible the 
more efficient administration of the taxation of property. The tax rate 
applied in each class is high or low, depending chiefly upon whether the 
items in the group can easily evade assessment and taxation. The lowest 
rate is accordingly applied to intangible personal property for the above 
reason and in order to avoid any serious double taxation. Tangible per- 
sonal property is less mobile than intangible, but there are nevertheless 
means of evasion open for such items of wealth. Consequently, a moderate 
rate is usually applied in this group. Least mobile and least likely to 
evade taxation is real property, and the highest rate of all is imposed 
upon wealth of this type. 

Improvement of the General Property Tax. Many suggestions might 
be made for improving the general property tax. The assessors should 
be appointed rather than elected, and the county should be the unit of 
assessment, with the whole procedure under state supervision and control. 
The collection of the tax should be improved, with delay allowances, and 
the remission or reduction of penalties, eliminated. The interest penalty 
for delay in payment should be two or three times the current rate on 
real estate loans, in order to prevent borrowing from the government 
through nonpayment of taxes. No further exemptions from the tax should 
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be granted for the purpose of attracting business enterprises to a com- 
munity, and a reassessment of “properties” should be made oftener than 
is at present the case. Constitutional limits on tax rates might well be 
repealed, and the tax should be used only to supply revenue for the local 
units of government.^ 

The Incidence of the General Property Tax. It is not feasible to dis- 
cuss the incidence of this tax as a whole. It must be considered as it 
fails upon owners of different kinds of wealth. So far as the general 
property tax is a tax on land, the tendency is strong for the burden to 
rest finally upon the owner of the land, regardless of whether he pays 
the tax originally. Land is not a commodity produced at the will of man, 
but is fixed and non-extensible in amount, for all practical purposes. 
The rent of land, and consequently its value, are determined by the 
conditions of demand for and supply of land. There is nothing about a 
tax on land which will make its user willing to pay a higher rent for it, 
nor will its supply be affected in any way by such a tax as is ordinarily 
applied. Therefore the tendency is for the owner of land to bear the bur- 
den of any tax placed on it. It should be remembered that this is the 
case stated in its bolder terms. Many qualifications and variations of 
assumptions have been made in the past in presenting the theory of the 
incidence of the tax on land, but in the majority of the cases which are 
of practical importance the tendency as stated above is clearly observable. 

The incidence of the tax tends to be quite different when it falls on 
buildings, rather than on land itself. A tax on buildings tends to fall 
upon the tenant rather than on the owner, unless these two happen to 
be the same person. Buildings are simply one form of the investment of 
capital, and if a tax is imposed which temporarily falls upon the owners 
and makes the return from this investment smaller than that which can 
be obtained in other lines, the tax tends to be shifted. The process of 
shifting is a long-run process, and comes about through an exodus of 
capital from the taxed form of investment, which enables the capital that 
remains in this line to receive as high a return as it received before the 
imposition of the tax. 

A tax on buildings, then, seems to be merely one case of the taxation of 
capital. So far as a tax fails upon some lines of investment and not upon 
others, or upon some more heavily than upon others, there is a tendency 
for it to be shifted through the process outlined in the preceding para- 
graph. So far as a tax affects all capital alike, its shifting or non-shifting 
depends upon whether, in the long run, the tax is sufficiently high to 
operate as a check upon saving and the accumulation of capital. To the 
extent to which the general property tax is imposed on articles of wealth 
which will be used not as capital in further production but merely for 

^ These recommendations are from Facing the Tax Problem, New York, Twentieth 
■Century 'Tund, 1937.' . 
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personal consumption, the prospect of shifting the tax is practically nil, 
because such articles do not ordinarily enter into later price transactions. 

Conclusion. Since about three-fourths of the total federal revenues 
are received from taxes which are at least nominally progressive, and since 
federal revenues are several times as large as those of state and local govern- 
ments combined, it is possible to say at present that taxation in the United 
States is on the whole progressive in operation. In other words, the larger 
part of our total tax revenue is received from taxes which take a larger 
percentage of large than of small incomes. This is a desirable situation 
and it should be maintained. 

It appears that federal revenues will continue to be several times as 
large as those of state and local governments combined for some years 
to come. Thus, if the tax system as a whole is to be kept on a progressive 
basis, any reductions in federal taxation which become possible should 
be accomplished largely through the reduction or elimination of excise 
and other unprogressive taxes. The changes in excise taxation should be 
accompanied by commitments, on the part of the industries affected, that 
the savings which result will be passed on to the consumers in the form 
of lower prices. On the other hand, exemptions under the personal income 
tax of the federal government should be kept low so that almost all in- 
come receivers will make some contribution, however small, to the direct 
support of the government, and will be aware that they are making such 
contributions. This may aid in bringing about a public understanding 
of the relationship between the performance of functions by the govern- 
ment and the necessity of contributing to the support of the government, 
and thus help to correct the unwholesome, careless attitude toward public 
funds which has existed in the past. 

It is probably too much to expect that regressive taxes can be entirely 
abandoned, especially since some of them are rather satisfactory from 
an administrative point of view because they are certain, convenient, and 
economical in collection. And the use of these taxes may have to be ex- 
tended at times. When more revenue is needed during a depression— a 
time when large profits are only a memory and everyone's income is 
greatly reduced— it may be necessary to extend the use of excise, sales, 
and other taxes as a temporary expedient. Again, if there is need to 
finance an enormously expensive war program, it may be necessary to 
extend the regressive taxes as well as increase rates and lower exemptions 
in connection with progressive taxes. But such extensions of regressive 
taxes should be clearly recognized as emergency measures, and not ac- 
cepted as permanent changes in our system of taxation. 

Finally, there should be a closer integration between the tax system of 
the federal government and the systems of state and local governments. 
Some difficulties are bound to arise when all the various governmental 
units levy taxes on incomes, inheritances, and other sources of revenue. 



TAXATION 


311 


On the other hand, it would not be desirable to make the state and local 
governments depend entirely on taxes which the federal government did 
not care to levy. In particular, state and local governments should not 
increase the use of regressive taxes as these taxes are reduced or discarded 
by the federal government. In view of these considerations, it might be 
desirable to eliminate the state and local tax systems and leave only that 
of the federal government. In this way all taxes would be collected by 
the federal government and the revenue divided among the various gov- 
ernmental units. Competitive taxation of the same sources of revenue 
by various governmental units would thus be eliminated, and it would 
be more easily possible to keep the tax system as a whole on a progressive 
basis, since the federal government would know that its actions would 
not be offset or canceled by those of state and local governments. 


1. What is the nature of taxation, and how is taxation related to public expendi- 
tures? 

2. What is the problem of taxation? 

3 . What is the first test of a sound tax system? 

4. If a tax system meets this test, what is the next most important consideration? 
Why? 

5. What are the other requisites of a sound tax system? 

6. Why is the principle of ability to pay considered superior to other principles 
as a basis for distributing the burden of taxation? 

7. What is at present the most generally accepted indicator of ability to pay? 
Why? 

8. Does taxation according to ability to pay point to regressive, proportional, 
or progressive taxation? Explain. 

9. Distinguish between direct and indirect taxes. 

10. List the principal sources of federal revenue. 

11. What are the principal characteristics of the personal income tax as applied 
by the federal government? 

12. Comment on the merits and defects of our federal personal income tax. 

13. Is the personal income tax a direct or indirect tax? Why? 

14. Describe the federal corporate income tax. Why do some people object to 
this tax? Explain. 

15. Does this tax lead to double taxation? Why? 

16. Is double taxation always objectionable? Why? 

17. Explain how the capital stock tax and the declared value excess profits tax 
work in combination. 

18. Compare the declared value excess profits tax with the excess profits tax of 
■ 1940.; 

19. How does the federal government tax estates? Explain. 

20. State and answer the chief objections which are raised against the federal 
estate; tax.; . 

21. What are excise taxes and who bears their burden? Explain. 
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22. Are excise taxes desirable in themselves? Why? 

23. Comment on the importance and desirability of customs duties in our fedei'al 
tax system. 

24. Make several suggestions for the improvement of the federal tax system. 

25. Describe the principal sources of state tax revenue and criticize state tax 
systems as a whole. 

26. What is the sales tax and how is it used? Is it a desirable tax? Explain. 

27. What are the principal sources of city revenues? 

28. In what respects is the general property tax defective? 

29. What steps may be taken to avoid the difficulties which have been experi- 
enced with the general property tax? 

30. What is the incidence of the general property tax? Explain. 

31. How does the combined tax system of federal, state, and local governments 
measure up to the tests of a sound system of taxation? Explain. 
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THE WIDE PUBLICITY GIVEN THE AGRICULTURAL PROBLEM IN THE TWO DECADES 

before World War II made most Americans aware of its existence, but 
there were many who did not take this problem seriously. They regarded 
our farmers as no worse off than other enterprisers, but a good deal 
noisier about such troubles as they had. It is likely that this attitude 
resulted from a lack of understanding of the situation. It is difficult to 
believe that anyone thoroughly familiar with the importance of American 
agriculture, and the nature of its difficulties, could have failed to see the 
seriousness of this problem. 

The Importance of American Agriculture. Agriculture is important 
as a source of both food and certain raw materials used in manufacturing 
industries. The farm population in 1945 was 25,190,000, or 18.1 per cent 
of our estimated total population. There were 6,097,000 farms in 1940, 
and the total value of farm land and buildings amounted to |50,295,- 
000,000 in 1945. The gainfully employed in agriculture in 1945 numbered 
9,833,000 persons, or 15.9 per cent of the total for the country. The 
number of gainfully employed in agriculture was greater than in any otlier 
branch of economic activity except manufacturing, in which the total was 
13,288,000, or about 35 per cent greater than in agriculture.^ 

Clearly, an industry as extensive as agriculture is of great importance 
to other industries and to the country as a whole, and not merely to 
those who devote their energies to it. It is difficult for manufacturing 
industries or other economic activities to prosper when the farmers' in- 
come is greatly reduced, or for the nation as a whole to achieve a high 
level of economic welfare with American agriculture on the verge of 
economic ruin. And this was the condition that prevailed in our farming 
industry in the great depression following 1929. 

THE CAUSES OF THE FARM PROBLEM 

The main problem of agriculture, or at least the one which is best 
known, is the unfavorable price-cost relationship for major farm products, 
and the unsatisfactory general levels of farm income which prevailed for 

^ These data are from T/ie Economic Almanac for 1946-47, New York, National 
Industrial Conference Board, 1946, pp. 110, 111, 131, 153. 
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many years after World War I. But the farm problem is in reality a group 
of closely related problems, which include soil erosion, dust and flood 
control, the migration of farm workers, farm debts, farm credit, tax 
delinquency, share-cropping, farm tenancy, and many other matters. Our 
discussion will deal for the most part with the main problem of price-cost 
relationships. 

The Question of Overproduction. The main farm problem was not 
wholly a product of the post- 1929 depression. It had existed in more or 
less serious form at least since the end of World War I in 1918, and was 
merely intensified by the depression. If a large number of individuals 
selected at random were asked to name in a word the cause of the farm 
problem, it is probable that the majority would blame overproduction. 
Let us see what this term means, as applied to the agricultural problem. 
It is practically certain that this country has not in recent years had an 
overproduction of farm products, in the sense of more farm goods than 
our people would have willingly used if they could have obtained them 
without payment. And it seems equally likely that our total farm output 
of recent years could have found purchasers at some price or other. 

Whatever overproduction has occurred has been overproduction in the 
sense that the quantities of farm goods that have been turned out have 
not been salable at prices which would cover their costs of production, in 
the economic sense. As a consequence, large surpluses of some kinds of 
farm products accumulated, and in the matter of real income the farmers 
steadily lost out, as compared with other types of American producers. 
Many factors contributed to bring about this unfortunate and inequitable 
situation. 

The War Demand for Farm Products. The tremendous foreign demand 
for American farm products, during and immediately after World War I, 
gave a great stimulus to agricultural production in this country. The 
countries .at war had to take many men, and in some cases much land, 
out of agricultural production, with the result that the output of farm 
products, especially in Europe, fell off greatly. The countries affected 
were anxious to buy at high and even exorbitant prices all the farm 
products that we of the United States would send them. Hence, the war 
period was one of rapid increase in the foreign demand for our agricul- 
tural produce. 

Supply Changes. On the supply side, important changes took place 
at about the same time. In the first place, the mechanization of agriculture 
developed rapidly. The tractor came into more general use on the farm 
during this period, and made possible the development and utilization 
of larger, more complicated, and more efficient farming implements of 
other types than had previously been used. Again, methods of cultivation 
were improved Under the guidance of the United States Department of 
Agriculture. Our farmers learned much about the control of insect pests 
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and other crop parasites, the benefits of seed selection and proper fertiliza- 
tion, and the most improved methods of animal breeding and feeding. 
Finally, as a result of the favorable price situation, the improved mediods 
of cultivation, and the mechanization of the farms, still other changes in 
agriculture took place. It now became feasible to bring under cultivation 
land areas which had been too poor to use under former conditions. 
Farmers were encouraged to specialize in raising money crops for the 
market, instead of continuing to engage in diversified farming. The in- 
creasing use of mechanical power, both on and off the farm, reduced the 
amount of land needed to produce feed crops for animals, and the land 
released in this way was often devoted to producing more of the great 
staple money crops. 

Wartime Production and Income. Under the influence of favorable 
demand and supply conditions, agricultural production as a whole in- 
creased by about 10 per cent between 1915 and 1920,- the acreage under 
cultivation expanded slightly, and exports of agricultural products grew. 
Net income from agriculture increased from |5, 92 1,000,000 in 1915 to 
112,699,000,000 in 1919.'^ This large increase in income would not have 
meant much to the farmers if the prices of the products they bought had 
increased as fast as the prices they received for their own products; but 
this was not the case. If the years 1909 to 1914 are taken as the base period 
for index numbers of both prices received by and prices paid by farmers, 
we find that prices received by farmers were 204 in 1918, while prices 
paid by them were 173. In 1919, these two index numbers were 215 and 
198, respectively.^ Therefore, the farm income of this country increased 
both absolutely and in relative purchasing power during the war and 
early post-war years. 

Post-War Conditions. But these favorable conditions for our agricul- 
ture did not last long. After the close of World War I, agricultural pro- 
duction picked up in Europe so that within a few years many of the 
European countries had reached the pre-war level in this respect. As a 
result, their demand for American farm products declined. Moreover, 
many of the less highly industrialized parts of the world were able to 
increase their agricultural production substantially through the use of 
improved methods and machinery; and they began to compete strenu- 
ously for the foreign markets which Americans had been supplying with 
farm products. Some European countries were not content to have their 
agricultural production merely reach pre-war levels. Under the influence 
of programs of extreme nationalism, many attempted to become self- 
sufficient, or largely so, with respect to important foods and raw materials 

2 Board of Governors of the Federal Reserve System, Agricultural Adjustment mid 
Postwar Economic Studies No. 2, Washington, 1945, p. 2. 

s National Industrial Gonference Board, The Economic Almanac for p. 168. 

170. 
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which they had formerly imported in large quantities. This they did 
despite the fact that their land areas were often poorly adapted to raising 
these goods, so that the costs of producing them at home were excessive. 

The American policy of discouraging imports, as developed in our 
high protective tariff laws after the war, hindered our farmers in their 
efforts to retain export markets. The eventual and inevitable curtailment 
of the large loans Americans had been granting abroad for the purpose 
of financing exports increased the difficulty of selling farm products to 
foreigners. From the domestic point of view it may be true, as is often 
claimed, that changes in the diet of the American people had a depressing 
influence on the market for farm products, and the adoption of prohibi- 
tion may have had a similar effect. 

In the face of unfavorable market conditions at home and abroad, 
agricultural production in the United States increased another 10 per 
cent during the 1920's. The prices of agricultural products, which had 
dropped 41 per cent from their wartime peaks by 1921, remained low 
during the 1920’s, whereas prices paid by farmers were much better main- 
tained.^ By 1929, the index of prices received by farmers stood at 149 on 
the basis of 1909-14 prices as 100, while the index of prices paid by farmers 
was at 167.^ Net income from agriculture, which had reached a peak of 
$12,699,000,000 in 1919, varied between 7 and 9 billion dollars in the 
1920’s and was $8,720,000,000 in 1929.'^ Thus agriculture was relatively 
depressed during a period in which industry was experiencing a boom of 
unprecedented proportions. 

Agriculture in the Great Depression. With the coming of the great 
depression after 1929, the bottom really fell out of the market for agri- 
cultural products, and exports declined drastically. On the other hand, 
agricultural production was well maintained during the depression and 
declined only to 117 (1909—14 = 100) in 1932, the worst year of the de- 
pression.s The net income from agidculture fell from $8,720,000,000 in 
1929 to $3,040,000,000 in 1932.^ The effects of the decline in farm income 
were the more severe because the prices received by farmers for their 
products fell faster and further than the prices paid by farmers for the 
goods they bought. The index of prices received by farmers fell from 149 
in 1929 to 90 in 1931 and 68 in 1932, while the index of prices paid by 
farmers fell only from 167 in 1929 to 142 in 1931 and 124 in 1932.^^ 
The ratio between these index numbers in 1932 was about 55. This means 


s Board of Governors of the Federal Reserve System, Agricultural Adjustment and 
Income, pp. 3, 4. 

® National Industrial Conference Board, The Economic Almanac for 1945-46, p. 170. 
Ubid., p. 168. 

s Board of Governors of the Federal Reserve System, Agricultural Adjustment and 
Income, p. 3. 

Q National Industrial Conference Board, The Economic Almanac for 2945-46, p. 16B. 

^lbid.,p,m. 
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that in that year the farmers, by giving up products worth |1.00 in terms 
of the base period, could obtain other products worth 55 cents in terms 
of the same period. 

Many of our manufacturing industries, by virtue of their monopolistic 
or monopoloid situations, were able to keep prices relatively stable during 
the depression and take their losses in the form of idle plant and equip- 
ment rather than by selling their products at low prices. For example, 
from 1929 to the spring of 1933, the output of farm implements dropped 
80 per cent, of motor vehicles 80 per cent, of cement 65 per cent, of iron 
and steel 83 per cent, and of automobile tires 70 per cent. However, 
the prices of farm implements in this period declined only 6 per cent, 
of automobiles 16 per cent, of cement 18 per cent, of iron and steel 
20 per cent, and of automobile tires 33 per cent.^i If, in the face of a de- 
clining national income, some prices do not fall, the effect is to depress 
other, competitive prices to a greater extent than would otherwise be 
necessary. The farm industry, being operated by millions of independent 
enterprisers, was unable to protect itself in this situation, and the fall 
in farm prices was disastrous. 

The Insensitiveness of Farming. Two important questions should be 
raised at this point. The first of these is. Why did not the farm industry, 
like the manufacturing industries, recognize the existence of unfavorable 
demand conditions and reduce output all along the line? And the second 
question is, Would not the farm problem have solved itself eventually 
through the operation of natural economic forces, such as the business 
failure of increasing numbers of farmers and the gradual reduction of 
the acreage in cultivation and, hence, in the size of crops? 

In answer to these questions, it may be said that farming is apparently 
less sensitive than most industries to changes in demand conditions and 
the prices of its products. When manufacturers can no longer make 
ends meet, they fail and their output is withdrawn from the market. 
Or, in some instances, manufacturing concerns, before reaching the fail- 
ure stage, decide to cooperate with one another in the reduction of output 
and maintenance of prices. The farmer seldom fails. Those who have 
lent him money are usually lenient in allowing him to continue in busi- 
ness, even though he defaults on his obligations. Even when he loses his 
farm through mortgage foreclosure, he is often permitted to remain on the 
land and cultivate it. Moreover, it is practically impossible for the many 
independent growers of a crop to cooperate with one another voluntarily 
to restrict output and maintain prices as manufacturers are given to doing. 

So long as the farmer can stay on the land, he is likely to keep on 
producing to the utmost of his ability, for his total costs are made up 
largely of fixed costs. Payments for interest, rent, and taxes cannot be 

United States Department of Agriculture, Yearbook of Agriculture, 193 5 > Wash- 
ington, Government Printing Office, 1935, p. 5. 
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reduced readily, and the farmer cannot gain by laying off his own labor 
or that of his immediate family. Payments for hired labor, seed, ferti- 
lizer, and power are about the only variable costs of the farmer, and these 
are small compared with total costs. When the prices of his products fall, 
he can save comparatively little by cutting down output. Indeed, falling 
prices for farm products, within limits, may result in increased rather than 
decreased farm production, since it takes more bushels of wheat or pounds 
of cotton to pay a given amount in taxes or interest when farm prices are 
low than when they are high. 

The burden of fixed costs bore heavily on the farmer after World 
War I. Agriculture was so prosperous during and immediately following 
the war that farming land inci'eased rapidly in value, and many farms 
changed hands at greatly inflated prices. The mortgages which usually 
accompanied such changes in ownership called for large interest pay- 
ments and these became difficult to meet in later years. The total amount 
of interest payable by farmers in 1930, 1931, and 1932, was 96, 92, and 87 
per cent, respectively, of the total payable by them in 1929. Similarly, 
the assessments on farming land for tax purposes increased during and 
following the war, and it was difficult, of course, to secure later reduc- 
tions in these assessments. The taxes payable by American farmers in 
1930, 1931, and 1932 were 100, 92, and 79 per cent, respectively, of their 
1929 taxes.i2 

Thus, in the great depression following 1929, the farmers, with their 
fairly stable money costs and sharply reduced incomes, were in very 
serious straits. Thousands lost their farms through foreclosure, and the 
situation finally became so bad that groups of farmers sometimes banded 
together to prevent foreclosures and sheriff’s sales, even by violence, if 
necessary. There were also farmers’ strikes and riots, in which groups of 
farmers attempted to destroy farm produce on its way to the market, or 
otherwise to prevent the marketing of farm products until prices should 
improve. In some cases, crops were left to rot in the fields, or were 
destroyed, because they could not be sold at prices sufficiently high to 
cover even the necessary expenses of harvesting them. It may be argued, 
some years after the event, that these conditions in agriculture would 
eventually have corrected themselves through the action of natural eco- 
nomic forces. A solution of the farm problem might or might not have 
come about in this way. Given the best of good luck, solving the farmers’ 
difficulties without governmental assistance would have been a long and 
painful process. At any rate, attempts had previously been made to give 
assistance to the farmers and, since the Roosevelt administration under- 
took to adopt a general recovery program, it was probably necessary 
both economically and politically to do something about the agricultural 
:problem.V\'''; 

Statistical Abstract of the Vyiited Statcsy l935) ^, h%^, 
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Soil Erosion. The main farm problem, as we have already described 
it, was bad enough, but in later years our farmers have been menaced by 
a serious increase in soil erosion. While soil erosion is not of recent 
origin, it has only lately come to command great public attention. The 
extension of cultivation to new areas formerly used for grazing has 
stripped the soil of natural protective vegetation and, as a result, the 
uncontrolled forces of wind and water have severely damaged millions 
of acres of farming land. 

In some parts of the country, the land, denuded of trees and other 
vegetation, is no longer able to hold the moisture which it receives at times. 
A considerable part of the rainfall runs oif the surface, provides but little 
moisture for plant growth, and carries aw^ay with it many tons of fertile 
soil. But in the past several years soil erosion by wind has perhaps ex- 
ceeded erosion by water in its destructive effects. Some of the severe dust 
storms originating in our western states have moved eastward to the 
Atlantic coast and passed out to sea, bearing with them untold thousands 
of tons of valuable soil whirling about in the air at a height of two or 
three miles. 

According to government reports, soil erosion has ruined some 50,000,- 
000 acres of farm land and badly damaged 50,000,000 acres more, and 
much additional land is in serious danger. Erosion dissipates fertile 
soil through dust storms, piles up soil on the lower slopes, spreads poor 
subsoil over rich bottom lands, increases the danger of floods, and robs 
wild animal life of essential food and cover. It also leads to the silting 
and sedimentation of stream channels, reservoirs, dams, ditches, and har- 
bors, and damages roads, railways, irrigation works, power plants, and 
public water supplies. 

Soil erosion is said to be largely the result of overcropping— an un- 
sound practice which, besides leading to erosion, makes the tillage of 
the soil more difficult, reduces its content of plant food, and increases 
the danger of drought. Depletion of the soil has been especially serious in 
the South, where an average of 80 per cent of the agricultural land has 
been kept in soil-depleting crops. Such crops as cotton and corn leave 
the land bare in the winter season and highly subject to erosion under 
the influence of the moderate climate and heavy rainfall.^^ 

Methods have been devised for controlling soil erosion, but it is diffi- 
cult to accomplish much through individual action, since the average 
farmer lacks the necessary skill, the financial means, and even the in- 
centive to attempt erosion control. Since erosion is caused, or at least 
facilitated, by unwise use of the soil, it is directly related to the main 
agricultural problem. It is possible to prevent or greatly reduce soil 
erosion by putting land into such close-growing crops as alfalfa or blue 

'^ Yearbook of Agriculture, 1937, p. et seq. 

^^Ibid., p. 13. 
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srass, but it is difficult for farmers to do this when their economic situation 

is so acute that they need all their land for money crops, such as wheat 
or cotton. Even the rotation of soil-protecting crops with money crops 
in alternate years would be helpful in checking soil erosion; but when 
farmers need, year after year, every penny that they can scrape together, 
they are likely to plant money crops continuously and let nature take its 
vengeance. In any case, the individual farmer usually feels that he can 
do little about soil erosion without the cooperation of other farmers. 
The methods of handling soil erosion, and the present program of the 
federal government, will be described later in this chapter. 

EARLY ATTEMPTS TO SOLVE THE FARM PROBLEM 

We have seen that the farm problem was not caused by the post- 1929 
depression, but was merely intensified by it. Furthermore, attempts to 
solve the problem did not wait upon the great depression, but began to 
appear soon after World War I. An ineffective attempt of this kind took 
the form of tariff changes in 1922, which placed high rates of duty on 
imports of agricultural products. The avowed purpose was to protect the 
domestic market of the American farmer. But he already had such protec- 
tion, for imports of agricultural products competing with our own had 
never been heavy. The protection of the home market did our farmers 
little good, for they were producing agricultural goods in quantities too 
great to be absorbed by the domestic market at favorable prices, and 
were rapidly losing their essential export markets. What the farmers really 
needed was the ability to export. The only tariff change capable of help- 
ing the farmer would have been a reduction in the tariff duties on im- 
ported manufactures, enabling foreigners to sell their goods to us and 
thus be in a position to buy our surplus farm produce. 

Attempts to Control Surplus Production. Since the farmers were pro- 
ducing more than the domestic market could absorb, and were losing their 
export markets, attention turned in the next few years to the question 
of surplus production. Two measures designed to give relief were 
vetoed by President Coolidge. One of these, the McNary-Haugen Act, 
provided that a so-called equalization fee or tax should be levied on the 
output of certain agricultural products, to provide funds to reimburse 
farmers for the losses incurred in exporting surplus farm products. This 
f)lan was expected to decrease the volume of agricultural products sold 
in the domestic market and maintain domestic prices for these articles 
well above the foreign level. The second relief measure involved what 
was called the debenture plan. The idea was to stimulate the exporta- 
tion of farm products by granting bounties, in the form of debenture 
certificates, for such exports. The bounties were to equal the difference 
between the domestic prices of farm px'oducts and the prices received in 
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the foreign market. The certificates were to be accepted by the federal 
government in payment of import duties, so that there woiiid be a ready 
market for them. The purpose of this Act was, of course, to reduce the 
volume of farm products sold in the domestic market and thus raise prices. 

The Federal Farm Board. In 1929, the Agricultural Marketing Act 
was passed by Congress and approved by President Hoover. The Federal 
Farm Board was set up to carry out the provisions of the Act, and was 
given one-half billion dollars for use in stabilizing the prices of farm 
products. While more than one course of action was open to the Board, 
its chief activity consisted of the purchase of a large part of our surplus 
output of such products as wheat and cotton, and the storage of these 
commodities in warehouses. For a time, the Board had some success in 
producing artificially high prices for these articles, but it failed eventu- 
ally because it attempted to provide high prices for farm products with- 
out putting any effective check upon agricultural production. Naturally, 
the financially embarrassed farmers, with no restrictions on production, 
were stimulated by the high prices to increase their output. It seems 
likely that the equalization fee and debenture plans would, like the Agri- 
cultural Marketing Act, have proved defective as solutions of the farm 
problem. 


THE FARM CREDIT POLICIES 
OF THE ROOSEVELT ADMINISTRATION 

The Farm Credit Administration. Several steps were taken by the 
Roosevelt administration, in its first year in power, to provide debt relief 
and additional credit facilities for farmers. The Farm Credit Administra- 
tion was formed in 1933 by Executive Order for the purpose of bringing 
a number of existing farm credit agencies under one head, and administer- 
ing the emergency legislation. Operating under the Farm Credit Act, it 
helped farmers to develop a system of several hundred local production 
credit associations, to provide farmers with production and marketing 
credit at low cost. These associations made loans to farmers on crop and 
chattel security and charged interest rates of approximately 5 per cent, 
which was some 2 or 3 per cent less than private agencies would have 
charged for the same type of credit. 

Emergency Farm Mortgage Legislation. As has been suggested, the 
farm mortgage situation during the depression was desperate. In 1932, 
farm mortgage debts amounted to 8.5 billion dollars, out of a total farm 
debt of 12 billion dollars. The total debt was more than twice the amount 
of the gross farm income of 1932, and about equal to that of 1929. Under 
the Emergency Farm Mortgage Act, the Farm Credit Administration 
reorganized the Federal Land Bank System and set about refinanting 
farm mortgage debts. The Act authorized for this purpose the issuance of 
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two billion dollars’ worth of new Federal Farm Loan Bonds, on which 
the federal government guaranteed interest at the rate of 4 per cent. The 
proceeds of the bond issue were used to make new loans to farmers or to 
purchase their mortgages, and some bonds were exchanged directly for 
mortgages. 

The holders of farm mortgages, anxious for settlement after a long 
period of waiting, were sometimes willing to scale down their claims. 
Such reductions were obligatory in some cases, for the Land Bank loans, 
with prior liens, could not exceed 75 per cent of the normal value of the 
property given as security. In any event, after the mortgages were taken 
over by the government, the process of refinancing began. These new 
mortgage obligations of the farmers were to be liquidated over a long 
period of years, and no payments on the principal had to be made for five 
years. The interest charge was not to exceed 41/9 per cent, as compared 
with 5 to 6i/^ per cent formerly paid by farmers. 

The Mortgage Moratorium. Under the Frazier-Lemke Act, passed by 
Congress in 1935, a farmer, faced with foreclosure and unable to get a 
reduction in his mortgage obligations by direct dealings with his creditors, 
could apply to the courts to declare him a bankrupt. The court dealing 
with his case was given the power to stay all legal proceedings against the 
farmer for a period of three years, during which time he could retain 
possession and use of the mortgaged property by paying a reasonable 
rental. At any time during the three years, the court could order an 
appraisal of the mortgaged i^roperty and the farmer could obtain full 
title to it by paying the appraised value, regardless of the amount of the 
mortgage obligation. To protect the rights of creditors, it was provided 
that any creditor who had as security a lien on the property could demand 
that it be sold at public auction. In this case, the court was required to 
conduct such a sale after due notice, but the former owner was thereafter 
to be given ninety days within which he could recover full title to his 
property by paying the auction price, plus interest at 5 per cent. 

The Commodity Credit Corporation. In late 1933, the Commodity 
Credit Corporation was set up for the purpose of making loans to farmers 
on their holdings of specified crops. It could lend a farmer 10 cents a 
pound on his cotton, without liability to him, if he would agree to take 
part in the 1934 acreage reduction program. A similar offer was made 
available for corn growers after the corn-hog adjustment program had 
been set up. That is, in states where corn could be held on the farm under 
seal; secured by warehouse receipts, the growers could secure a loan of 
50 cents a bushel on their holdings, provided they agreed to cooperate in 
the agricultural adjustment program in the following year. These pro- 
visions for loans assured the growers a certain return for their products, 
and also enabled them to gain by any increases in prices which might result 
from the operation of the agricultural adjustment program. 
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These various credit policies were closely tied up with the main agri- 
cultural problem. With the pressure of debt obligations reduced, the 
farmers no longer felt it imperative to keep every possible acre of soil 
planted to money crops, and were willing to cooperate in a program for 
controlling agricultural production. Again, the crop loans to farmers made 
it unnecessary for them to throw their products on the market for what- 
ever they wmuld bring— a course of action which could have depressed 
the prices of these products still further, or would at least have kept them 
from rising. The loans made it possible for farmers to withhold a part 
of their current production from the market, and thus aided the adminis- 
tration in realizing its object of raising the prices of these agricultural 
products. 

THE AGRICULTURAL ADJUSTMENT PROGRAM 

Parity Prices. The principal aim of the Roosevelt administration in 
aiding American farmers was to increase farm incomes and purchasing 
power by controlling production and raising prices. This objective was 
sought first through the Agricultural Adjustment Act of 1933, which 
declared it to be the policy of Congress to establish and maintain a 
relationship between the production and consumption of farm products 
which would bring the prices received by farmers to such a level as to 
give these farm products a purchasing power, in terms of the commodities 
that farmers buy, equivalent to the purchasing power of the farm products 
in the “base period. “ This period was the five years preceding World War 
I, or from the middle of 1909 to the middle of 1914, except in the case of 
tobacco. The policy was applied originally to wheat, cotton, field corn, 
hogs, rice, tobacco, and milk and its products, but in 1934 the list of basic 
products was amended to include beef and dairy cattle, sugar, peanuts, 
rye, flax, barley, and grain sorghums. The interests of consumers were to 
be protected by seeing to it that the adjustment of farm production did 
not raise the percentage of the consumers’ total retail expenditures which 
farmers received above the percentage they received during the base 
period. 

The Reduction of Output. To achieve the objects of this legislation, 
the Secretary of Agriculture was empowered to arrange for reductions in 
the output of basic agricultural commodities by making agreements with 
farmers to cut down acreage and paying them rentals or benefits in return 
for such cooperation. The amount of reduction required in the case of 
specific farm products, and the amount of benefit or rental payments, 
were to be determined by the Secretary of Agriculture. For example, the 
Secretary entered into some 1,010,000 contracts with individual cotton 
growers in coHneetion with the 1934 crop. Every grower who accepted the 
plan agreed to reduGe his acreage planted to cotton by not less than 35 
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per cent or more than 45 per cent of his average acreage during the 
preceding five years; and these idle acres he leased to the Secretary of 
Agriculture. He promised also not to increase his total acreage of all 
crops, after deducting the contracted reduction in cotton acreage; not to 
increase his acreage in other “basic commodities”; and to use the land 
rented by the Secretary only for such purposes as might meet with the 
approval of that official. 

In return for his cooperation in the respects outlined above, the cotton 
grower was to receive from the government a benefit or rental payment 
which would amount, on the average, to about 4i/^ cents per pound on 
the cotton which would have been grown on the land rented to the 
Secretary, based upon the five-year average production for 1928 to 1932. 
Since cotton production during this period averaged about 174 pounds 
an acre, this meant a payment of |7.85, on the average, per acre of land 
removed from cultivation. If considered as rent alone, this would have 
been quite a heavy payment for the land, but it was intended also to 
compensate cotton growers for labor and capital withheld from production. 
Similar programs were arranged for other basic commodities. 

The Processing Taxes. To secure funds with which to administer the 
program and pay benefits to farmers, the Secretary was authorized to levy 
taxes on the processors of the basic farm products. For example, manu- 
facturers of cotton goods were required to pay taxes based on the quantity 
of raw cotton entering into their products. The processing tax on each 
product was to equal the difference between its current average farm price 
and its “fair exchange value”— that is, a price which would give the seller 
as much purchasing power as its sale would have given during the base 
period 1909-14. However, if it developed that this rate of tax would not 
prevent the accumulation of a surplus stock of any commodity, a higher 
or lower tax rate could be charged. 

Marketing Agreements and Licenses. As an alternative form of control, 
the Secretary was permitted to enter into marketing agreements with 
processors, associations of producers, and others engaged in handling 
agricultural commodities or products thereof in interstate commerce, and 
to require these persons to obtain licenses authorizing them to carry on 
their customary activities in connection with these or competing products. 
These licenses might be suspended or revoked for cause, and the licensees 
could be required to furnish detailed information as to their business 
transactions in these products. 

The Soil Conservation and Domestic Allotment Act. In January, 1936, 
the Supreme Court of the United States found the Agricultural Adjust- 
ment Act of 1933 unconstitutional by a 6 to 3 vote. The Court held that 
the Act constituted an invasion of states' rights, since the Constitution did 
not give the federal government the power to regulate agriculture, and 
its power to control interstate commerce could not be stretched to include 
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the regulation of agricultural production. Moreover, it xvas held to be 
improper for the federal government to purchase compliance with a 
federal program, and thus attain indirectly that regulation of local affairs 
which had been specifically denied it by the Constitution. While agricul- 
ture can hardly be considered a matter of local concern from an economic 
point of view, it appeared to be purely so according to this interpretation 
of the Constitution. 

Since the federal government was unwilling to see American agriculture 
return to its previous chaotic state and since no permanent solution of 
the farm problem had been found, the government launched forth upon 
the discovery of a new farm program. In its search, it soon came upon the 
problem of soil erosion, upon which we commented earlier in this chapter. 
Satisfactory methods of combating soil erosion had been developed. 
Several types of close-growing vegetation, such as grass and alfalfa, are 
helpful in holding the soil in place and reduce water and soil losses very 
materially. Amazing results may be achieved merely by rotating such soil- 
conserving crops with the money crops, such as corn and cotton. 

A method known as strip-cropping is also helpful in preventing soil 
erosion under favorable conditions of cultivation. Strip-cropping means 
the alternation of close-growing crops with the money crops in strips of 
a certain width, depending on the degree of slope and other factors. This 
method of controlling soil erosion often requires help from other mechani- 
cal methods, especially on the steeper slopes, for land is in danger of 
erosion whenever it is planted to cultivated or money crops. In such cases, 
methods such as terracing the land and using broad, contoured channel 
ways for drainage have often proved helpful in reducing sheet erosion and 
severe gullying. 

The chief difficulty with erosion control in the past was to get the 
farmers actively interested in it. The individual farmer often felt that he 
could do little about soil erosion by himself, or he lacked the financial 
resources which would permit him to make the attempt. Under unfavor- 
able farm conditions, the farmers often considered it necessary to use 
almost all their land for money crops and to keep it planted to such crops 
year after year, in order to make ends meet. In 1936, after the A. A. A. was 
declared unconstitutional by the Supreme Court, the government decided 
to undertake a program of erosion control which would also help to solve 
the main farm problem. 

Consequently, in February, 1936, a previously existing Soil Conservation 
Act was amended and enlarged to become the Soil Conservation and 
Domestic Allotment Act. The Act authorized the Secretary of Agriculture 
to restore the pre-war relationship between farm and city incomes for 
those farmers who agreed to practice specified methods of soil conservation 
and erosion control. Two classes of benefit payments were made available 
for farmers who cooperated. Payments for soil conservation were granted 
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to farmers for transferring a part of their soil-depleting base acreage to 
soil-conserving crops or uses, and other soil-building payments were made 
available for farmers who adopted certain approved practices to restore 
soil fertility, such as new seedings of legumes or perennial grasses; seed- 
ings of soybeans, cowpeas, and the like, for green manure; and the use 
of strip-cropping or terracing methods. The relation of this conservation 
program to the main farm problem is obvious. If the farmers used part 
of their land for crops which would be effective in preventing soil erosion, 
they could not use it for producing the basic money crops. In this way 
it was planned to kill two birds with one stone— to achieve some highly 
desirable results by way of controlling soil erosion, and at the same time to 
prevent the overproduction of the basic crops. 

The Agricultural Adjustment Act of 1938. The soil conservation fea- 
tures of the Act of 1936 were undoubtedly desirable, but the Act proved 
rather ineffective in controlling agricultural production. By 1938, the 
prices of basic products had slumped badly, large surpluses were on hand, 
and additional large crops were in prospect. As a result. Congress passed 
the Agricultural Adjustment Act of 1938 in February of that year. This 
Act provided for the continued operation of the Act of 1936, and its pay- 
ments to farmers, in normal times. In years of overproduction, however, 
rather stringent methods of control were to go into effect. 

Control of agricultural production was carried on by means of acreage 
allotments, marketing quotas, and commodity loans. The acreage allot- 
ments were not compulsory in themselves, but they furnished the basis 
for setting up marketing quotas, and farmers who produced and sold the 
basic products in amounts exceeding their quotas could be made to pay 
penalties on the excess. The national acreage allotment for each com- 
modity was made by the Secretary of Agriculture, and was the acreage 
estimated to be necessary to produce a normal year's requirements for 
consumption and export, plus an arbitrary amount for stocks, minus the 
amount carried over from the preceding year. The total acreage allotment 
was then divided among states, counties, and individual farms. Farmers 
who stayed within their allotted acreages received cash benefits from the 
government, in addition to the benefits of the soil conservation program. 

According to the Act of 1938, there was "‘overproduction" whenever 
the supply (crop and carry-over) of a basic product exceeded “normal" 
by more than a stated percentage. For cotton, overproduction was any 
amount in excess of 107 per cent of normal; for wheat, 135 per cent; for 
corn and rice, 110 per cent; and for tobacco, 105 per cent. “Normal" in 
each case was the amount estimated to be necessary for a year's consump- 
tion and exports. When there was overproduction of any of the basic 
commodities, the Secretary of Agriculture could set up compulsory market- 
ing quotas, but such quotas did not become effective until approved by 
two-thirds of the producing farmers voting in a referendum. The total 
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marketing quota was prorated to states, counties, and individual farms in 
proportion to the normal yields of their acreage. For the individual farmer, 
the marketing quota was the amount of a commodity that he could sell 
without incurring penalty. Basic commodities produced in excess of 
marketing quotas could not be fed to livestock for the market, given away, 
or traded for other economic goods. To avoid penalties, they had to be 
stored on the farms or in warehouses. 

The Act of 1938 provided for loans to farmers to enable them to carry 
adequate reserves of basic products as a safeguard against lean years. The 
Commodity Credit Corporation was required to make loans on cotton, 
corn, and wheat, under conditions laid down in the Act, and could lend 
on any agricultural commodity. No loans could be made on cotton, corn, 
wheat, or rice in years in which marketing quotas had been declared 
necessary but had been rejected by vote of the farmers concerned. In 
general, loans were to be made whenever the price of a basic commodity 
fell below a specified percentage of parity, or when the crop estimate 
exceeded a normal year’s consumption and exports. The parity price for 
a good, as under the original Agricultural Adjustment Act, was defined 
as one which would give that commodity a purchasing power (in terms 
of goods that farmers buy) equal to its purchasing power in the base 
period which, for most of the goods, was the period from 1909 to 1914. 
Minimum loan rates were set by the Act at 52 per cent of parity prices. 
Farmers who did not cooperate in the quota program could receive loans 
only in years in which marketing quotas were in effect, only on portions 
of their crops whose sale would not be subject to penalties under the 
marketing quotas, and only at rates which were 60 per cent of those 
extended to cooperating producers. 

EVALUATION OF THE AGRICULTURAL 
ADJUSTMENT PROGRAM 

The Agricultural Adjustment Act of 1938 had been in effect only a 
relatively short time when World War II broke out, and long before 
that conflict was over the main farm problem became one of securing 
adequate agricultural production instead of one of restraining production 
and avoiding large surpluses of basic farm products. Before examining 
the status of agriculture in the war period and its prospects for the future, 
it will be desirable to evaluate the Agricultural Adjustment Program as it 
operated from 1933 to 1940. 

Gains for Farmers. The Agricultural Adjustment Program was success- 
ful in securing reductions in the acreages devoted to the basic crops and, 
with the help of other factors, such as weather conditions, it raised the 
prices received by farmers for these products. In 1932, as we have noted, 
prices received by farmers stood at 68 (1909-“14“ 100) while prices paid 



328 ECONOMICS: PRINCIPLES AND PROBLEMS 

by farmers were at 124. By 1937, prices received by farmers had advanced 
to 122, while prices paid by farmers had increased only to 133.^'^ The ratio 
between these indexes was then 92, a level which had not been exceeded 
since 1920. At the same time, income from agriculture, which had amounted 
to only $3,040,000,000 in 1932, increased to $6,802,000,000 in 19374^ Both 
agricultural prices and income, however, were considerably lower from 
1938 to 1940 than in 1937. 

The Prevention of Production Adjustments. In spite of these gains 
for American farmers, the operation of the Agricultural Adjustment 
Program was subject to a number of serious criticisms, several of which 
related to the attempt to secure and maintain rigid parity prices for farm 
products. The base period for parity prices goes back to the years 1909 to 
1914 for a number of products, and the maintenance of parity prices dis- 
regards changes in relative costs of production which have occurred since 
that time and tends to prevent needed readjustments of agricultural pro- 
duction. For example, 89 man-hours were required to produce 100 bushels 
of wheat in the base period, and only 41 man-hours in the 1934-36 period. 
Again, the use of hybrid varieties of corn increased yields by 15 to 20 per 
cent with only a small increase in costs. On the other hand, increases 
have occurred in the labor requirements and cost of production for such 
things as vegetables. 

In such a situation, parity prices treat the growers of some products 
much better than the growers of others. Even under parity prices, it be- 
comes difficult to get adequate production of some crops whose costs have 
increased and, unless production control is very severe, it is difficult to 
hold down the production of others. If the government is to maintain 
prices for agricultural products, these prices should be kept flexible, so 
that they will reflect the changes which occur in relative costs of produc- 
tion and will not interfere with necessary adjustments of production. 

If the production of some basic crop is to be curtailed, it would seem 
desirable to let low-cost producers turn out as much as usual, while 
eliminating certain high-cost producers entirely. However, the Agricultural 
Adjustment Program sought curtailed production and parity prices through 
percentage reductions in acreage on the part of all growers of a crop who 
were willing to participate in the Program. This meant, quite simply, that 
high-cost areas were kept in production at the same time that production 
was being curtailed in lower-cost areas, and the Program prevented desii"- 
abie basic adjustments in production from taking place. 

Exports and the A.A.A. While the Agricultural Adjustment Program 
did not sucGeed immediately in raising the prices of farm products to a 

National Industrial Conference Board, The Eco7iomic Almanac for 1945-46, p. 170. 
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1" Board of Governors of the Federal Reserve System, Agricultural Adjustment and 
Income, p. 14. 
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parity level, a considerable increase in these prices did occur under its 
auspices and the prices rose to a level well above those prevailing in the 
rest of the world. This situation resulted in a low level of agricultural 
exports, and indirectly operated to restrain exports of manufactured goods 
which required the use of these high-priced farm products as raw mate- 
rials. Moreover, any attempt to sell farm products abroad at prices lower 
than those prevailing in the United States was likely to be regarded as 
“dumping’' from the point of view of other countries and to lead to 
antagonism and retaliation on their part. Thus the operation of the Agri- 
cultural Adjustment Program seemed to be in direct conflict with the 
Roosevelt administration’s objective of producing an increase in the 
volume of our international trade. The disappearance of American farm 
products from world markets also produced some increases in world prices 
of the products, and tended to encourage the expansion of production in 
other countries. 

This problem is likely to be troublesome in the present post-war period. 
For example, “Brazilian cotton Type 5 at the Sao Paulo market averaged 
0.5 vS cents above the American Middling 15-16 at New Orleans from 1928 
to 1929. From December, 1941, to July, 1945, the American domestic price 
has exceeded the Brazilian by from 6 to almost 12 cents per pound; a 
number of countries have shifted their purchases from American to 
Brazilian cotton partly because of relative prices and partly because of 
shortages of dollar exchange. While the United States was reducing the 
cotton acreage, Brazil almost tripled her acreage from the 1930-84 average 
of 2.4 million acres to 6.7 million in 1940.”^^ 

The Efficiency of Production Control. The success and cost of a policy 
of maintaining rigid parity prices for farm products depend to a great 
extent upon the efficiency of methods of controlling farm production, and 
the Agricultural Adjustment Program was not very successful in this 
respect. The lowest point reached by the index of the physical volume of 
farm production (1909-14 base) was 111 in 1935, and the index reached 
a new high point of 128 in 1937.^^ The Program succeeded in reducing 
the acreages devoted to the basic products, but production remained high 
and later increased because of increased yield per acre. In the case of corn, 
for example, an average planting of 108 million acres was maintained from 
1931 to 1933 and production averaged 2.6 billion bushels. In the period 
from 1939 to 1941, the area devoted to corn averaged only 87 million 
acres under the A.A.A., but production still averaged 2.6 billion bushels.^^ 
The greatly increased yield per acre resulted from the use of hybrid 
varieties of corn and improved crop rotation. 

In order to curtail the production of a given crop by a certain desired 

^Ibid., pp."15-16. ' 
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percentage, it is necessary to achieve a much greater percentage reduction 
in acreage, both because the land taken out of production will be the 
poorest land and because land used for producing the controlled crop is 
likely to increase in productivity as it is rotated between the controlled 
crop and other soil-building crops. The A.A.A, had serious difficulties, 
therefore, in controlling production when only a few basic crops were 
involved. The problem would be much worse if almost all phases of 
farm production had to be controlled. Farmers do not like to have their 
land and other resources lie idle. If they reduce their production of some 
crops, they are likely to increase the production of others. If the produc- 
tion of almost all farm products were controlled, there would be almost 
no place for the farmer to turn with any acres dropped from the pro- 
duction of a given crop; and it might be very difficult to maintain farmer 
participation in and compliance with the governmental control program. 

Income and Standards of Living. The Agricultural Adjustment Pro- 
gram, in the period from 1933 to 1940, was not especially effective in in- 
creasing the income and efficiency of low-income farmers. In the year 
from July 1, 1935, to June 30, 1936, a year between the great depression 
and the prosperous war period, almost one-fourth of American farm 
families received less than $500 of income, about 38 per cent received 
less than $750, and only 8 per cent received more than $2500.^^ These 
figures included the rental value of the farm homes and the market value 
of farm products consumed on the farms. In other occupations in the 
economic system, only 16 per cent of the workers received less than $750 
in the year in question, and 17 per cent received over $2500.-^ Even in 
1942, only 18 per cent of total agricultural income went to the 50 per cent 
of the farmers with lowest incomes.^^ 

Progress Toward the Controlled Economy. The Agricultural Adjust- 
ment Program tended to bring an ever-increasing number of farm products 
under price and production control. Starting with a few basic products, 
the Program spread to others because the farmers, as they reduced the 
acreage devoted to the controlled crops, planted their land to other crops 
and created “overproduction/' surpluses, and low prices for these other 
products. It seemed that there would be no logical end to this process 
short of complete and strict governmental control over agricultural pro- 
duction in general. Indeed, some people feared that the controls would 
spread to manufactured products made from basic farm materials, to other 
products competing with these manufactured goods, and so on, until 
eventually a planned and controlled economy of socialism would be the 
result. Without altogether accepting this point of view and without any 
intention of arguing the relative merits of capitalism and socialism at 
this time, we may yet conclude that the development of stringent govern- 
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mental control over agricultural production and prices would be a step 
in the direction of a controlled economy of some type or other. 

The Permanence of the Farm Program. One of the most serious criti- 
cisms of the farm program was the charge that the A.A.A., once instituted, 
could not be given up and would become a permanent policy. It can 
scarcely be stated too emphatically that the Agricultural Adjustment Pro- 
gram was not desirable as a permanent solution of the farm problem in 
the United States, because it did nothing to reduce the number of farmers 
in the country or the amount of land available for the production of the 
basic crops. When the demand for a manufactured product suffers a 
permanent decline, the industry reacts by producing fewer units than 
formerly and by allowing a part of its productive facilities to lie idle. 
Eventually, however, the industry tends to readjust its productive capacity 
to the changed conditions of demand, and only then can it be said to have 
met the problem created by the decline in demand. The Agricultural 
Adjustment Program led only to the first of these steps; that is, it induced 
the farmers to produce less than before and to allow part of their pro- 
ductive agents to remain unused. It did not lead to the apparently necessary 
curtailment of the land, labor, and capital employed in the agricultural 
industry. 

In the period under discussion, 193S--40, A.A.A. payments to cotton farm- 
ers amounted to 1.3 billion dollars, which was over 25 per cent of the value 
of the cotton lint produced in this country during the period.^^ Even if 
we admit that doing nothing about prices and production would have 
been too slow and painful a method of forcing high-cost farmers to turn 
to some other type of farming, it is still reasonable to think that the 
government’s money could have been spent in a more useful way over the 
period. That is, if the 1.3 billion dollars had been spent in adjusting the 
size of farms in the cotton-raising area, training the farmers to carry on a 
diversified type of agriculture, and lending them the funds necessary to 
effect the transformation, we might well have been closer to a permanent 
solution of the cotton section of the farm problem by 1940. 

Despite the fact that many if not most people felt that the A.A.A, 
should be merely a temporary program, there was always a possibility 
that it might be continued indefinitely. Once the government had estab- 
lished the practice of paying cash benefits to the farmers, it threatened 
to be a most difficult matter, from a political point of view, to discontinue 
these benefits when it became economically desirable to do so. Hence, we 
were in some danger of seeing the farm program remain as an undesirable 
but permanent feature of our economic system, in much the same fashion 
that the protective tariff, created more than a century ago to protect 
infant industries, has remained to plague us long after some of these 
infants have become industrial giants, 
p. 15. V 
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THE STATUS OF AGRICULTURE 
DURING WORLD WAR II 

Demand and Production. In the period of World War II, American 
agriculture was faced with an unprecedented demand for its products for 
use at home and abroad, and it responded nobly to this demand. In fact, 
agricultural production increased more rapidly during this war than dur- 
ing World War I. The index of agricultural production (1935-39=100) 
I'ose rapidly from 110 in 1940 to 136 in 1944 and 132 in 1945.^^ These 
results were achieved in spite of the fact that there was a severe shortage 
of new agricultural machinery and equipment, and that much labor was 
drawn from agriculture into other branches of production and into the 
armed forces. We had large stocks of grain on hand at the beginning of 
the war period, which made possible a rapid expansion in livestock pro- 
duction. Our farms were already so thoroughly mechanized that crop 
acreages could be expanded or at least maintained in the face of shortages 
of new equipment and labor; and unusually favorable weather conditions 
also played a part in increasing production. 

Prices and Income. The prices of agricultural products were brought 
under price control at a later date than the prices of most other things, and 
rose rapidly during part of the war period. In 1942, the prices received by 
farmers became higher than the prices paid by them, for the first time 
since 1920. In 1944, the index of prices received was 195, and that for 
prices paid was 170, while in 1945 these indexes were 202 and 174,^^ re- 
spectively. This latter relationship meant that the farmers, in 1945, by 
giving up products that were worth $1.00 in the base period (1909-14), 
could secure products valued at $1.16 in the base period. With both farm 
production and prices rising, the incomes of farmers increased greatly 
in the war period. The net income from agriculture, which had been 
$6,521,000,000 in 1940, rose to $16,105,000,000 in 1944, $16,831,000,000 in 
1945, and $17,927,000,000 in 1946.^® These latter amounts were new all- 
time records. 

Production Controls. In the war period, the agricultural problem was 
to secure enough farm products rather than to restrain production and 
prevent surpluses, so the various controls provided by the Act of 1938 
could be largely relaxed. However, payments to farmers under the Soil 
Conservation and Domestic Allotment Act of 1936 went forward as usual 
during the war period. In addition, it was thought necessary to take 
certain steps to stimulate agricultural production. The most important 
of these was a series of Acts which placed price floors under agricultural 

The Economic Almanac j or 1946-47)^ p. 119. 
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products and promised a continuance of parity price guaranties into the 
post-war period. Prices of cotton were to be guaranteed at 92 Y 2 per cent 
of parity, and those of wheat, corn, tobacco, peanuts, and rice at 90 pei 
cent of parity, for two years after January 1 of the year following the 
official declaration of the end of hostilities, or, as it turned out, until 
December 31, 1948. A guaranty of prices at 90 per cent of parity for the 
same period after the close of hostilities was extended to a number of 
agricultural products not included in the above list of basic products, 
provided funds were available for the purpose when the time came. 

FUTURE AGRICULTURAL POLICY 

From the point of view of our needs during World War II, it was, 
probably fortunate that a genuine reduction in the productive capacity 
of agriculture was not achieved during the 1930’s, for we needed, at least 
temporarily, all the products which the industry could turn out. However, 
it would not be sound economic policy to keep agricultural capacity at 
an excessive level for decades at a time on the chance that we might need 
all of this capacity if a major war occurred. Since the productive capacity 
of agriculture was regarded as excessive even before World War II and 
since the war period brought great increases in agricultural production 
and added many acres to the area under cultivation, there is serious 
question as to what the status of American agriculture will be in the post- 
war period. Are we not likely to be troubled again with “overproduction’’ 
and growing agricultural surpluses, falling prices for farm products, and 
declining agricultural income? 

Full Employment and Economic Stability. Under certain conditions 
it is possible that there will be no agricultural problem in the United 
States in the post-war period. One thing which would help greatly in 
preventing the development of such a problem would be the maintenance 
of a high and stable level of production, employment, and income in the 
economic system as a whole. As we have seen, agricultural production in 
general is remarkably stable through good years and bad, and has changed 
sharply only in wartime. Hence, agricultural production is not an im- 
portant factor in producing booms and depressions in general business, 
though agriculture suffers heavily as a result of instability in the economic 
system as a whole. If the general level of economic activity in the country 
could be kept high and stable, there would be little need for special aids 
to agriculture. Consequently, agriculture must regard with great interest 
any plans which are made for stabilizing production and employment in 
the United States at a high level. 

Agricultural Exports. Another factor which would be helpful is the 
development of export markets for farm products. During the war, Amer- 
ican agriculture was producing for both this and other countries, and our 
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exports of farm products were abnormally large. It seems clear that, in 
the post-war period, agricultural production is likely to exceed the needs 
of the domestic market by a considerable amount. Our imports of agri- 
cultural products may increase to the pre-war level, individuals returning 
to civilian life from the armed forces may consume less food than formerly, 
manufactured goods will be available in larger quantities than during the 
war period, and people may not care to spend as great a proportion of 
their income on food as they did during the war years. Therefore, the 
need for agricultural exports will be great if farming is to operate at 
capacity. If such organizations as the International Monetary Fund, the 
International Bank for Reconstruction and Development, and the Eco- 
nomic and Social Council of the United Nations work successfully and 
produce a greatly enlarged volume of international trade in the post-war 
period, the result is likely to be highly beneficial for American agriculture. 

The Maintenance of Adequate Diets. Agriculture would also profit 
from the attainment and maintenance of an adequate diet for the people 
of the country as a whole. It would be best, of course, if production, em- 
ployment, and income could be kept at such a high level that the people 
could provide themselves with adequate diets through the purchase of 
farm products. In the absence of such a happy situation, the subsidization 
of food consumption for low-income families and the improvement of 
their diet would not only benefit national health and efficiency but 
also help to dispose of agricultural surpluses and raise the prices of 
agricultural products. Too much should not be expected from this 
source, however. It has been estimated that the provision of adequate 
diets for all low-income families in the country would absorb the produc- 
tion of only about five million acres of farm land over and above the 
acreage which would otherwise be necessary. 

Monopolies and Agriculture. It seems, finally, that the status of agri- 
culture in the post-war period will depend to some extent upon the 
success which attends our efforts to deal with the problem of monopolies 
and trusts. In the past, our farmers have been handicapped by having 
to sell their products in a highly competitive market while doing most 
of their buying in a market which was to a considerable degree controlled 
by monopolists, oligopolists, and monopolistic competitors. In the long 
period of good business prior to 1929, many of our manufacturing indus-r 
tries, being monopolistic or semi-monopolistic in character, were able to 
maintain stable prices in the face of improved methods of production 
and falling costs of production. Quite apart from the effect of this situa- 
tion in producing the great depression, it made it difficult, if not impos- 
sible, for our farmers to get prices for their products which would enable 
them to share in the general prosperity of business. 

Later, after the great depression broke in 1929, these monopolistic and 
semi-monopolistic industries were still able to maintain prices to a very 
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considerable extent. This they did by restricting production sharply, 
by turning off employees, and by reducing their purchases of raw mate- 
rials. This course of action made it difficult for farmers to sell their raw 
materials and foodstuffs, and the uncontrolled prices of farm products had 
to bear the brunt of the depression liquidation. Thus, in a sense, the 
farmers under the Agricultural Adjustment Program were only giving 
our industrialists a taste of their own medicine, with the assistance 
of the government. The farm problem would have been much less 
severe in the past if competitive conditions had been maintained in 
industry, and it would be much less likely to reappear in the post-war 
period if the monopoly problem could be solved. 

Forward Price Floors. While a happy combination of circumstances 
might forestall the reappearance of the farm problem in the post-war 
period, we cannot count on this result being attained. If worst comes 
to worst and general economic conditions remain unstable, agricultural 
exports decline to the pre-war level, agricultural surpluses reappear, and 
farm prices and income threaten to fall disastrously, governmental aid 
to agriculture will again be necessary. What form should it take? The 
most reasonable suggestion we have encountered is the establishment of 
forward price floors.^'^ 

According to this proposal, an Agricultural Price Board (to be created 
by act of Congress) would set up price floors extending over one produc- 
tion period for the various farm products. Such floors would protect 
farmers against collapsing prices of farm products in any one year, and 
would enable them to plan production intelligently on the basis of fore- 
knowledge of the relative prices of various products. The Board would 
try to establish its price floor for each commodity at such a level that 
market demand for and market supply of the good would be in equi- 
librium at that price. 

In order to reach this objective and to free the Board from pressure 
from special interests in agriculture, the Board’s freedom of action would 
be limited by a number of regulations. In the case of export commodities, 
the price floors established by the Board should not be allowed to ex- 
ceed the world prices expected for the commodities during the forth- 
coming year. In the case of nonperishable products, the Board should be 
required to lower the price floor for any commodity in the year to come 
when the carry-over exceeded an established “normal” by 10 per cent, 
and to raise the price floor when the carry-over was 10 per cent below 
“normal.” In the case of perishable products, the Board should be re- 
quired to lower the price floor for the coming year whenever it had 
been necessary for the government to purchase a farm product in the 
open market and resell it at a loss. Finally, the price floor for any com- 

27 As disciissed in Board of Governors d£ the Federal Reserve System, Agricultural 
Adjustnient and hicome, -pp. 28--3L 
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niodity should be raised in the coming year if its price exceeded the 
existing floor by 10 per cent.^s In all cases, the prices of farm products 
would be kept from falling through the floors by means of the power of 
the Board to have the Commodity Credit Corporation purchase the prod- 
ucts and either store or resell them at a loss. Since this action would neces- 
sitate lower floors in the following year, the program would not result in 
the maintenance of rigid prices for farm products or become excessively 
costly. 

The program of using forward price floors would be superior in several 
respects to the continued use of a program for maintaining rigid parity 
prices based on a distant historical period. First, while fears of collapsing 
prices of farm products in any given year would be eliminated, the prices 
of individual farm products would be completely flexible in the long 
run. That is, even though price floors were used from year to year, the 
prices of some individual farm products could fall while those of others 
rose, as the costs of production changed in the various fields of agricultural 
production. Second, the program of forward price floors would not re- 
quire direct and severe control of agricultural production by the federal 
government. Third, the program could be modified to provide for the 
special conditions prevailing in times of depression without producing 
rigidities which would later become difficult to eliminate. 

In this last connection, the Board could be directed not to permit 
the price of any agricultural commodity to fall in a given year by more 
than 20 per cent of the average price in the preceding three years. 
Under this provision, five years of depression would be necessary to re- 
duce the price of a farm product to 54 per cent of its pre-depression level. 
It is estimated that, if this system had been in operation, the prices of 
agricultural products would have fallen by only 20 per cent, instead of 
40 per cent, between 1920 and 1921, and by 32 per cent, instead of 
about 55 per cent, between 1929 and 1932-^^ The decline in the prices 
of farm products during a depression would be controlled through pur- 
chases of the products by the Commodity Credit Corporation for re- 
sale at a loss. 

This method of helping the farmers in depression periods would keep 
agriculture from bearing more than its share of the burden of depres- 
sion. It would maintain the farmer’s income through the prices received 
for his products instead of by direct subsidies or “benefit” payments. 
It would be relatively simple in operation and would go into action 
automatically when needed. Its cost could be financed in a way which 
would not curtail purchasing power elsewhere in the economy. It would 
permit lower prices of farm products to ultimate consumers and would 
not curtail production in non-agricultural fields. Finally, it would permit 

These suggested regulations are from ibid.^ V- 29. 

2^lhid., p, 30. 
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the prices of individual farm products to remain flexible in relation to 
one another.^^ 

Ollier Policies. While the system of forward price floors was being 
applied to the main agricultural problem in the post-war period, other 
governmental agricultural policies might also be desirable. The soil con- 
servation program should be continued, but it should be based on the 
physical necessities of soil conservation and not be a device, as in the 
past, for helping to control agricultural production. The production 
of individual farm commodities should depend on demand and supply 
(cost) situations, and the soil conservation program should be adjusted 
to the crop pattern which results. Crop insurance, to protect the farmer 
against the uncontrollable risks of his industry, began in a small way 
under the Agricultural Adjustment Act of 1938, was later repealed, and 
was reenacted in 1945. This system might well be extended in the post- 
war period. Finally, some measures for the reduction of agricultural 
poverty might be tried, for this problem remains even in years of generally 
high farm prices and income. The measures might include enlarging 
the farms used by low-income farmers, training these farmers for greater 
efficiency, making capital funds available to them, and possibly training 
some of them, who must leave agriculture, for jobs in other fields. 


1. Indicate the importance of agriculture in our economic system. 

2. In what sense has the problem of agriculture been one of overproduction? 
Explain. 

3. Why did American agriculture expand production during and immediately 
after World War I? Explain. 

4. What happened to agricultural prices and income during World War I? 

5. Discuss the demand and supply conditions which existed for agricultural 
products during the 1920’s. 

6. How did agriculture fare in the great depression following 1929? 

7. How did the behavior of agricultural output and prices in the gxeat depression 
differ from that of output and prices in certain manufacturing industries? 

8. Explain fully what is meant by ‘‘the insensitiveness of farming.” 

9. “The burden of fixed costs to the farmer grew heavier during the depression.” 
Explain. 

10. What is the nature of the problem of soil erosion? How is this problem 
related to the main agricultural problem? 

11. Were American farmers benefited by the high tariff rates placed on imports 
of farm products in 1922? Explain. 

12. How were the equalization fee and debenture plans expected to help the 
farmers? Explain. 

13. Discuss the Federal Farm Board experiment. 

14. Outline the farm credit policies of the Roosevelt administration. 


Ibid.j pp. 29, 30. 
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15. What was the relation of farm credit policies to the main agricultural prob- 
lem? Explain. 

16. What was the purpose of the Agricultural Adjustment Act of 1933? Explain. 

17. What were the principal methods by which this purpose was to be acconn 
plished? Explain. 

18. Explain the dual purpose of the Soil Conservation and Domestic Allotment 
Act of 1936. 

19. Why was additional farm legislation passed in 1938? Compare the provisions 
of the Agricultural Adjustment Act of 1938 with those of the Act of 1933. 

20. Indicate the extent to which the status of agriculture improved under the 
Agricultural Adjustment Program from 1933 to 1940. 

21. Why is it said that the Agricultural Adjustment Program prevented necessary 
or desirable adjustments of agricultural production? Explain. 

22. How were agricultural exports affected by the Agricultural Adjustment Pro- 
gram? Explain. 

23. Was the Agricultural Adjustment Program successful in reducing agricultural 
production? Explain. 

24. Did the Agricultural Adjustment Program succeed in raising the income and 
efficiency of low-income farmers? 

25. Was there danger that the Agricultural Adjustment Program might lead the 
United States to complete socialism? Explain. 

26. “The greatest danger of the Agricultural Adjustment Program was that it 
would become a permament program even though it did not furnish a satis- 
factory long-run solution for the main farm problem.” Explain. 

27. “The period of World War II was one of great prosperity for American 
agriculture.” Explain. 

28. Is it likely that the main farm problem of the 1930’s may reappear in the 
post-war period? 

29. What are the conditions under which there might be no agricultural problem 
in the post-war period? Explain. 

30. If governmental assistance for agriculture is necessary in the post-war period, 
what form should it take? 

31. Discuss the ordinary operation of a program of forward price floors for agri- 
cultural products. 

32. What are the advantages of such a program as compared with one for the 
maintenance of rigid parity prices? Explain. 

33. How could a program of forward price floors be used to control the decline 
of agricultural prices and income in periods of depression? Explain. 

34. What would be the advantages of this program for aiding agriculture in 
depression periods? 

35. What types of agricultural assistance might the government provide in the 
post-war period besides the operation of a system of forward price floors? 
Explain. 

FOR FURTHER 
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CHAPTER 46 



SPECIALIZATION AND LARGE-SCALE PRODUCTION ARE FUNDAMENTAL 
characteristics of the present economic order. An individual does not 
attempt to produce for himself all of the many economic goods he needs 
for the satisfaction of his wants, but instead specializes in a single task 
or a limited number of tasks, trusting that he may obtain, through the 
process of exchange, the other economic goods that he desires—goods which 
have themselves been produced for the most part on a large scale by other 
groups of specialists. Large-scale production brings with it many economies, 
but we often hear it said that the extent to which large-scale production 
(and its accompanying principle of division of labor) can be applied is 
largely limited by the size of the market for the products. The extent of 
the market is in turn greatly dependent upon the adeciuacy and efficiency of 
the means of transportation which have been or can be developed. 

The Importance of the Railroads. In the United States, as in other 
industrially advanced countries, the railroad has for many years been the 
most important single means of transportation. In 1945, there were 226,696 
miles of railroads in this country, counting only the first main track be- 
tween any two points. If second, third, fourth, and other trackage is 
included in the total, the figure becomes 376,772 miles. The total reported 
property investment in our railroads amounted to almost 27 billion dollars 
in 1945, and the railroads carried 68.23 per cent of all the freight, ex- 
press, and mail transported in the United States (in terms of ton-miles), 
as compared with 14.10 per cent for inland water carriers, 12.17 per cent 
for pipe lines, 5.49 per cent for motor carriers, and 0.01 of 1 per cent 
for airways. 

In 1945, the Class I railroads (which means every railroad that has a net 
operating revenue of at least one million dollars per year) employed 
1,419,505 workers on the average, carried revenue freight amounting to 
684,148,000,000 ton-miles, and provided passenger service to the extent 
of 91,826,000,000 passenger miles.^ Estimates for 1946 indicate that the 
Glass I railroads carried revenue freight amounting to 590 billion ton- 
miles and furnished passenger service to the extent of 65 billion passenger 
miles. They employed 1,381,977 workers in November, 1946.2 

^ These statistics are from the Sixtieth Annual Report of the Interstate Commerce 
Commission, Washington, Government Printing Office, 1947, pp. 8, 137-141. 

2 iVery.? Washington, Association of American Railroads, Tanuary, 1947, pp. 

':9,v:32v/ ^ 
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Clearly, it is important to everyone that an industry o£ such magnitude 
and vital significance in our economic system should be kept strong and 
vigorous, and capable of rendering cheap, efficient service. And yet, for 
many years between 1929 and the beginning of World War II, our rail- 
roads experienced great difficulty in earning sufficient net revenue to en- 
able them to maintain existing plant and equipment satisfactorily and to 
attract enough new funds to make possible the construction projects and 
betterments which were necessary for continued efficient operation. Indeed, 
many roads failed to meet their obligations and went into receivership, 
and our railroads as a wdiole operated at a net deficit, after paying interest 
charges, in certain years. How were the railroads brought to such a 
condition? What can be done to improve their lot? How will they fare 
now that the prosperous wartime period is over? These are questions 
which we examine in the present chapter; and in doing so, we shall find 
it necessary to inquire into the affairs of the other forms of transporta- 
tion in the United States, Our first task, however, is to consider the chief 
economic characteristics of the railroads. 

ECONOMIC CHARACTERISTICS OF THE RAILROADS 

The railroads furnish an outstanding example of an industry which 
tends naturally to become a monopoly. That is, the railroad industry 
is one in which free competition is wasteful, if not actually ruinous, and 
in which maximum efficiency and lowest costs of production can be ob- 
tained only when competition is eliminated or at least greatly restricted. 

Increasing Returns in Railroading. One of the characteristics of rail- 
roads upon which the tendency to monopoly depends is what is usually 
called increasing returns. A railroad is a business that requires a heavy 
original investment. The interest upon borrowed capital, together with 
other fixed charges such as the rentals of leased lines, taxes, and amounts 
to be set aside for sinking funds to provide for maturing obligations, 
make up an important part of total costs of transportation, and a part 
which remains the same whether the railroad runs at full capacity or at 
only part capacity. As the traffic handled by a railroad increases, the 
operating costs increase, of course, but total costs do not increase in pro- 
portion to the increase in traffic, because of the large element of fixed 
costs. It follows, then, that as a railroad comes to be operated at full 
capacity, instead of at half capacity, the business that is handled doubles 
but the costs of transportation do not double, and, if the rates charged 
are assumed to be relatively constant, net earnings of the railroad 
increase.'' ■ ■ ■ ■ 

There is nothing niys ter ious about the tendency described in the pre- 
ceding paragraph, nor is the tendency peculiar to the railroad industry. 
Any industry which has a considerable amount of plant and equipment 
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will find that it is more economical to run at or near full capacity, 
rather than at some lower level. Nor should one be led to jump to the 
conclusion that the railroad is necessarily one of those industries which 
are characterized by economists as ''industries of decreasing costs.’’ The con- 
cept of decreasing costs, as usually described in connection with price 
determination in the long run, is concerned with the average cost per 
unit of product which the industry would experience as it adjusted itself 
to different volumes of production through changing the amount of plant 
and equipment and other productive factors devoted to production. 
Thus, an industry which would have a lower average cost of production 
per unit when its productive capacity and amount of plant and equipment 
used were large than when capacity and amount of plant and equipment 
were small, is to be described as an industry of decreasing costs. But, 
with either a large or a small amount of plant and equipment, any con- 
cern in the industry would find it more efficient to run at full than 
at part capacity, and would experience increasing returns in the sense 
that a railroad may experience them. The concept of decreasing costs, 
therefore, refers to the experience of an industry as a whole as it changes 
its productive capacity, while the concept of increasing returns as applied 
to the railroads refers to the experience of one concern in an industry 
as it more or less completely utilizes a given amount of productive 
equipment. It may be that the railroad fits into both classes, but the one 
does not follow from the other. 

However, the tendency to increasing returns, as described above, is of 
particular importance in railroading, because it is more pronounced 
in the railroad business than in most other lines of production. As a 
result of this tendency, any gain in the volume of business handled is 
welcomed by a railroad, while any loss of traffic is a serious matter; and 
consequently, under a system of competitive rates, a wild struggle for 
traffic usually ensues. 

Joint Costs in Railroading. A second important characteristic of the 
railroad business is that it operates under conditions akin to those of 
"joint costs.” A railroad, of course, ordinarily furnishes only a single 
service, transportation; but a given train often carries a wide variety of 
articlcs—some of high and others of low value; some in carload lots, others 
in less than carload lots; some for long distances and others for short 
distances. The result is that the exact cost of a given unit of transporta- 
tion cannot be discovered. What part of the total cost of operating a 
train for an 800-mile run, for example, should be charged to a ton of 
coal which is being carried for 63 miles in conjunction with 80 or 90 
cars full of other commodities, of different values per pound, being car- 
ried for different distances, in lots of different sizes? It follows, then, 
that the rates charged by railroads for their services in connection with 
any particular lot of goods must be more or less arbitrary, being based 
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upon a notion as to ‘‘what the traffic will bear’' rather than upon actual 
unit cost o£ production of the service. 

We have already shown that the tendency to increasing returns in 
railroading appears most clearly when a larger volume of traffic than 
formerly handled is carried at approximately constant rates. Under con- 
ditions of competition, however, it does not take a railroad long to dis- 
cover that it will be wise, at least from the short-run point of view, to 
add to its volume of traffic even if it has to reduce rates to attract the 
new business. As long as any new traffic will bring in enough revenue 
to cover the special costs of handling it, and in addition contribute some- 
thing toward the costs which would persist whether or not the new busi- 
ness is taken on, it is profitable for a railroad to go after new traffic. 
Unfortunately, however, rate-cutting does not usually stop with the first 
cut. Unless the road with the increasing traffic has really attracted some 
business which would not otherwise have been carried, it has increased 
its own traffic at the expense of some other railroad or railroads, and one 
cut in rates usually leads to another, until business is being carried at rates 
insufficient to cover even the operating costs, not to mention the fixed 
costs. This process of competitive rate-cutting has often been described 
as “cut-throat competition. “ 

THE DEVELOPMENT OE RAILROAD REGULATION 

The American Railroad Industry Under Competition. In spite of the 
fact that the railroad industry is one in which competition tends to be 
wasteful, the construction and operation of railroads in this country went 
on under conditions of practically unrestricted competition for more 
than fifty years. Railroads were built far in advance of the needs of the 
territories to be served by them, and the pressure upon the railroads, 
with their large unused capacities, to go out and get business, at whatever 
cost, was irresistible. The result was severe and destructive competition, 
and rate wars were of frequent occurrence. In addition, certain other 
pernicious practices, such as local and personal discrimination, sprang up. 

Local Discrimination. The most important type of local discrimination 
was that in which a given shipment of goods would be carried a long 
distance at a lower rate than that charged for carrying it a shorter 
distance. For example, as between New York City and Chicago, a low rate 
on a given commodity would be likely to prevail because of competi- 
tion among several railroads operating between these two great terminals, 
while a railroad would charge a higher rate on this same good as between 
New York and some intermediate point at which competition with other 
railroads did not exist. Sometimes the rate charged to the intermediate 
point was the sum of the through rate from New York to Chicago 
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and the local rate from Chicago back to the intermediate point. So long 
as the through or competitive business paid for the special costs of 
handling it, and contributed something to the other transportation 
costs, it was profitable for the railroad to take it. Moreover, the rates 
to the local or intermediate points would not usually have been lowered 
if the railroad had given up the competitive business, for the local 
traffic would then have had to bear both the operating costs and the fixed 
costs in their entirety, whereas the through or competitive traffic con- 
tributed something toward the fixed costs. 

Personal Discrimination. The pi'essure to get business, when railroads 
had unused capacities, manifested itself also in personal discrimination, 
which means charging one person more than another for substantially 
the same service, or giving one person more service than another while 
charging the two the same rate. Favors of this sort were granted by 
means of a great many devices which are too numerous to note here, 
and were accorded chiefly to the more powerful shippers, that is, to those 
who had the largest quantities of commodities to be transported. The 
effect of widespread personal discrimination is to reduce the railroads 
from the status of common carriers to that of contract carriers, or carriers 
which undertake each particular bit of transportation service on the basis 
of a separate agreement as to service and rate. 

Attempts to Restrain Competition. Groups of railroads in different 
parts of the country at times became mindful of the ruinous nature of 
competition, and entered into agreements among themselves with the in- 
tent of restricting competitive activity. At times the subject of the agree- 
ments was rates, and the railroads would promise to maintain a given 
rate structure for a certain period of time. At other times, pooling agree- 
ments were entered into, and the railroads undertook to pool their traffic 
or the earnings from traffic, and to divide the business or the profits 
from it according to some prearranged ratio. While agreements of this 
sort were not punishable by law prior to 1887, they were nevertheless 
unenforceable at law, and there was every incentive for the railroads to 
attempt at times to evade the provisions of the agreements. As a result, 
most of these agreements did not enjoy long life. 

Early Railroad Regulation. The disastrous effect of competition on 
the railroads, the complaints of shippers concerning local and personal 
discrimination, the fear of monopoly power under rate and traffic agree- 
ments, the speculation and fraud which pervaded railroad finance, and the 
attitude of railroad officials and executives toward the public, were some 
of the causes which influenced Congress to begin a long career of rail- 
road regulation by passing, in 1887, the Act to Regulate Commerce. The 
legislation pertaining to the railroads has been constantly changing since 
that time, but it was only after almost thirty-five years of regulation 
that anything like a constructive approach to the railroad problem was 
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adopted in our railroad legislation. It will be impossible in this chapter 
to analyze in any detail the provisions of the various Acts which have 
been passed in regulating the railroads, but it is essential to an under- 
standing of the railroad problem of today that the chief defects of the 
early railroad legislation be pointed out. The two principal defects were 
closely related. 

The Negative Character of Early Legislation. One defect of our regu- 
latory scheme prior to the last twenty-five years was that it concerned 
itself chiefly with provisions intended to keep the railroads within 
bounds, and to prevent the exploitation of the public through unreason- 
able transportation charges and arbitrary maladjustments in rate relation- 
ships. The principal aim of regulation was to wipe out railroad abuses, and 
consequently most of the provisions of the legislation took the form of 
prohibitions. For example, the railroads were warned that they must not 
discriminate between persons or companies, must not charge more for a 
short haul than a long haul unless granted specific permission, and must 
not enter into agreements for the pooling of traffic or earnings. From 
a positive point of view, not much was said as to what the rates should 
be. Our legislation did provide, of course, that rates should be “just and 
reasonable,” but no significant meaning was given to these terms prior 
to the legislation passed in 1920. In short, the early railroad legislation 
treated in detail the things that the railroads should not do, but paid 
little or no attention to what they should do if the country was to have 
an efficient national transportation system. The items which were omitted 
from the regulation, rather than those which were included, seem to us to 
constitute the primary purpose of regulation. 

The Policy of Enforced Competition. Though attempts were made, as 
was stated above, to eliminate some of the worst abuses which sprang 
up under competition, there was a continued insistence on competition 
as the condition under which the development of our railroad system 
should go on. “The anti-pooling clause of the Act to Regulate Commerce, 
and the prohibitions of the anti-trust laws as judicially applied to the rail- 
roads, created serious practical obstacles to the development of responsible 
relations between the carriers, to the elimination of personal preferences, 
to the stabilization of competitive conditions, to the achievement of such 
economies as coordination might render possible, and to the full and 
flexible utilization of the available plant and equipment. This condemna- 
tion of cooperative effort among the carriers through insistence upon the 
rigorous enforcement of competition, despite the subversive tendencies 
of such competition in the direction of rate fluctuations and discrim- 
inatory practices, and despite the difficulties of maintaining uniform 
charges among competitors of strikingly unequal strength, was but a re- 
flection of the primary emphasis of the regulatory scheme upon restrain- 
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ing the potential overreaching o£ quasi-monopolistic power rather than 
upon the provision of a satisfactory system of transportation/’^ 

The Railroads and the First World War. Because of the nature of our 
railroad legislation, its application brought results which were, in many 
respects, undesirable. We spent too much time seeing to it that railroad 
rates were not unreasonable or discriminatory, and gave too little atten- 
tion to the question of efficient railroad transportation and to providing 
the railroads with a rate system which would permit them to earn a suffi- 
cient amount to enable them to attract into the industry the capital so 
necessary for continued efficient operation. Consequently, when the heavy 
traffic of World War I began to make unparalleled demands upon our 
railroads, they were unable to respond adequately. During this great 
national emergency, the wastefulness of competition in railroading and 
the importance of having an efficient national system of transportation 
were fully realized for the first time. 

In order to avoid the complete breakdown of our s)'stem of railroad 
transportation which seemed imminent, the federal government undertook 
to operate the railroads during the participation of the United States in 
World War I and for some time afterward. It was impossible, of course, 
to revolutionize the railroad industry and transform it instantly from a 
disorganized and inadequate competitive system into an efficient national 
organization, but many steps were taken during the period of federal 
operation which augured well for the future. The railroads were operated 
‘'as a national system of transportation, the common and national needs 
being in all instances held paramount to any actual or supposed corporate 
advantage.”"^ Locomotives and other rolling stock were pooled and used 
as necessity dictated, without regard to ownership. Shipments of freight 
were moved to their destinations by the most direct routes, regardless 
of the wishes of shippers as to routes or the amount of use made of any 
particular railroad in the process. Certain railroads were compelled to 
share their terminals with other railroads, and repair shops were used 
jointly. Cars were loaded heavily and the demurrage rates, or charges for 
leaving freight in the railroad cars in excess of a reasonable length of time, 
were increased to speed up car unloadings. Passenger service was cut down, 
and consolidated ticket offices were introduced. The purchase of materials 
and supplies was centralized, new equipment was standardized, expenses 
for advertising were reduced, and valuable uniform statistics were com- 
piled. 

Whatever conclusion may be reached as to the financial or operating 
success of the federal control of the railroads, we may at least be thankful 
for the new attitude toward the railroads which prevailed after the war. 

®I. L. The Interstate Commerce Commz’ssio??, New York, Commonwealth 

Fund, 1931, part I, pp. 79, 80. 
p. 155. 
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When the question o£ the terms upon which the railroads should be 
turned back to their private owners was being considered, many different 
plans were evolved, and yet they all agreed more or less completely in one 
particular. This w^as that the growing transportation needs of the country 
demanded, through some method or other, the wielding together of the 
many independent railroads, each formerly following its own self-interest, 
into an efficient national system of transportation. It appeared that only 
by some plan of consolidation or cooperation could economies in opera- 
tion be achieved, and the railroad plant and equipment be efficiently 
utilized, while difficulties of rate regulation were being overcome. 

THE TRANSPORTATION ACT OF 1920 

The attitude toward the railroads described above received its first 
legislative expression in the Transportation Act of 1920. Under this 
legislation, the control of the railroads subject to the provisions of law 
was continued in the hands of the Interstate Commerce Commission, the 
agency set up for that purpose in 1887 by the Act to Regulate Commerce. 
The Interstate Commerce Commission is made up of eleven members, 
appointed for terms of seven years each by the President of the United 
States with the consent of the Senate. The work of the Commission is 
expedited by the provision that it may organize itself into as many 
divisions, of not fewer than three members each, as may be necessary to 
handle its business, and that each division may act independently of the 
others, with its decisions subject to reconsideration by the Commission 
as a whole. The Act of 1920 placed upon the Interstate Commerce Com- 
missio.n some new responsibilities which were expected to be of great 
import in connection with the solution of the railroad problem. We shall 
consider the provisions of the law and their operation under four head- 
ings—railroad consolidation, rates, securities, and service. 

Railroad Consolidation. In the first place, the Act of 1920 was note- 
worthy in that the traditional emphasis on competition in the railroad 
industry was discontinued. The Interstate Commerce Commission was 
ordered to prepare and adopt a plan for the consolidation of the many 
railroads of the United States into a limited number of systems. In draw- 
ing up such a plan, the Commission was asked to bear two considerations 
in mind: (1) To preserve as far as possible the existing conditions and 
channels of trade, and (2) to make each system such a combination of 
weak and strong roads that, when uniform rates were applied throughout 
the country, each system would make substantially the same rate of return 
upon the value of its property devoted to the transportation service as 
that made by the other railroad systems. Under the coiisolidation plan 
(whenever formulated by the Commission), it was made lawful for two 
or more railroads to consolidate their properties for ownership, manage- 
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ment, and operation, subject to two conditions: (1) The Commission must 
approve the proposed consolidation as being in line with its final con- 
solidation plan, and (2) the par value of the bonds and stocks of the new 
consolidation must not exceed the value of the consolidated properties 
as determined by the Commission. 

As a temporary expedient, pending the adoption of the final consolida- 
tion plan, it was provided that the Commission could permit one railroad 
to acquire control of another railroad or other railroads, by means of 
leases, stock purchases, or any method not involving actual consolidation. 
In addition, while agreements for the pooling of freight or net earnings 
were still held to be unlawful in and of themselves, it was provided as 
another temporary expedient that the Interstate Commerce Commission 
could approve such agreements and render them valid, or even go to the 
length of taking the initiative in bringing them about. 

The Benefits of Consolidation. The benefits, from a social or national 
point of view, which might be expected to result from the consolidation 
of the railroads of the country into a limited number of systems as pro- 
vided in the Act of 1920, are familiar ones. First, they would make it 
possible to realize important economies in operation and to utilize to 
the maximum the existing plant and equipment of the railroads, by 
methods similar to those employed by the federal government during its 
operation of the roads. These methods would include, of course, the pool- 
ing of locomotives and cars and their use anywhere in the system, the joint 
use of terminals and other facilities, heavy loading of cars, centralized pur- 
chases, standardized equipment, and uniform statistics. In the second place, 
the consolidation plan would replace numerous existing lines, of varying 
financial condition and command over traffic, with a small number of 
systems of approximately equal strength. As a result, rate regulation 
would be facilitated. 

Rate Provisions of the Act of 1920. Congress, in drawing up the Trans- 
portation Act of 1920, was mindful of the necessity for adequate earnings 
in railroading and tried to make provision in the Act for rates which would 
make such earnings possible. The Commission was given the power to 
establish both maximum and minimum rates and, by fixing both, to 
decide upon the actual rates. Furthermore, it was made the duty of the 
Commission to exercise its ratemaking powers in such a way that the 
railroads as a whole, or as a whole in such rate groups or territories as 
it might designate, would earn an aggregate annual net railway operating 
income equal, or as nearly equal as might be, to a fair return upon the 
aggregate value of the property of such railroads used in the transportation 
service. The valuation of the railroad property, and the determination of 
what constituted a 'Lair rate of return'’ upon such property, were to be 
in the hands of the Commission. In determining such fair rate of return, 
the Commission was to bear in mind the transportation needs of the 
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country and the necessity of expanding railroad facilities, if adequate 
transportation was to be furnished. It will be noted that no provision 
whatsoever was made for individual railroads to earn a fair rate of return. 
It was only for the railroads as a whole, or in certain groups as designated 
by the Commission, that fair returns were to be sought. The word “group” 
in this connection may, we believe, be taken to mean a group of rail- 
roads somewhat larger than one of the limited number of systems into 
which the railroads of the country were to be consolidated. 

The Recapture Clause. It was realized, of course, that rates high 
enough to give a fair rate of return for the railroads as a whole or in 
large groups w^ould furnish some strong roads enjoying good location 
and excellent physical condition the chance to make an excessive rate oE 
return. The “recapture clause” in the Act of 1920 was intended to pro- 
vide against this contingency. According to the provisions of this clause, 
any railroad which received in any year a net railway operating income 
of more than 6 per cent on the value of its property devoted to trans- 
portation was required to share the excess above 6 per cent with the 
government. One-half of the excess income was to be turned over to the 
Commission for the purpose of setting up what was called a “general 
railroad contingent fund,” while the other half was to be held in a 
reserve fund by the railroad. When the amount in this reserve fund 
equaled 5 per cent of the value of the railroad’s property, die fund could 
be drawn upon, but only to meet fixed charges and make dividend pay- 
ments in years when its net operating income fell short of the 6 per cent 
level prescribed by law. The general railroad contingent fund, on the 
other hand, was to be used by the Commission to make loans at 6 per 
cent interest to needy railroads, for the purpose of developing equipment 
or refunding maturing obligations, or to buy railroad equipment and 
lease it to the railroads. 

Railroad Securities Under the Transportation Act of 1920. A third 
division of the Act of 1920 concerned itself with the control of railroad 
securities. The principal purpose of such control was to make sure that 
the financial operations of the railroads in the future would be of such 
a nature as to provide a sound basis for the rehabilitation of railroad 
credit and for the development of the railroad system. In addition, it 
was desired to protect the investing public against loss through extravagant 
and even dishonest financing, such as had taken place at times in the past. 
The principal provision of the Act, with respect to securities, was to 
make it unlawful for railroads to issue their own secui'ities or to assume 
any obligations in connection with the securities of other railroads un- 
less, after their application to the Commission and after investigation by 
the Gommission of the purposes and uses of the proposed financial oper- 
ation, the Commission should give its consent. The Gommission was 
given rather wide discretionary power in deciding these financial matters. 
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but it was asked to bear two considerations in mind: (1) The proposed 
transaction must be for some lawful purpose within the business of the 
railroad, and (2) it must be reasonably necessary and appropriate for this 
purpose. 

Service Regulation. The fourth major problem touched upon by the 
Act of 1920 was that of adequate railroad service. Each railroad was 
ordered to furnish safe and adequate car service, and to set up and enforce 
reasonable rules and practices with regard to such service. Car service 
was taken to include the supply and use of rolling stock, the supply of 
trains, and interrailroad relationships with regard to rolling stock. The 
Commission w^as also empowered, when it considered such action desir- 
able, to formulate reasonable rules and regulations to govern the railroad 
car service. In case of emergency, the Commission could abolish all exist- 
ing regulations with regard to car service, and proceed (without regard 
to the desires of any particular railroads) to provide for the unified 
utilization of railroad facilities, for the joint use of terminals, for prefer- 
ence or priority for certain commodities in transportation, and for direct 
routing and expeditious handling of traffic. 

Finally, the approval of the Commission had to be obtained before an 
existing railroad enterprise, or any part of it, could be abandoned, or 
any new construction of railroads undertaken. Furthermore, in this con- 
nection, the Commission was again given power to take the initiative, and 
order a railroad to provide itself with safe and adequate facilities for 
carrying on its car service, or to extend its lines by means of new con- 
struction. 

Progress Toward Consolidation. Though the Transportation Act of 
1920 represented a refreshing and desirable change of attitude toward 
the railroad problem, it did not furnish a satisfactory basis for the oper- 
ation of the railroads in the years after its passage. In the first place, 
comparatively little progress has been made toward the consolidation of 
the railroads. It is true, of course, that the Commission in 1921 published 
a tentative plan which provided for the consolidation of the railroads 
of the country into nineteen systems. One system was to provide for the 
needs of New England, five were to be trunk-line systems between New 
York and Chicago, and five were to be transcontinental systems from 
Chicago to the Pacific coast. The lower Michigan peninsula was to have 
one system, and there were to be two soft coal lines from the Chesapeake 
Bay to the Great Lakes. Finally, there were to be three systems in the 
Southeast and two in the Southwest. Extended hearings were conducted 
to consider the plan, but little has been done toward putting it into 
operation. However, several railroads have been allowed to carry out plans 
for consolidation with other roads or for the acquisition of control over 
them as provided in the law. 

It must be remembered that consolidation cannot be forced upon 
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the railroads by the Commission under the present law, and consolidation 
has not gone forward at a very rapid pace. In the first place, the strong 
railroads, those in good physical condition and with demonstrated earn- 
ing power, have been unwilling to join forces with the weaker roads to 
form the type of systems called for by the Act of 1920, or at any rate to 
go into such consolidations except on terms rather unfavorable to the 
weak roads. And, in some cases, the railroad officials who would naturally 
carry on the negotiations for consolidation have not been anxious to do 
so for fear they might be forced to accept positions in the new system 
which were inferior to the ones they already held. 

The Control of Railroad Securities and Service. The provisions of the 
Transportation Act which related to railroad securities were not of great 
practical importance in the first two decades following 1920. Especially 
after 1929, railroad earnings were low and railroad credit did not rate so 
high as in former times. The carriers consequently experienced consider- 
able difficulty in refunding their maturing obligations on satisfactory 
terms, and new issues, for many roads, were practically out of the ques- 
tion. The control of railroad service by the Commission was a source of 
irritation to railroad executives. They complained that the situation was 
one in which a company could not extend its facilities if business was 
profitable, or abandon production if business resulted in large net losses, 
without the approval of a governmental commission, and in which a 
company might be asked to share its facilities with competing companies. 

Table 55. The Rate of Return Earned by Line-Haul Railroads, 

AND Their Lessor Subsidiaries, upon the Aggregate Value of 
Their Property Devoted to the Transportation Service, 

1921-45“ 


1921 

1922 

1923 

1924 

1925 

1926 

1927 

1928 

1929 

1930 

1931 

1932 


3.04% 1933 2.03% 

3.89 1934 2.01 

4.72 1935 2.20 

4.64 1936 2.95 

5.15 1937 2.59 

5.45 1938 1.65 

4.68 1939 2,62 

5.07 1940 3.02 

5.31 1941 4.41 

3.62 1942 6.58 

2.21 1943 6.03 

1.37 1944 4.89 

1945 3.90 


“Dr. D. P. Locklin, Professor of Economics, University of Illinois, kindly furnished tis 
with these rates of return which he had computed. 

Railroad Earnings Between 1920 and 1940. The most serious criticism 
of the Act of 1920 is that, in the first twenty years of its operation, rail- 
road earnings were never entirely satisfactory and sank to a very low level 
after 1929. Apparently many people thought that the Act had disposed. 
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for many years to come, of the problem of adequate railroad earnings; 
but a study of the net operating income of the railroads after 1920 dis- 
closes that this M’as decidedly not the case. The rates of net operating 
income of the line-haul railroads of the United States and their lessor 
subsidiaries, based upon the aggregate value of their property devoted 
to the transportation service, are shown in Table 55 for the years 1921 
to 1945. These percentages are calculated on the basis of reported invest- 
ment in railroad properties, plus materials and supplies and minus 
reserves for depreciation. 

While it is difficult to say just what rate of return upon the aggregate 
value of railroad properties would be adequate, and no more than ade- 
quate, for the maintenance of an efficient transportation system, we may 
at least point out that the rates actually earned by the railroads between 
1920 and 1940 were consistently below the rate determined upon by the 
Commission as one which it considered adequate and reasonable. The 
Commission decided in 1922 that, for the railroads as a whole, a rate of 
534 per cent upon the aggregate value of the railroad properties used in 
the transportation service would be adequate; and it will be remembered 
that under the Act of 1920 the “recapture’’ of the earnings of individual 
railroads was to begin at 6 per cent. If the Commission’s figure of 5^/^ 
per cent is accepted as satisfactory for the railroads of the country as a 
whole, it is clear that the railroads, even in the period of relatively good 
business between 1921 and 1929, did not earn an adequate rate of return 
in any year. 

Railroad Finances in the Great Depression. In the post- 1929 depres- 
sion, with its sharp decline in the volume of goods requiring transporta- 
tion by any agency, the railroads were very hard hit. Their net earnings 
fell from 5.31 per cent in 1929 to the ridiculously low figure of 1.37 
per cent in 1932. Between 1932 and 1940, the “peak” in railroad earnings 
occurred in 1936, when a rate of 2.95 per cent was achieved. The earn- 
ings rates we have presented are for net operating income before the 
payment of interest charges on bonds. After paying interest charges, 
the railroads had net deficits in 1932, 1933, 1934, and 1938, and very small 
net incomes in other years. 

The number of passengers carried by the railroads, which had aver- 
aged* 1,1 14,055,000 annually from 1916 to 1920, declined to 432,980,000 
in 1933; and the revenue freight carried, which had averaged some 427,- 
234,000,000 ton-miles from 1926 to 1930, fell to 233,977,000,000 ton-miles in 
1932.^ Railroads failed in large numbers during the 1930’s. At the end of 
1940, 104 railroad companies with 75,765 miles of track were in receiver- 
ship or trusteeship.® This mileage represented 31 per cent of the total for 

^Statistical Abstract of the United States, 1935, pp. 368-375. 

® J. H. Parmalee, A Rexnetv of Railroad Operations in 1940, Washington, Association 
of American Railroads, 1941, pp. 9, 10* 
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the United States. Even heavier casualties would probably have occurred 
had it not been for the activities of the Reconstruction Finance Corpora- 
tion and Public Works Administration in lending |987,579,305 to the 
railroads during these troubled years. Of this sum, |376,386,271 had been 
repaid by the railroads by the end of 1940.'^ 


THE CAUSES OF THE RAILROAD PROBLEM 

The Problem of “Fair Valuation.” While the desperate situation of the 
railroads in the 1930’s was largely chargeable to the post-1929 depression, 
the rise of competing forms of transportation and defects in rate-making 
and rate regulation were also contributing factors. The Transportation 
Act of 1920 directed the Interstate Commerce Commission to use its 
rate-making powers in such a way that the railroads as a wdiole, or in 
groups designated by the Commission, would earn a fair return on a fair 
valuation of their properties devoted to the transportation service. This 
rule of rate-making sounds eminently fair, but it is difficult to apply. To 
begin with, what is a “fair valuation” of the properties of railroad com- 
panies? The use of the value of industrial properties as the basis for 
determining what earnings should be granted the owmers exactly reverses 
the customary economic procedure. For the value of productive facilities 
ordinarily depends upon the earnings which the owners are able to make 
with their help. The earnings are capitalized at the current rate of interest, 
and this capitalization is the value of the productive facilities. Clearly, the 
valuation of the railroad properties for rate-making purposes had to be 
made on some other basis. 

To many persons, the cost of the railroad properties seemed to suggest 
their value, but the application of the cost formula was also difficult. 
Should the value of a railroad's properties be the amount actually 
spent in acquiring them, or should it be what would have to be spent, 
at the time of valuation, for new properties with equal productive 
capacity? If original cost, and not reproduction cost, is decided upon, 
should the original cost include all expenditures actually made by the 
railroad, or merely an amount which it would have been “prudent” or 
“necessary” to spend? The principle of a fair return upon a fair valua- 
tion has lost much of its significance for railroading since 1933, and does 
not warrant a detailed examination at this point. It will be considered 
more fully in our treatment of public utilities in the following chapter. 

The Problem of a “Fair Return.” The Transportation Act of 1920 
provided for the recapture of the earnings of individual railroads in 
excess of 6 per cent on the valuation of their properties, and the Inter- 
state Commerce Commission decided that 5^ per cent was a “fair rate 
of return.” To make 5% per cent on the aggregate value of their proper- 


Ibid., p. 11. 
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ties over a period of years, the railroads would have to make higher 
earnings in some individual years, since they would certainly make less 
in others. It was possible, of course, for individual railroads to net 
more than 53^4 per cent in some years, by sharing with the government 
the earnings in excess of 6 per cent; but the rates which the railroads as a 
whole could charge for their services appeared to be adjusted in such a 
way that no more than the prescribed fair return would be earned by 
them as a whole in any year, while in some years the rate was certain 
to be less than that established by the Commission. This situation appears 
to be inconsistent with any satisfactory long-run interpretation of a fair 
rate of return. 

Other Experiences with the Rule of Rate-Making. The rule of rate- 
making of the Transportation Act of 1920 was unfortunate in that it gave 
many people the idea that expert rate-making by the Commission would 
insulate the railroads against the effects of booms and depressions in gen- 
eral business, and afford the railroads a stable rate of return year by 
year. This hope has been shown to be entirely unrealizable by the 
events of recent years. The rule of rate-making apparently created, also, 
a disposition on the part of railroad executives to place complete respon- 
sibility on the Interstate Commerce Commission whenever the railroads 
failed to make a fair rate of return. Finally, the rule of rate-making has 
been shown to be a will-o’-the-wisp in a period of rapid technological 
change, such as that which has prevailed in the transportation field in 
recent years. Such technological changes usually require important read- 
justments in the industries affected, and may impose severe losses on 
established producers in the field. The investments which were made in 
the railroad industry may have appeared necessary and sound when they 
were made, but the rise of other forms of transportation may have 
rendered a part of the railroad facilities unnecessary and obsolete for 
purposes of peacetime transportation. Under such conditions, it may 
be impossible to set up any rate structure which will afford the railroads 
a fair rate of return on the entire actual investment which they made in 
their productive facilities, and it would seem logical to revalue the rail- 
road properties so that the earnings which it is possible for the railroads 
to make will constitute a fair rate of return. 

The Demand for Railroad Services. Some years ago, when the rail- 
roads provided the only satisfactory means of long-distance transportation, 
they could count on carrying most of the passenger and freight traffic 
of the country. In other words, the demand for their service was inelastic. 
Under this condition of demand, high rates for passengers and freight 
tended to yield better financial returns than low rates, and a rate in- 
crease could usually be depended upon to increase railroad earnings, if 
additional income was necessary. 

But in recent years, motor vehicles and other carriers have developed 
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into efficient and satisfactory agencies of transportation. Consequently, 
the country is no longer absolutely dependent upon the railroads and, 
for some types of traffic, can take the railroad service or leave it, depend- 
ing upon the comparative rates and service of the railroads and other 
transportation agencies. Hence, the demand for railroad service is rela- 
tively elastic in peacetime. Under this condition of demand, high rates 
may prove financially disastrous to the railroads, while low rates may 
bring increased business and improved net earnings. 

Some events of the 1930’s suggested that many railroad executives had 
failed to recognize the changes that had taken place in transportation, 
and continued to think of the service provided by railroads as absolutely 
essential. When railroad traffic and earnings declined rapidly after 1929, 
the railroads in 1931, 1935, 1937, and 1938 petitioned the Interstate Com- 
merce Commission for increases in freight rates. Some of the requests 
were granted and some rejected, but the increases in freight rates w^ere 
not very helpful in the face of poor business conditions, the small total 
volume of traffic, and strong competition from other types of carriers. 
The conservatism of railroad officials also manifested itself in the slowness 
with which they adopted improvements in railroad equipment and service, 
and by their opposition in 1936 to the Commission’s decision to reduce 
railroad passenger fares in the hope of increasing traffic and earnings. 

The Railroad Labor Situation. Another factor operating to accentuate 
the railroad problem was the favorable treatment which the railroads have 
been required by law to afford the workers in the industry. The federal 
government, in carrying out its policy of railroad regulation, has not 
hesitated to raise the status of labor in the industry. In 1916, the average 
railroad employee worked 3151 hours for an income of $891.61, or 28.3 
cents an hour. In 1940, the average employee worked a little over 2547 
hours for an income of $1913, or 75.1 cents per hour. Hence, he worked 
19 per cent less time in 1940 than in 1916, but received wages amounting 
to 114 per cent more. The total wage bill of the railroads was almost 
34 per cent greater in 1940 than in 1916, and the total number of em- 
ployees was about 38 per cent smaller.^ 

The railroads are compelled by law to maintain safety appliances for 
the protection of their workers, and the employees, of course, receive free 
transportation from the roads for which they work. They also receive 
various financial benefits under such laws as the Railroad Retirement 
Act and the Railroad Unemployment Insurance Act, Recent proposals 
for the benefit of railroad workers include the payment of the same wages 
for six hours’ work a day as are now paid for eight hours, and dismissal 
compensation for employees affected by abandonments or unifications of 
i''ailroads. While these advantages may not be greater than the railway 
employees should enjoy, they have unquestionably constituted a heavy 

^ Ibid.j p. 33; and A Yearbook of Railroad Information^ 1940 Editionj pp. 62-66. 
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burden upon the industry in times of depression. On this account, a 
general 10 per cent reduction in railway wages was permitted, and became 
effective February 1, 1932. However, the 1931 level of wages was com- 
pletely restored by April 1, 1936. 

Competition in Transportation. Probably the principal factor giving 
rise to the railroad problem was the loss of passenger and freight traffic 
to automobile and water carriers, both before and during the post- 1929 
depression. To be sure, the figures for 1939 show that the railroads were 
still carrying 62 per cent of all freight in the United States, as against 26 
per cent for motor and water carriers combined. However, the railroads 
in 1939 handled less than 9 per cent of the passenger traffic, of which 
almost 91 per cent moved in busses or private automobiles. 

After many years and much legislation of the trial and error variety, 
we eventually arrived at the significant conclusion that consolidation and 
cooperation of railroad lines are preferable to their competition as a 
means of obtaining efficiency and economy. However, we have been slow 
to realize that it is equally likely that coordination and cooperation of the 
several types of carriers— rail, water, motor, and air— would be better 
than competition, from the point of view of developing an adequate and 
efficient national system of transportation. Of course, not all of the rail- 
road traffic losses were due to the competition of other types of carriers. 
Moreover, the railroads have no legitimate grievance in connection with 
the loss of traffic to other types of carriers, so long as the traffic gains of 
these carriers are based on superior service, more efficient operation, and 
lower costs. But the railroads have often charged that traffic has been taken 
from them by unfair competition. Into this question we must look a little 
further. 

Water Competition. There can be no doubt that there is a place for 
water carriers in our transportation system, but the railroads have com- 
plained that much of the traffic handled by water carriers was secured 
on the basis of costs that were low only because of special advantages and 
favored treatment received by these carriers— treatment not accorded the 
railroads. In other v^rords, it is contended that the competition furnished 
by some water carriers is essentially unfair to the railroads. 

Certain inland waterways have been constructed at heavy cost to the 
federal government, and have proceeded to charge shippers rates so low 
that the receipts would barely cover the operating expenses of these water 
lines. When this sort of thing takes place, the shippers, of course, are not 
paying the full costs of transportation, but are being subsidized because 
the taxpayers assume the expenses for fixed charges and maintenance. 
The railroads, on the other hand, must maintain tracks, bridges, and 
terminals, and pay their own fixed charges and taxes. Thus, they not only 
lose traffic to these waterways, but pay heavy taxes as well, part of which 
go to the support of the waterways, their competitors. Incidentally, the 
taxes paid by Class I railroads in 1940 amounted to $396,000,000, or about 
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58 per cent of their net operating income of |682,000,000, before paying 

interest charges.^ 

To take an extreme example, let us consider the Mississippi-Warrior 
Rivers Barge Line. It has been estimated that the government spent 600 
million dollars on this system and its branches. After its construction as 
a war project during World War I, this barge line had, up to 1929, 
carried 7^4 i^^ilhon tons of freight at an average annual loss, borne by 
the taxpayers, of |440,000; this figure is said to include no allowance for 
ordinary interest, taxes, and depreciation, such as a private transporta- 
tion enterprise would have to meet.i® 

More recently it was estimated that, in 1940, every ton of freight which 
moved between St. Louis and Minneapolis by river cost the taxpayers 
|5.77 over and above the amounts charged the shippers. Comparable costs 
to the taxpayers were $41.61 per ton between Kansas City and St. Louis 
on the Missouri River, $2.35 per ton between Pittsburgh and Cairo, 
Illinois, on the Ohio River, and $1.48 per ton between Cairo and New 
Orleans on the Mississippi River.^i Though some water routes may 
achieve better financial records than those we have mentioned, it is 
probable that most of the freight carried on inland waterways, amounting 
annually to many millions of tons, is transported at rates insufficient to 
cover total costs of production, if interest, maintenance expenses, and 
the taxes which would be collected from strictly private transportation 
agencies are included. This situation is clearly a cause for concern to the 
railroads. 

Motor Competition. The competition of motor carriers was also serious 
during the 1930’s. Not only did large numbers of people transport them- 
selves from place to place by automobile, but common carriers by bus 
made quite a hole in the passenger traffic receipts of the railroads. In addi- 
tion, large quantities of freight were being carried by truck, for both 
short and long distances. Some of the trucks operated as common carriers; 
that is, they ran over regular routes at specified times and served all 
comers. Others operated as contract carriers, furnishing each bit of trans- 
portation service on the basis of a separate agreement as to conditions 
of transportation, including rates, between the trucking company and 
the customers. Finally, many companies, engaged in other lines of busi- 
ness, did their own trucking. 

The Advantages of Motor Carriers. Again, the railroads had no 
thought of contending that there is no place in our transportation system 
for carriers by motor, but they claimed that much of the competition 
furnished by these carriers was unfair to the railroads so long as motor 
carriers were unregulated as to rates and other conditions of service, and 

H. Parmalee, d of Railroad Operations in 1940, p. 26. 
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enjoyed special advantages that were not available to the railroads in 
furnishing their transportation service. First, with regard to the alleged 
advantages enjoyed by motor carriers, it was pointed out that they are 
largely exempt from certain types of expense which the railroads have to 
bear. The roadbed for the motor carriers is the public highway, con- 
structed and maintained at public expense, and the fixed charges on the 
investment in these highways are not paid by these carriers. 

The motor carriers have shown that the heavy taxes which they pay 
are enough, or more than enough, to cover their share of the cost of 
constructing and maintaining the highways, but this is not quite the 
point. The motor carriers pay taxes, but these taxes represent their only 
contribution to the cost of constructing and maintaining their roadbed 
—the public highways. The railroads, on the other hand, claim that they 
have to construct and maintain their own roadbed, and in addition pay 
taxes which are at least as heavy as those paid by motor carriers. This 
claim must be discounted somewhat on the ground that rights-of-way, extra 
land, and in some cases money were given to the railroads by various gov- 
ernmental units many years ago. 

In the second place, the railroads complained that the motor carriers 
were almost completely unregulated, since they were relatively free to 
charge any prices they liked for their services, whereas the railroads were 
not free to make changes in their rates to meet motor competition. 
Changes in railroad rates could be made, of course, but only slowdy and 
with the consent of the Interstate Commerce Commission; and conse- 
quently the rates could not be made flexible enough to meet the rapid 
changes in rates open to the unregulated motor carriers. A truck owner 
could take a load a certain distance at a remunerative rate and, rather 
than return with an empty truck, could afl:ord to pick up a return load 
at almost any price obtainable. With some exceptions, he could charge 
different people different rates for exactly the same service. He could 
charge more for a short than for a long haul, and was subject to almost 
no restrictions as to adequacy or regularity of service, being permitted to 
enter or quit the business at will. None of these advantages were enjoyed 
by the railroads. To have permitted competition between motor carriers 
and the railroads to continue on the terms described above, would have 
been to sanction a condition which was fraught with danger for the rail- 
road industry, and to make it extremely unlikely that the railroads, being 
closely regulated, could earn a return adequate to insure continuous, 
efficient transportation service. 

::: \ THE RAILROAD PROBLEM 

New Federal Agencies, As a result of the depression and other factors 
affecting the railroad problem, the railroad industry was in a woeful con- 
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dition when the Roosevelt administration took office in Marchj 1933. 
This administration, however, lost no time in trying to assist the rail- 
roads. In 1933 a law was passed creating the office of Federal Coordinator 
of Railroads. The duties of the Coordinator were (1) to encourage and 
promote, or require, the elimination of unnecessary duplication and waste, 
and (2) to recommend further legislation for the improvement of trans- 
portation conditions. However, the Coordinator did not actually require 
the railroads to cooperate or to coordinate their facilities, and the rail- 
roads were willing to do very little on a voluntary basis, so the accomplish- 
ments of the Coordinator were not important. 

The office of Federal Railroad Coordinator was discontinued in 1936, 
but the Transportation Act of 1940 set up a Board of Investigation and 
Research for the transportation field as a whole. The Board had three 
members appointed by the President, and a statutory life of two years 
with a further extension of two years at the option of the President. The 
work of the Board fell into three general categories: (1) It was to study 
the extent to which public aid is given to rail, motor, and water carriers, 
and the taxes which are paid by these carriers to the various governmental 
units. (2) It was to examine the relative economy and fitness of these types 
of carriers, to determine the kinds of work for which each is especially 
suited and methods for developing the carriers into an adequate national 
system of transportation. (3) It had the power to investigate or consider 
any other matter relating to these transportation agencies which it thought 
might improve transportation conditions and effectuate the national trans- 
portation policy declared in the Interstate Commerce Act. 

Rate-Making and the Recapture Clause. In 1933, the recapture pro- 
vision of the Transportation Act of 1920 was repealed. This clause, it 
will be remembered, required individual railroads to turn over to the 
government one-half of their net operating income in excess of 6 per 
cent on the value of their properties devoted to transportation, and to 
place the remainder of such excess earnings in a reserve fund. The re- 
capture clause had been a source of great annoyance to the railroads, 
though it probably was not a serious financial burden in view of the 
generally low railroad earnings since 1920. The clause seemed to be 
inconsistent with the declared principle of allowing the railroads to earn 
a fair return, in the long-run sense of that term, and we believe its repeal 
should be permanent. 

The general rule of rate-making was also changed by the Transportation 
Act of 1933, and the emphasis is no longer placed simply on the ‘Tair 
return on a fair valuation” as in the Act of 1920. The new principle pro- 
vides: “In the exercise of its power to prescribe just and reasonable rates 
the Commission shall give due eonsideration, among other factors, to the 
bffect of rates on the movement of traffic; to the need, in the public interest, 
of adequate and efficient railway transportatiGn service at the lowest cost 



360 


ECONOMICS: PRINCIPLES AND PROBLEMS 


consistent with the furnishing of such service; and to the need of revenues 
sufficient to enable the carriers, under honest, economical, and efficient 
management, to provide such service.” Though this new principle is 
somewhat less definite than the old one, it will probably furnish a more 
satisfactory general basis for rate regulation. 

Passenger Rates. The Interstate Commerce Commission, through its 
control of both maximum and minimum railway rates, holds the power 
to decide what passenger and freight charges are to prevail. In 1936, the 
Commission decided to investigate the effects of reduced passenger rates. 
It ruled that the basic passenger fare should be changed from 3.6 cents 
to 2 cents a mile in coaches, and to 3 cents in Pullman cars; and also 
eliminated the 50 per cent surcharge on Pullman service. It was hoped 
that these reductions would bring an increase in passenger traffic which 
would more than offset the lower fares, and thus yield the roads a greater 
net income from passenger traffic. The results of this experiment cannot 
be stated very definitely. Railroad passenger traffic picked up sharply 
under the low rates, but before the full effects of the reduced charges 
could be thoroughly tested, the business recession of 1937-38 brought an 
upset to all calculations. 

The reduced fares affected only the eastern railroads, since the roads 
in other parts of the country had already reduced their passenger fares. 
In July, 1938, the Interstate Commerce Commission permitted the eastern 
roads to raise the basic passenger fare from 2 to 2i/^ cents a mile, and 
these roads promptly made the change. The increased rate was experi- 
mental, however, and in February, 1940, the Commission denied a petition 
by most of the eastern roads for the continuance of the rate. Over strong 
opposition of the petitioning railroads, which threatened to carry the 
matter to the Supreme Court, the Commission ruled that the basic pas- 
senger coach rate must return to 2 cents a mile as of March 24, 1940. 

Improvements in Railroading. In the late 1930’s, the railroads mani- 
fested a highly progressive attitude toward their business. Some adopted 
streamlined trains for certain routes, and these trains both increased the 
speed and convenience of the service and lowered the operating costs. 
Most roads installed air-conditioned passenger cars, and made other 
changes which increased the comfort and convenience of railroad travel. 
Many inaugurated what is called a store-door pick-up and delivery service, 
to make the railroad freight service comparable to that furnished by motor 
carriers, and in some cases began to operate their own trucks and busses. 
In 1940, 66 leading railroads announced a new scheme to increase passen- 
ger business by selling railroad tickets on the installment plan. The plan 
operated through a separate company, called the Travelers' Credit Cor- 
poration, and applied only to trips costing $50 or more. Applications for 
credit were passed upon promptly, the customer obtained his ticket and 
took his trip, and payment was made in monthly installments. Such a 
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wide-awake attitude on the part of the railroads was likely to be much 
more conducive to a solution of their problems than their former ‘ 'stand- 
pat’' position. 

Financial Reorganizations. Some railroads found a partial solution 
to their problems by means of financial reorganization. The Transporta- 
tion Act of 1920 did not give the Interstate Commerce Commission com- 
plete control over reorganization, but the Commission could pass on 
petitions submitted by railroads under the Bankruptcy Act of 1938. 
Over a period of several years, the Commission approved reorganization 
plans for 29 out of 43 petitioning railroads. These plans, when finally put 
into effect, would have reduced the total debt (including unpaid interest) 
of these railroads from $4,056,426,489 to $1,749,573,800, and their obliga- 
tory fixed charges from $141,580,228 to $39,120,559.12 

The Motor Carrier Act. A very important development in the trans- 
portation field was the passage, in 1935, of an act to regulate motor 
carriers. The Act did not actually become operative until several months 
of 1936 had elapsed. While this legislation was not intended primarily 
to protect other forms of transportation, but rather to improve and stabi- 
lize conditions in the motor carrier industry itself, the competition of motor 
carriers has affected the railroads so seriously in the past that we may well 
consider briefly the provisions of the Motor Carrier Act. 

Provisions of the Act. The law applies to common carriers, contract 
carriers, and brokers engaged in interstate commerce by motor vehicles, 
but not to private carriers, except possibly with respect to safety regula- 
tions. The Act gives the Interstate Commerce Commission authority to 
prescribe rules governing employees, hours of service, and standards of 
equipment in the motor carrier industry. The numerous exceptions to 
the application of the law include school busses; taxis; hotel busses; motor 
vehicles operated by the Department of the Interior in the National Park 
Service; motor vehicles used by farmers; motor vehicles of cooperative 
agricultural associations; trolley busses operated by electric power; motor 
vehicles carrying livestock, fish, and agricultural commodities exclusively; 
motor vehicles carrying newspapers exclusively; transportation within 
municipalities and adjacent areas; and, casual, occasional, or reciprocal 
transportation by a person not engaged in transportation as a business. 

Common carriers must secure certificates of public convenience and 
necessity, and must show the need for their service and their willingness 
and ability to perform it. Their business may include movements between 
fixed terminals and over regular routes, and only such business, but 
equipment and facilities may be added freely. Contract carriers must 
secure permits to operate, and must show the need for their service, their 
ability to perform it, the nature of the goods to be transported, and the 
territory to be served. They do not operate between fixed terminals, or 
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over regular routes. Brokers, or persons other than carriers and their agents 
who sell transportation which is subject to the Act, must secure licenses, 
and show the need for their service and their ability to perform it. Com- 
mon carriers already in operation on June 1, 1935, contract carriers in 
operation on July 1, and brokers in business on October 1, were allowed 
to secure certificates, permits, or licenses without further proof by making 
proper application before the last available date fixed by the Commission. 

Common carriers must file rates and abide by them, subject to heavy 
fines for transporting without filing rates or for charging rates other 
than those on file. The rates must be reasonable and non-discrimiiiatory, 
and may be changed only upon thirty days’ notice to the Commission and 
the public. Contract carriers need file and publish only minimum rates, 
They may charge more than these rates, but changes in the minimum 
rates require thirty days’ notice. The Commission does not have authority 
to prescribe the original rates for the motor carriers, but upon complaint 
or on its own initiative it may suspend and investigate any rates except 
the original ones. It may investigate the lawfulness of the rates on file and 
if, after holding hearings, it finds that rates do not comply with the law, 
it may prescribe new rates. 

For purposes of enforcement, a division of four members of the Com- 
mission was created to supervise all matters pertaining to motor vehicles. 
Under this division, a motor carrier bureau was established with district 
offices in various parts of the country. Violations of the law are subject 
to a |500 fine for a first offense, and $2000 fine for each additional offense. 
These penalties apply to both shippers and carriers. The common carriers 
must give bills of lading for goods transported, and the carrier which 
first handles a shipment is responsible to the shipper for any loss, damage, 
or injury caused by it or any other carrier, but the first carrier has a claim 
upon a subsequent carrier if the fault lies with the latter. The Commission 
controls security issues, consolidations, mergers, and acquisitions of control 
in the industry, and may recommend additional legislation. It is also 
authorized to investigate and report on the need for regulations as to the 
size and weight of motor vehicles. 

At the very outset of the operation of the law there was considerable 
confusion. Motor carriers filed tariffs and then requested immediate, 
changes. In some cases they failed to collect the published rates and fares, 
and did not make their tariffs available for public inspection. Sometimes 
the rates announced by carriers differed considerably from those an- 
nounced by their authorized agents, and the carriers complained griev- 
ously about one another. It was clear that there were considerable practical 
difficulties to be overcome in enforcing this law, because there were so 
many operators and because thfe business of many motor carriers was by 
no means so regular, well established, and easy to supervise as that of 
''the^railroads.,::. 
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Motor Rates and Rail Rates. It has been common practice for motor 
carriers to disregard the traditional railroad principle of basing freight 
rates on what the traffic will bear. They have usually charged flat rates for 
transporting freight without regard to the value of the articles and the 
rate classes in which the railroads classified them, or have charged a flat 
rate at least for articles in the first three classes of the railroad freight 
classification. This practice developed from the high degree of competi- 
tion in the motor carrier industry, which led operators to emphasize the 
cost of service rather than value of service. Its effect was the diversion of a 
considerable amount of freight traffic in articles of high value from the 
railroads to the motor carriers. 

The railroads adopted a number of devices to meet this situation, the 
simplest of which was to lower freight rates on individual articles, re- 
classify such articles, or grant exceptions to classifications. Again, they 
developed “all-freight’’ or “all-commodity” rates for carrying freight, 
usually in carload lots, without regard for the classifications of individual 
articles that made up the shipments. These all-freight rates are commonly 
between 36 and 50 per cent of the rates on first-class freight. In some 
cases, flat railway rates on loaded trucks, trailers, semi-trailers, or “con- 
tainers,” when loaded with almost any kind of freight, have been author- 
ized by the Interstate Commerce Commission. 

The railroads have long charged lower rates for carload shipments than 
for less-than-carload lots of freight, but there have been no special rates 
for shipments involving several carloads or even a trainload, and no 
gradations between the carload and less-than-carload rates. Recently, how- 
ever, the Interstate Commerce Commission has permitted some railroads 
to fix lower rates for multiple-carload shipments than for carload lots; 
and the railroads may thus be able to recover some of the freight traffic 
that has been moving by water in cargo lots. The railroads have also 
begun to establish graduated “volume rates” for large less-than-carload 
shipments. For example, the less-than-carload rate may apply to shipments 
up to (say) 5000 pounds, a somewhat lower rate to shipments between 
5000 and 10,000 pounds, a still lower rate for shipments from 10,000 to 
20,000 pounds, and so on until the rate is reached for full carload lots. 

While these changes in railway freight rates have been developing, the 
motor carriers have moved in the direction of the rate-making policies of 
the railroads. In many cases they now use railroad classifications of freight, 
or very similar classifications, and their freight rates are the same, or 
almost the same, as those of the railroads. However, common carriers 
by motor can scarcely afford to adopt railroad freight classifications and 
rates unless the contract carriers can be made to do the same, or unless 
the trucking operations of contract carriers and of industrial or other 
firms can be restricted. In general, the movement of motor carriers toward 
railroad freight classifications and rates seems undesirable, for its com- 
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pletion would deprive the public of the economies of motor transporta- 
tion. Motor carrier rates should probably be allowed to rest on the 
competitive basis of cost of service, widi business divided between the 
railroads, motor carriers, and other transportation agencies on the basis 
o£ convenience, efficiency, and cost. 

Water-Carrier Regulation. While the Motor Carrier Act brought an- 
other large section of the transportation field under the jurisdiction of 
the Interstate Commerce Commission, the Commission had only limited 
control over water carriers. That is, where joint rail and water routes 
were used, and in the cases where railroads were allowed to own water 
carriers, the Commission had jurisdiction. There was great need for the 
regulation of water carriers, comparable to that which had been applied 
to railroads and motor carriers. In the Transportation Act of 1940 that 
need was met. With the exception of contract water carriers which do 
not compete with common carriers, and common or contract water car- 
riers of commodities in bulk whose cargo space is not used for more than 
three commodities at one time, the control of common and contract water 
carriers was placed in the hands of the Interstate Commerce Commission. 
The Commission may prescribe maximum, minimum, or specific rates; 
and it has control over the entry of firms into water carrier service, con- 
solidations of firms, security issues, accounts, and other matters which it 
controls in the case of rail and motor carriers. The air transportation in- 
dustry has also been thoroughly regulated since 1938, under the Civil 
Aeronautics Act and the Civil Aeronautics Board, but this development 
was of less importance because of the very small volume of traffic that 
has moved by air up to the present time. 

The National Transportation Policy. The Transportation Act of 1940 
was also noteworthy for its statement of a national transportation policy. 
It said: 

It is hereby declared to be the national transportation policy of the Congress 
to provide for fair and impartial regulation of all modes of transportation subject 
to the provisions of this Act, so administered as to recognize and preserve the 
inherent advantages of each; to promote safe, adequate, economical, and efficient 
service, and foster sound economic conditions in transportation and among the 
several carriers; to encourage the establishment and maintenance of reasonable 
charges for transportation services, without unjust discriminations, undue prefer- 
ences or advantages, or unfair or destructive competitive practices; to cooperate 
with the several States and the duly authorized officials thereof; and to encourage 
fair wages and equitable working conditions; — all to the end of developing, co- 
ordinating, and preserving a national transportation system by water, highway, 
and rail, as well as other means, adequate to meet the needs of the commerce of 
the United States, of the Postal Service, and of the national defense. All of the 
provisions of this Act shall be administered and enforced with a view to carrying 
out the above declaration of policy. 
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Certainly no one can quarrel with the general objective of fair and 
impartial regulation of all modes of transportation, but there may be 
some question as to what the objective involves. To many people, it would 
mean similar if not identical regulation of carriers by rail, motor, and 
water; but there are some reasons for believing that this approach is 
unsound. Carriers by water and motor are in general numerous and rather 
small, in comparison with the railroads. Their investments in plant and 
equipment and their fixed costs are smaller than those of the railroads, 
and the tendency to increasing returns is less pronounced. Motor and 
water carriers are not so likely, therefore, to engage in rate-cutting and 
cut-throat competition to attract additional traffic. It is somewhat easier 
for them, than for the railroads, to ascertain the cost of carrying goods, 
and their rates are more likely to be based upon cost of service than upon 
what the traffic will bear. Unlike the railroads, motor and water carriers 
do not often have a monopoly with respect to a large part of their traffic, 
and are unlikely to practice discrimination and to charge exorbitant rates. 
Finally, motor and water carriers can more readily adjust their facilities 
to increases or decreases in the volume of current traffic. 

These considerations suggest that the regulation of rail, motor, and water 
carriers in exactly the same ways and to exactly the same extent would 
fall short of the stated objective of fairness and impartiality in regulation. 
However, it does not follow that motor and water carriers should be 
unregulated. The failure to regulate them would be unfair to the railroads, 
and would neglect the interests of the country as a whole, since motor 
and water carriers serve the public, enjoy public assistance, and make 
use of public property. Moreover, it does not follow that motor and water 
carriers should not be controlled by the same commission which controls 
the railroads. Unification and centralization of regulation in a single 
commission may be desirable, even though there should be differences in 
the nature and extent of regulation as between types of transportation. 

TRANSPORTATION IN WARTIME 

Railroad Traffic and Earnings, In spite of all that was done, the 
railroads experienced great difficulty in making ends meet, and their net 
operating income remained very low through 1940. However, World 
War II changed the picture. Gross national product increased from 88.6 
billion dollars in 1939 to 187.4 billions in 1943, to 197.6 billions in 1944, 
and 197.3 billions in 1945; and there was a great increase in the quantity 
of commodities requiring transportation. Moreover, the 11,000,000 mem- 
bers of the armed forces had to be carried back and forth aaoss the 
country, and large numbers of people who normally transported them- 
selves by private automobiles in previous years were ruled off the highways 
as the result of gasoline rationing. At least temporarily, then, we needed 
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all of our productive capacity in the railroad industry, and could have 
used even more. 

The railroads were rather poorly equipped to handle the tremendous 
job of transportation which the war thrust upon them. The number of 
freight cars available was 22.8 per cent lower in 1941 than in 1929, the 
number of passenger cars other than Pullman was 28.8 per cent lower, 
and the average number of employees was 31.0 per cent lower. Never- 
theless, with very modest increases in equipment and an increase of 23.9 
per cent in the number of employees, “the railroads in 1944 performed 
55.1 per cent more freight service (ton-miles) than they did in 1941 and 
225.3 per cent more passenger service (passenger miles). This remarkable 
increase in intensity of utilization of freight facilities is reflected in an 
average increase of 14.7 per cent in tons per car, a 48.6 per cent increase 
in ton-miles per car, a 24.4 per cent increase in tons per train, and a 57.6 
per cent increase in ton-miles per mile of road. Passengers per car in- 
creased 113.3 per cent, and per train, 174.0 per cent; passenger miles 
per mile of road used in passenger service advanced 237.0 per cent.“^'^ 
The wartime accomplishments of the railroads were truly remarkable. 
As a result of the great volume of traffic, the net operating income of the 
railroads increased from |690,554,000 in 1940, to $1,499,364,000 in 1942, 
to $1,370,569,000 in 1943, and $1,113,153,000 in 1944.^^ The rate of return 
on the value of the railroads' properties increased from 3.02 per cent in 
1940 to 6.58 per cent in 1942, 6.03 per cent in 1943, and 4.89 per cent 
in 1944. . 

Other Carriers. Motor carriers of property carried 34.5 per cent more 
tons of goods in 1942 than in 1940, and the corresponding percentages 
of increase for 1943 and 1944 were 49.3 and 49.6, respectively. The in- 
crease in average load per vehicle from 1941 to 1944 was 30.4 per cent 
for common carriers and 24.7 per cent for contract carriers. The per- 
centage increase over 1940 in intercity passengers carried by motor car- 
riers of passengers was: 1942, 134; 1943, 244; and 1944, 262. There was an 
increase of 46.5 per cent in the loading per bus.^^ The amount of revenue 
freight carried by water carriers varied comparatively little during the 
war period, but the number of barrel-miles carried by oil pipe lines in- 
creased from 282 million in 1940 to 393 million in 1943 and to 438 million 
in 1944,1'^ There were also considerable increases in the volume of air 
traffic over the war period, but the total traffic remained extremely small 
as compared with the total traffic of all types of carriers. 

On the financial side, the net operating revenues of Class I motor 
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carriers of passengers increased from $34,005,000 in 1941 to $147,530,000 
in 1943 and to $143,807,000 in 1944; but those of Class I motor carriers 
of property apparently declined over the war period, though the exact 
result is difficult to determine because of the change which took place in 
the number of carriersd^ The revenues of water carriers showed no note- 
worthy trend during the war period, and the net income of pipe-line 
companies declined somewhat between 1940 and 1944. 

TRANSPORTATION IN THE POST-WAR PERIOD 

The General Outlook. The prospects for transportation, at the close 
of World War II, were hard to assess. As the Interstate Commerce Com- 
mission said: 

The situation abounds in uncertainties, not the least of which are as to the level 
of activity which business will maintain, the future of labor costs and taxes, and the 
effects of public expenditures on transportation facilities. Moreover, improvements 
in the instrumentalities of transportation mean new and heightened competition. 
The keynote of the post-war years will prove to be this quickening and extension 
of competition within and among the several forms of transportation and with 
private carriers. This competition has become identified in the public mind with 
the inroads which the commercial airlines are planning, and in part already are 
making, in the travel market, and in handling light freight. Competition between 
rail, motor-carrier, water, and pipe-line transportation, however, will undoubtedly 
increase ill intensity. These various conditions emphasize the responsibility on us 
in seeing, so far as our powers permit, that the public interest is promoted and 
advanced along forward-looking lines and in the light of the national transporta- 
tion policy declared by Congress in 1940.^^ 

Prospects for Motor and Water Carriers. There were a number of 
favorable factors in the outlook for motor carriers of property and pas- 
sengers in the post-war period. Wartime necessities had brought them 
valuable experience with economical operating practices, some of which 
could be carried over into peacetime operation. Technological improve- 
ments in vehicles and fuel had been. made. Several states had liberalized 
their size and weight limits for motor carriers. Equipment notes and 
other obligations could be issued at relatively low interest rates. And 
better highway and street facilities were sure to be available as a result 
of federal, state, and local expenditures. 

On the other side of the picture, the motor carriers needed large num- 
bers of new vehicles to replace obsolete and worn-out equipment, and 
it was certain that these vehicles would have to be purchased at high cost, 
though fortunately their operating efficiency promised to be superior. The 

Fifty-Ninth Annual Report of the Interstate Commerce Commission, pp / 1 43y 144; 
and Fifty-Seventh Annual Report of the Interstate Commerce Commission; pp, 162, 163- 
Fifty -Ninth Annual Report of the Interstate Commerce Commission^ pnl. 
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motor carriers also faced difficulties in adjusting themselves to higher 
wages of labor and other costs, which were all the more serious because 
their rates were somewhat below those charged by the railroads. Finally, 
the motor carriers were threatened with the loss of a considerable volume 
of wartime traffic to which they had become accustomed and for which 
they had acquired additional equipment in some cases, and they had 
a problem of restoring services which had been suspended during the war. 

Some water carriers ceased operating in their own right during the war, 
but most of these were able to secure substantial revenue by chartering 
their vessels or by operating as agents of the War Shipping Administra- 
tion. Most water carriers came out of the war in sound financial condition. 
There were some gains in operating experience during the war, some 
obsolete and inefficient equipment was discarded, and marked techno- 
logical improvements in vessels were made. On the other hand, the new 
ships were sure to cost more per ton than those which they replaced, and 
water carriers which ceased operating temporarily faced the problem of 
restoring physical operation, reestablishing contacts with shippers, and 
regaining traffic carried by other forms of transportation during the war. 

The Railroad Situation. The outlook for the railroads in the post-war 
period was more favorable than it had been for many years prior to 
the war. The railroads had carried the vast volume of wartime traffic 
with only small increases in their investment in rail facilities. Conse- 
quently, they were not extensively overbuilt and were able, when they 
needed facilities in the post-war period, to take full advantage of recent 
technological advances. The railroads were in generally sound physical 
condition. Deferred maintenance during the war amounted to only about 
$350,000,000, or 5.7 per cent of the total maintenance expense (excluding 
depreciation and amortization) in the years 1 94245.^0 Increased costs and 
high taxes had reduced the railroads' net operating income in 1943 and 
1944, as compared with 1942, but their financial condition was much better 
than before the war. Reduced debts and fixed charges, as a result of 
reorganizations and of ordinary refunding and refinancing, were also 
important in the financial picture. 

The railroads were better off in some ways because of their wartime 
trials and experiences. Knowledge (acquired during the war) of more 
efficient and economical operating practices was useful also in peacetime 
operation, and certain gains resulting from close cooperation between 
the railroads and their customers in wartime were maintained. Finally, 
the needs of wartime and the prospect of severe competition after the war 
tended to speed up improvements in railroad facilities. Many railroads 
had well-defined plans for discarding worn-out and obsolete equipment 
and for making major improvements in order to secure lower costs and 
give better service. 
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However, a number of factors were less favorable. There was a strong 
prospect of rising prices in the post-war period, and these are always of 
concern to the railroads, with their comparatively inflexible rates. Second, 
the labor situation was threatening. We have already spoken of the 
relatively favorable treatment of railroad labor which existed as of 1940. 
In 1941, after extended discussion, attempts to mediate, and threats of a 
strike, the railroad unions and management reached an agreement, about 
a month before Pearl Harbor, which called for an average increase of 
I2y2 per cent in the wages of railroad workers. The railroad labor situa- 
tion was rather quiet during the actual war period, especially after wage 
rates and salaries in general were frozen at existing levels late in 1942. 
However, the railroad labor unions sought higher wages almost as soon 
as the shooting war was over, and succeeded in getting increases in wages 
by arbitration late in 1945. In spite of this fact, the railroad unions de- 
manded still higher wages and went on strike in the spring of 1946. In 
the end, the workers received new wage increases amounting to 18i/^ cents 
an hour on the average, and most of the increases were made retroactive 
to January 1, 1946. 

Third, the railroads were burdened with very heavy taxes. Total taxes 
paid by the roads increased from $398,725,000 in 1940 to |1, 854, 136, 000 
in 1943, and to $1,849,909,000 in 1 944.^1 This load could be carried suc- 
cessfully in wartime, but even if lowered somewhat would be a heavy 
burden in the face of any considerable fall in traffic. Finally, the railroads 
could be sure that other types of carriers would give them keen competi- 
tion if there should be a decrease in the total volume of traffic demanded 
by the jDublic. 

The outcome of these conflicting factors was not favorable to the rail- 
roads in 1946. Their wage bill amounted to $4,086,000,000, or $1,457, - 
000,000 more than would have been necessary at the wage rates prevailing 
in 1940.22 Higher prices for fuel, materials, and supplies added many 
millions of dollars to railroad operating expenses. On the other hand, 
freight ton-miles were 14 per cent lower than in 1945, passenger traffic 
was 29 per cent below that of 1945,2^ and the railroads received no 
significant increase in freight and passenger rates effective during the 
year. The result was that the rate of return on the value of the railroads’ 
properties, which had reached 6.58 per cent in 1942 and had fallen to 
3.90 per cent in 1945, declined further, to about 2.90 per cent in 1946. 

The Interstate Commerce Commission on December 5, 1946, authorized 
the railroads to make increases in freight rates averaging about 17.6 per 
cent, and to continue in effect the 10 per cent increase in passenger fares 
authorized in 1942. The new freight rates became effective January I, 
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1947; and, assuming that the railroads did not lose traffic to other trans- 
portation agencies under the higher rates, these rates were expected to 
produce $800,000,000 in additional railroad revenues.^^ While the outlook 
for the railroads, even with such increased revenues, is none too favorable, 
we believe that a “wait and see” attitude should be inaintained with re- 
gard to further proposals for solving the railroad problem. In other 
words, we think the time is not yet ripe to lend an ear to those individuals 
who contend that the railroads can no longer operate successfully under 
private management and insist that we should proceed at once to bring 
them under governmental ownership and management. 


1. Why are the railroads important in our present economic system? 

2. What is the nature of the “railroad problem"? 

3. What is meant by saying that the railroad industry is one of increasing returns? 
How does the concept of increasing returns differ from that of decreasing costs? 

4. Why are the railroads said to operate under conditions akin to those of joint 
costs? 

5. Under what condition did the railroad industry operate during the early 
years of its life in this country? What abuses sprang up in connection with 
the railroads during this period? Why? 

6. In what respects was the early legislation affecting the railroad industry de- 
fective? Explain fully. 

7. What adjustments in railroad operation were made necessary by World War I? 
Why? 

8. Why does consolidation in the railroad industry appear desirable? 

9. What were the provisions of the Transportation Act of 1920 with regard to 
consolidation? What progress tow^ard consolidation has been made under this 
law? 

10. How did this Act undertake to control railroad service and the issuance of 
railroad securities? 

11. What were the provisions of this law with respect to railroad rates and 
earnings? Explain. 

12. How were railroad earnings affected by the Act of 1920? 

13. How did the railroads fare in the depression years of 1929 to 1933? 

14. Discuss the difficulties involved in applying the principle of a “fair rate of 
return on a fair valuation.” 

15. How was the “recapture clause” related to the problem of obtaining a fair 
rate of return for the railroads? Explain. 

16. What change has apparently taken place in the nature of the demand for the 
services of the railroads? How has this change been related to the railroad 

"v:: problem?' ■ 

17. “In general, the rule of rate-making provided by the Act of 1920 has proved 
unsatisfactory in practice.” Discuss. 
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18. What was the significance of the railroad labor situation in connection with 
the railroad problem? 

19. To what extent was the railroad problem due to the competition of other 
transportation agencies? Explain. 

20. .Why was the competition of motor and water carriers characterized as unfair 
by the railroads? Were the contentions of the railroads with regard to this 
competition sound? Explain. 

21. What happened to the rule of rate-making and the recapture clause in recent 
legislation? 

22. ‘'The railroads are likely to make greater net earnings from passenger traffic 
with low fares than with high fares." Discuss. 

23. What improvements did the railroads make in their equipment and operation 
during the late 1930’s? 

24. Summarize the main provisions of the Motor Carrier Act of 1955. 

25. How did motor and railroad freight rates change in the last few years before 
World War II? 

26. How were the regulatory powers of the Interstate Commerce Commission 
extended by the Transportation Act of 1940? 

27. “If carriers by rail, motor, and water are to be treated fairly and impartially, 
they should all be regulated in the same way and to the same extent." Discuss. 

28. What happened to the traffic and earnings of railroads and other transporta- 
tion agencies during World War II? 

29. What is the general outlook for transportation in the post-war period in the 
United States? 

30. What are the post-war prospects for motor and water carriers? 

31. “The railroads of this country entered the post-war period in relatively good 
condition." Explain. 

32. What are the unfavorable factors in the post-war railroad situation? 

33. Should die railroads be brought under governmental ownership and operation 
at once? Explain. 
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THE RAILROADS, WHICH WERE DISCUSSED IN THE PRECEDING CHAPTER, ARE 

regarded as public utilities by some writers, while others, though admitting 
that railroads are “public utilities” in many essential respects, prefer to 
treat them separately. This separation makes for convenience in discussion, 
for the railroads have been regulated very largely by the federal govern- 
ment, whereas the control of public utilities has been carried on almost en- 
tirely by the state governments. 

THE NATURE OF PUBLIC UTILITIES 

Natural Monopolies. It is not easy to draw up a complete list of public 
utilities, since the items included under this heading change from time to 
time. Among the activities which have been classed as public utilities at one 
time or another are street railways; water, gas, electric, telephone, and 
telegraph companies; steamship lines; grain elevators; and stockyards— in 
addition to the railroads. When used in conducting such activities, private 
property is no longer strictly private, because in such uses it becomes 
“affected with a public interest.” 

What is it that causes a business to be classed as a public utility? One 
thing is the possession of the characteristics which make it a “natural 
monopoly.” A natural monopoly is a type of business in which competition 
usually results in duplication of equipment and great waste. Imagine, for 
example, the waste which would occur if a city were served by two compet- 
ing street railway systems, with duplicate tracks throughout the town, and 
duplicate rolling stock, power lines, and operating personnel. Each of these 
companies might be confidently expected to have a higher cost of produc- 
tion per unit of service than the cost would be if a single transportation 
company were operating in this city. 

Most public utility businesses require a huge original investment in plant 
and equipment, and have large fixed or overhead costs. Such businesses 
enjoy increasing returns as they increase the volume of business transacted 
with a given amount of productive facilities, since the additional business 
increases only operating costs j and not fixed costs, while the total revenues 
expand considerably. Consequently a public utility company undertakes to 

■ m ■ 
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get as much business as possible and, when two utilities offer the same 
service to the same customers, their relations often degenerate into cut- 
throat and destructive competition. Such a condition, marked by violent 
rate-cutting, is likely to last until one company is ruined or absorbed by 
the other, or until the competitors see the light and agree to combine. Even 
if competition were as economical as monopoly in these businesses, it might 
still be desirable to have some of them operated as monopolies. In tele- 
phone service, for example, it is important, in the interests of convenience, 
for ail telephone users to be subscribers in a single company, rather than 
to have them distributed among several companies. As a result of these and 
other considerations, governmental units have come to recognize the need 
for monopoly in such businesses, and have permitted and even encouraged 
monopoly operation. 

Essential Products. A second characteristic of public utilities is that 
their products, whether services or commodities, are generally regarded as 
vitally necessary to the public. In our large cities, thousands or hundreds 
of thousands of people look to surface, subway, and elevated railway lines 
for transportation, and their dependence upon other public utilities, such 
as electric companies, is so great that a stoppage of service, even for an hour 
or two, may lead to considerable inconvenience or even to genuine suffer- 
ing. In the field of communication many individuals and businesses depend 
largely upon the telephone or telegraph service. In general, the demand 
for public utility services is inelastic. To be sure, the demand for (say) gas, 
on the part of some users at least, may be elastic because of the existence 
of satisfactory substitutes, but the demand for heat, light, or power in 
some form or other is relatively inelastic. 

Franchises. A third characteristic of public utilities is that many of 
them are dependent, for the right or power to operate, upon privileges or 
favors granted them by the public through various governmental units. 
Street railways, and water, gas, and electric companies, must use public 
streets or highways, or the areas above or below such streets and highways, 
in the conduct of their business, and are given grants, or “franchises,’' by 
state and local governments for this purpose. Moreover, governments some- 
times grant public utilities the right to condemn private property for 
necessary purposes or to use public water power in their business. 

Differential Rates. A fourth characteristic of public utilities is that a 
company, such as one supplying electric current, is usually permitted to 
sell its service to several classes of consumers for different purposes at differ- 
ent prices. It is quite impossible to determine the exact cost of supplying 
the service to any particular class of consumers and, as a result, the rates 
charged are likely to be arbitrary and to be based upon “what the traffic 
will bear. ” 
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THE REGULATION OF PUBLIC UTILITIES 

With public utility businesses operating as monopolies in their particular 
areas, producing essential economic goods for which the demand is rela- 
tively inelastic, and depending in many instances upon special privileges 
or favors granted by the state, it is clear that the unregulated operation of 
these businesses by private enterprisers might result in great evils, including 
extortionate rates for inferior service and unfair discrimination between 
different consumers or classes of consumers. The possibility of operation of 
an anti-social nature led to early regulation of public utilities—so early, 
indeed, that the problems connected with public utilities were almost 
completely local in character, and their regulation could scarcely have been 
assumed to fall within the constitutional powers of the federal govern- 
ment. As a result, the regulation of public utilities has been conducted 
largely by the states. 

Public Utilities Commissions. This regulation has not ordinarily been 
undertaken directly by state governments. Rather, the regulatory powers 
have been delegated to commissions. Some of the better-equipped public 
utility commissions have powers similar to those exercised by the Inter- 
state Commerce Commission in regulating the railroads. They often control 
rates and fares, extensions and abandonments of service, the issuance of 
securities, the prevention of undue discrimination between different cus- 
tomers and classes of customers, the quality of the service, the valuation of 
utility properties, and accounting methods. Of all these many items, the 
most difficult and important is, of course, the regulation of rates. 

The Regulation of Rates. The states, and their public utilities com- 
missions, were at first left quite free to regulate the rates charged by public 
utilities. The courts, including the United States Supreme Court, refused 
to interfere with what was so obviously an exercise of powers granted to 
state governments by the Constitution and would neither set aside pre- 
scribed rates nor themselves set up rates for the utilities. Eventually, how- 
ever, the court attitude changed and the Supreme Court decided that if 
rates set by state governments or their commissions were so unreasonable 
as practically to destroy the value of the properties of public utilities, they 
could be set aside as violating the *‘due process” clause of the federal 
Constitution. Thereafter, the commissions, while trying to protect the inter- 
ests of consumers, have been kept from setting public utility rates at so low 
a figure that they would be confiscatory with respect to the properties of 
public utilities; and the general idea has developed that rates should be 
regulated in such a way as to enable the utilities to earn a “fair rate of 
return on a fair valuation of their properties.” 

The Problem of Valuation. It is all very well to say that the utilities 
should be allowed to earn a fair rate of return on a fair valuation of their 
properties, but quite another matter to apply the principle to spedfic 
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cases. The first difficulty is to establish a fair valuation. The property of 
a public utility scarcely has a value, in the usual economic sense of ex- 
change value, since it is seldom bought and sold and is hedged about with 
restrictions and regulations which do not affect ordinary property. The 
value of a piece of industrial property is usually determined by the income 
it is capable of earning. But in the case of public utilities, earnings depend 
upon rates and these rates (if they are to represent a “fair return”) cannot 
be set until after the “fair valuation” has been determined. Therefore, the 
commissions have had to turn to other methods of evaluating the proper- 
ties of public utilities. The problem of valuation has usually been ap- 
proached by way of “prudent investment cost” and “reproduction cost.” 

Prudent Investment Cost. Prudent investment cost is ordinarily taken 
to mean the amount of capital actually invested in a public utility enter- 
prise, corrected for capital expenditures dishonestly made or made in a 
clearly wasteful or extravagant manner. There are several possible ways 
of arriving at prudent investment cost. It is sometimes said that the par 
value of the stock of a public utility represents satisfactorily the amount 
of the actual investment in the business. This criterion, however, could 
not be applied to all public utilities, since some have issued stock with no 
par value. Moreover, there may be only a vague relationship between the 
par value of a utility’s stock and the actual value of its property. Some 
public utilities are overcapitalized, and have outstanding an amount of 
stock well in excess of the value of their properties. For example, a public 
utility company, just starting in business and short of cash, may wish to 
acquire a piece of property without paying cash for it. To induce the 
owner to accept stock in lieu of cash, the company may have given him 
stock which has a par value well above the cash value of the property that 
is being acquired. Of course, to allow public utilities which are overcap- 
italized to earn a fair return on their capitalization would be to grant 
them an excessive return on the actual value of their property. 

Again, the par value of a company’s stock may at one time have repre- 
sented accurately the value of its property, but no longer do so because 
through poor management the utility has lost some of its original assets 
or had them depreciate in value. Or the property of a company may 
increase in value without the increase being reflected in the amount of 
capital stock outstanding. In either case, a fair rate of return on the basis 
of capitalization would give a return on the actual value of the property 
which was either larger or smaller than it should be. Consequently, capitah 
ization has little to recommend it as a basis for valuation. 

Another proposal is to assume that the market value of a public utility’s 
stock represents the present value of its property. About ail that can be 
said for this method is that a valuation could be readily obtained by finding 
the total value of the company’s stock on the stock exchange. Such a valua- 
tion would be most unsatisfactory, however. The value of the company’s 
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stock depends largely upon the rate of return which prospective owners 
hope to obtain by holding it, and the total value of its stock tends to be its 
present and probable future rate of earnings, capitalized at the current 
rate of interest. Since the total value of the stock depends upon the com- 
pany’s earnings, to make the earnings dependent upon the total value of 
the stock would be to reason in a circle. If a company were at present 
making an excessive return upon its actual investment, its stock would 
tend to sell well above par. And if the present value of its stock were taken 
as its valuation, a fair rate of return on this valuation would permit the 
continuance of an excessive rate of return upon the actual investment. 

Original Cost. If we were to use prudent investment cost as a method 
of valuation, it would be necessary to find a satisfactory method of con- 
verting the term into action. This might be done, it is often said, by taking 
prudent investment cost to mean the actual original cost of a public 
utility’s properties, adding the cost of additions and improvements, and 
deducting any depreciation in the properties or loss of assets. It is argued 
that such a valuation is eminently fair to all concerned. It grants a public 
utility a fair return on the capital actually invested in the business, as of 
the present time, and the utility has no right to claim better treatment. 
Moreover, it protects consumers from having to pay rates which would give 
the company a fair rate of return upon an excessive valuation of its proper- 
ties. Finally, the valuation on the basis of original cost, once ascertained, 
would not change except when actual changes in investment occurred in 
the future, and it would provide a stable basis for rate regulation. 

But there are some drawbacks to this method of valuation. One is the 
obvious difficulty of ascertaining original cost. Many public utility proper- 
ties were acquired long years ago, and records of the transactions may have 
been lost or destroyed, if indeed they were ever kept. If a company origi- 
nally acquired property by giving the owner stock instead of cash, should 
the original cost of the property be construed to be the par value of the 
Stock given, or an estimate of its cash value at the time? Or if, at some 
time in its career, a company has bought out competitors, through either 
cash purchase or the exchange of securities, and, in order to be rid of 
the competitors, paid an excessive price for their properties, should original 
cost be interpreted to mean the price actually paid or only the construc- 
tion value of the properties? Should an allowance be made the company 
for the original cost of promoting the company, of building up good will, 
and of acquiring a franchise and, if so, how large an allowance? How can 
we prevent companies from padding their costs, if original costs are used 
as the basis for valuation? These and other questions suggest that there is 
considerable room for error in estimating original cost. 

Even if it should be possible to ascertain original cost accurately, there 
is no assurance that this method of valuation would be fair to public 
utility companies and investors at all times, since it does not take into 
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account changes in the general price level. The original cost method gives 
a fixed valuation to a public utility company’s property, and a fair rate 
of return on this valuation means a relatively fixed money income. In a 
period of falling general prices, this stable money income would give in- 
creased purchasing power to the company and its stockholders, and impose 
a correspondingly heavy burden on the consumers, while in periods of 
rising prices it would bring decreased purchasing power for company and 
stockholders, and the consumers would be obtaining public utility services 
at bargain prices. This objection is not so serious as it sounds, however, 
for public utility commissions do not guarantee the utilities a stable money 
income. They merely try to regulate rates so that utilities will normally 
make a fair rate of return on the value of their property. Even if the rates 
are not reduced in a period of falling prices, the volume of business done 
at these rates will likely decline to such an extent that a utility’s real 
income will not be enhanced unduly; and if rates are not raised in a 
period of rising prices, the increased volume of business at these rates 
may serve to keep the utility’s real income from declining severely. 
However, the long-time upward or downward trends in general prices 
may serve to affect, either favorably or unfavorably, the purchasing 
power of the income received by public utility companies. 

It is also said that the original cost method of valuation tends to 
discriminate between the consumers of the services of different utility 
companies. If one company’s plant was constructed and its property 
acquired at a time when prices and costs were high, its consumers would 
have to pay rates sufficiently high to give the company a fair return on its 
high original cost. At the same time, the customers of another utility 
may be charged much lower rates because this company’s plant was 
constructed and its property acquired at a time when prices and costs 
were low. Finally, the original cost method, when first introduced, may 
work a hardship upon persons who have bought the stock of public 
utility companies because of the high actual earnings of the companies 
and high returns paid on the stock. When the companies are subse- 
quently limited to earning a fair return on the original cost of their 
properties, the dividends may be sharply reduced so that the stock will 
decline in value and deprive the owner of a part of his investment. 

Reproduction Cost. The principal alternative to the use of prudent 
investment cost for valuation purposes is valuation on the basis of the 
reproduction cost of public utility properties. In applying this method, 
the cost of reproducing or replacing a company’s properties is estimated 
and this figure is adjusted for depreciation, or the supposed differ- 
ence in value between the actual properties and similar new proper- 
ties* Of course, if the properties are not allowed to depreciate, an adjust- 
ment is not necessaryv Valuation on the basis of reproduction cost is a 
more recent development than valuation on the basis of original cosh and 
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is more flexible and therefore more readily adjustable to changing busi- 
ness conditions. Moreover, it is said to be in stricter conformity with 
the dictates of economic theory. Since business enterprises ordinarily 
plan future production on the basis of prospective prices and prospective 
costs, rather than upon the basis of costs incurred in past production, 
it is held to be more logical to evaluate public utility properties for 
rate-making purposes on the basis of reproduction cost, rather than 
original cost. 

However, it is difficult to get a definite valuation by the method of 
reproduction cost, for several obstacles stand in the way. Should reproduc- 
tion cost be taken to mean the cost of constructing identical productive 
facilities or substitute facilities which would have the same total pro- 
ductivity? Should it be estimated as under present conditions and methods 
of construction or under methods and conditions which existed when 
the company’s productive facilities were constructed? What would it now 
cost to acquire the company’s franchise or build up the good will 
which it developed in the past? These questions are more readily asked 
than answered, and in the absence of satisfactory answers the proper 
valuation of a company’s properties on the basis of reproduction cost is 
a debatable matter. 

The flexibility of valuation on the basis of reproduction cost may be 
an advantage or a disadvantage. When the general price level falls, the 
cost of reproduction falls also, so that a lower valuation for a property 
is appropriate, whereas the reverse is true in a period of rising prices. 
Assuming that the rate of return remains unchanged, the money income 
of the company will decline as the purchasing power of money increases 
and will increase as the purchasing power of money declines, so that 
the real income of the company and its stockholders should remain 
fairly constant. In general, a fluctuating money income and stable real 
income would be preferable to a stable money income and fluctuating 
real income. However, this adjustability means that the valuation of a 
company would never remain stable for any great length of time, since 
it would change with changes in the general price level. As a result, 
a company’s valuation would be constantly in a state of flux and neither 
the company nor the regulating commission would have anything definite 
to go on. The cost of reproduction method is advantageous in that it 
does not discriminate between the consumers of different utility com- 
panies, as does the original cost method; for two substantially similar 
plants would probably be given approximately the same valuation on the 
basis of reproduction cost, however different their original cost may have 
been because they were constructed at different times and under differ- 
ent cost conditions. Furthermore, the use of reproduction cost is likely to 
cause plants to be built efficiently and at low cost, since original cost 
will not affect valuation or earnings, while under the original cost method 
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there is an incentive to make the original cost high for valuation purposes. 
However, on the whole, the weight of opinion favors the original cost 
interpretation of prudent investment cost as the basis for public utility 
valuation. 

The Fair Rate of Return. In addition to deciding, upon some basis 
or other, the valuations to be placed upon the properties of public 
utility companies, public utility commissions have to decide upon a fair 
rate of return on these valuations. This, also, is a difficult matter. The 
commissions must protect the public against the monopoly powers of 
public utilities, but at the same time the companies must earn enough 
to cover costs of production, so that they may render efficient service, 
maintain their productive facilities, and attract new capital for purposes 
of expansions and improvements. Moreover, in addition to deciding the 
rate of return they would like the utilities to earn on the basis of their 
valuations, the commissions must determine the prices for services which 
are most likely to produce the desired rate of return for the utilities, 
keeping in mind the uncertainty of business conditions and possible varia- 
tions in the cost of producing the services. A given set of prices will pro- 
duce different rates of return for different companies with identical valua- 
tion if the managements of the companies differ in efficiency. While 
problems of valuation and fair rate of return have attracted more atten- 
tion than the problem of arriving at prices which will bring in the fair 
rate of return on the fair valuation, this latter problem is a very trying 
one. 

Public utility valuation and rate regulation are so complicated that 
they are often dealt with in complete volumes, but enough has been said 
in the present chapter to enable the reader to appreciate their difficulty. 
Under the circumstances, it is not surprising that attempts by several 
agencies to determine the fair valuation and fair return for a public 
utility company have resulted in valuations which varied by hundreds of 
millions of dollars, and in proposed earnings in which the largest exceeded 
the smallest by 100 per cent. 

In view of the attitude taken by the courts, it is not usually possible for 
public utility commissions to abandon openly the principle of a fair 
return on a fair valuation of property. However, in determining what a 
fair return is, a commission does not need to function in a vacuum. In 
Massachusetts, for example, the commission is said to take into considera- 
tion principally the economic situation of a public utility company. It 
considers whether the company is paying dividends on its stock, whether 
the Stock is selling at or above par on the market, whether the company 
is providing adequate depreciation reserves and is accumulating a reason- 
able surplus, and whether its operating and maintenance expenses are 
being increased or decreased under current business conditions— and only 
then is the commission ready to hand down a decision in a rate case. The 
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commission makes no attempt to give the public utilities a specific per- 
centage rate of return on the value of their properties, but merely tries 
to control lates so that the companies may pay dividends that are suf- 
ficiently high to keep the value of their stock above par and permit the 
utilities to market additional securities, when necessary, at not less than 
par. This attitude seems to have much to recommend it. 

The Success of Public Utility Regulation. It was necessary for the 
state governments to delegate the regulation of public utilities to public 
utility commissions, for direct regulation by state legislatures would 
scarcely be feasible. But it must be admitted that commission regulation 
has not been entirely satisfactory. This may be accounted for in part by 
the fact that the commissions have been set to work solving problems for 
which there are no wholly satisfactory solutions. Some commissions have 
been given adequate powers and ample expert assistance, so that they have 
been able to operate successfully, but the reverse is true in many cases. 

Many conditions among public utilities which the commissions were 
expected to remedy have continued to exist. They have often been unable 
to prevent utility companies from inflating or writing up the value of their 
assets, or from selling securities amounting to much more than the aggre- 
gate value of their assets. Indeed, it is probable that total overcapitalization 
in the public utility industry runs into billions of dollars. While the com- 
missions have usually discounted to some extent the claims of public 
utilities with respect to the value of their properties, it is nevertheless 
true that the official valuations of these properties have often greatly 
exceeded the amount of the actual investment. A fair rate of return on 
an excessive valuation is equivalent, of course, to an excessive rate of 
return on a fair valuation. 

Even if the valuation were perfect and the rate of return fair, the 
common stockholders of a utility company might still receive an unduly 
high return on their investment, because of the low fixed rates of return 
to holders of bonds and preferred stock. When the valuation is excessive, 
and the fair rate of return represents a very high return on total actual 
investment, the earnings of common stockholders on their investment may 
run to four or five times the nominal fair rate of return. It is true, also, 
that commissions have been unable to prevent excessive discrimination 
between different classes of customers. Of course, no one contends that all 
customers should be charged the same rates for (say) electricity, regardless 
of the amount of power used or the hours at which they use it, but electric 
companies have been known to sell a large part of their power to other 
utility companies at less than cost, and to industrial users at but little 
above cost, while charging domestic or residential consumers from fifteen 
to twenty times the average cost of generating and transmitting the cur- 

D. Thompson, Confessions of the Power Trust, Dutton 8c Go., 

Inc., 1932, pp. 216-227. 
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Weaknesses of the Commissions. While the regulatory problems faced 
by the commissions are very complicated, it is probable that much of the 
ineffectiveness of regulation has resulted from the inadequacy of the 
powers granted to some commissions and to defects in their personnel. 
The commissions control only electric light and power companies in two 
of the states. Gas companies are controlled by commissions in 40 states, 
water companies in 39 states, street railways in 40 states, and telephone 
and telegraph companies in 44 states. Only about two-thirds of the states 
have granted their commissions the authority to prescribe a uniform 
system of accounting for public utilities, and yet, without something of 
this sort, it is almost impossible to determine the facts needed for valuation 
and rate-making purposes. In only one-half of the states do the commis- 
sions supervise the issuance of securities by utilities, and in fewer still do 
they exercise any real control over the uses made of the funds derived 
from the sale of securities. 

Members of the commissions are elected by popular vote in 16 states, 
although it would seem that positions requiring so high a degree of tech- 
nical knowledge might better be filled by appointment. The commissions 
themselves are made up of three members each in 36 states, and conse- 
quently are often too small for effective work. In a few cases the functions 
of commissions are not clearly defined in the state laws, and many com- 
missions are handicapped by reason of insufficient funds. In 1929, for 
example, total state expenditures for the regulation of both public utilities 
and railroads amounted to only 17,200,000.^ Despite these weaknesses, the 
commissions have done much by way of setting up standards of service 
and safety for the utilities, although, as was previously stated, they have 
not been especially successful with respect to valuation and rate-making. 

Interstate Public Utility Activity. Two recent developments in the 
public utility field have conspired to make state regulation of the industry 
less effective than formerly. Many years ago, the business of the public 
utility was almost entirely local in character, but at present the services 
of a utility are often sold, at least in part, in other states than the one in 
which the company is located. Electric power is the public utility product 
which enters most largely into interstate commerce. This interstate busi- 
ness has created a curious **no man’s land” of regulation. The Supreme 
Court has held that state commissions have no power to regulate rates 
or other matters in? the case of electric power sold at wholesale by a com- 
pany in one state to a company in another state for distribution in the 
latter. However, when a company in one state sells a public utility service 
directly to consumers in other states, the Court has ruled that such business 
may be regulated by the states unless and until the federal government 

2 xhe statistics on public utiHty commissions are from G. UyClRy, The Regulation 
of Public Utilities, Mm York, Henry Holt & Company, Inc., 1932, pp. 144-149; and 
G. W. Thompson and W. R. Smith, Public Utility Economics, Mm York, McGraw-Hill 
Book Company, Inc., 1941, pp. 197-20& 
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itself attempts regulation. These interstate activities of public utility com- 
panies are pretty clearly a part of interstate commerce and subject to 
federal control, but they are a complicating factor in state regulation. 

The Development of Holding Companies. Another factor which has 
arisen to hamper state regulation of public utilities is the development 
of holding companies. Holding companies, as we shall see, may exert a 
tremendous influence for good or evil in the public utility field, but they 
are scarcely amenable to state control. They are connected with the public 
utility industry only through owning, directly or indirectly, a controlling 
interest in the stocks of actual public utility operating companies. Since 
they produce no utility services themselves, they do not come under the 
jurisdiction of public utility commissions; and since many of them operate 
in two or more states, they have not been readily controlled by the indi- 
vidual states. The problem of the holding companies has become so 
important that in 19B5 the federal government made an attempt to control 
them and their activities. Before considering this attempt at federal con- 
trol, we must look into the organization and practices of these companies. 

HOLDING COMPANIES 

The Nature of Public Utility Holding Companies. Any company 
which holds the stock of other concerns may be called a holding company, 
but the term is usually reserved for companies that own a controlling 
interest in the stock of other companies and actively direct the affairs of 
these corporations. In the public utility field, a “first-degree” holding 
company is a corporation that owns a controlling interest in the stock 
of one or more operating utilities (those which really produce and sell 
electricity or some other service to the public) and that directs the business 
activities of the operating company or companies. A “second-degree” hold- 
ing company will own a controlling interest in the stock of one or more 
“first-degree” holding companies, each with a group of operating com- 
panies under its control. Similarly, there may be holding companies of 
“third degree,” “fourth degree,” and so on. Holding companies, of course, 
are not limited to the public utility field. They exist in many of our 
major industries, but the problems which they present are probably of 
greatest significance in the field of public utilities, and it is primarily in 
this field that holding companies above the first degree are found. 

The Financial Functions of Holding Companies. The champions of 
holding companies in the public utility field claim that many advantages 
result from the operation of these corporations. A principal function of 
holding companies is to furnish capital to operating companies. Public 
utilities require a heavy investment in fixed capital, and much new capital 
is needed from time to time for extensions and improvements. Public 
utilities in towns and small cities have often secured from local sources 
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the funds with which to start in business, but they have often found it 
difficult to raise funds for extensions and improvements. They have been 
in a poor position to appeal to investment bankers for funds to be obtained 
through the issuance of securities, because they were small and unknown 
and lacked diversity of resources. In this connection, holding companies 
have been of assistance. They have accepted the securities of the small 
operating companies in exchange for needed funds, later recovering their 
outlay by marketing their own security issues, which were readily salable 
because the holding companies were comparatively large and well known 
and possessed resources (through the operating companies) which were 
well diversified in both character and location. Even wdien the security 
market has not seemed to be in condition to absorb new securities, the 
operating companies have often obtained funds from their holding com- 
panies, by direct loans. Through the operation of holding companies, 
the individual operating companies are able to secure capital on better 
terms than those on which they could secure it for themselves. It is claimed 
that such financial support has helped to improve the quality and re- 
liability of service in small communities, and to replace small, inefficient 
plants with large, modern generating stations. 

Other Holding Company Functions. Another benefit credited to the 
holding company is its ability to save money for its operating companies 
by acting as their purchasing agent. By purchasing at one time machinery, 
equipment, materials, and supplies for a number of operating companies, 
the holding company can buy in very large lots and obtain, in addition 
to lower prices, such advantages as better service, quicker delivery, and 
a prompter and more satisfactory adjustment of claims than the individual 
operating companies. Again, the holding company with a number of 
operating companies under its wing, can afford to have a department or 
a subsidiary company to provide the operating companies with expert 
construction and engineering service at a price lower than the operating 
companies would have to pay outside concerns. The holding company 
can also give its small operating companies the benefit of high-class 
managerial ability and the experience which would otherwise be avail- 
able only to the largest companies. Finally, it is often possible for holding 
company organizations to supply service to farms, and to small com- 
munities which could not themselves support public utilities. 

It would seem that, if there were no offsetting disadvantages, the hold- 
ing company would be the fairy godmother of the public utility industry, 
transforming, as by a wave of the wand, inefficient, high-cost operating 
companies into efficient, low-cost enterprises, and furnishing managerial 
and bther services, materials, supplies, and capital to the operating com- 
panies oh most reasonable terms. Without the holding company, it might 
be argued, many of our public utilities W'ould be unable to operate, or 
could continue in business only by charging higher rates than at present. 
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Why should anyone want to destroy or regulate so useful an organization? 
But there is, unfortunately, another side to the picture. 

The Pyramiding of Holding Companies. If operating companies may 
enjoy these several benefits through the device of the holding company, it 
would seem that most of these advantages could be realized through' the 
assistance rendered by a first-degree, or at most by a second-degree, holding 
company. But our holding company systems have not stopped at the 
second degree. Many of them have had at the top a holding company 
which was several times removed from the operating companies in its 
fields. According to a well-known writer on financial organization: 

Out in Oregon, you find a little company called the Yawhill Electric Company. 
It belongs to the Portland General Electric Company. But the Portland Company 
belongs to the Pacific Northwest Public Service Company. This might be thought 
to be the parent organization. It controls the public utilities of Portland, the 
gas company in Seattle, and street railways and other utility companies in various 
towns. But this is not the end of the maze. The last-named company belongs to 
the Central Public Service Corporation, which owns other utility systems in Dela- 
ware, Maryland, and Virginia. And that in turn belongs to the Central Public 
Utility Corporation, which owns various other holding companies, with utilities 
and other sorts of enterprises from Maine to Oregon. 

But this is still not the end. The Central Public Utility Corporation is held 
by a super-holding company called the Central Public Service Company. Why 
the little Yawhill Electric Company in Oregon, the Tri-City Gas Company in 
Alabama, the Bridgewater Electric Company in Maine, and the Lower St. Law- 
rence Power Company in the Province of Quebec, plus a maze of companies 
(including the Compagnie d’Eclairage Electrique in Haiti) in a dozen or more 
states, should all be huddled in this same holding company nest, no one can 
explain. And the interests which support these weird structures are power- 
ful. Nothing short of action by the federal government, and plenary power 
in the agencies entrusted with the job, can clean up such situations.® 

This should not be considered an exceptional case, for it is asserted 
that, in some public utility systems, the top holding company has been 
ten to fourteen stages removed from the actual operating companies. As 
to geographical distribution, it is well known that the Electric Bond and 
Share Company had operating companies in 36 states, and that each of 
eight other utility systems had operating units in from 11 to 29 states. 
While such complicated and widespread systems may not be justified from 
the point of view of the operating companies or the public, it is clear why 
the holding companies themselves desire to build up these complicated 
systems. 

Power and Profits. The reason is this: As holding company is piled 
upon holding company, power and profits become increasingly concen- 

^J. T. Flyrm and P. H. Gadsden, * The Holding Company Bill,’* Forum and Century, 
May, 1935, pp. 259-265. 
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trated in the hands of the few men who control the topmost holding 
company. The point may be illustrated by the following hypothetical 
example given by the Federal Trade Commission: 

Suppose there are 100 local power companies, the aggregate total investment 
in which is $1,000,000,000, each owned and operated by a separate corporation. 
The total investment might have been raised by the sale in the aggregate of 
$200,000,000 of common stock, $200,000,000 of 7 per cent cumulative preferred 
stock, and $600,000,000 of 6 per cent bonds. If these companies are permitted 
by public authorities to earn 8 per cent on the total investment, or $80,000,000 
annually, of this, $36,000,000 would be required to pay the bond interest and 
$14,000,000 as dividends on the preferred stock. This leaves $30,000,000 for the 
common stockholders, either to draw as dividends or to use in further expansion 
of the business. This amounts to 15 per cent on the common stock investment 
and has been made possible out of the 8 per cent earned on the total investment 
only because the major portion of the total invested funds was furnished by two 
classes of investors whose per cent of return is limited. 

Suppose, however, a particular group of promoters would like to make more 
than 15 per cent from these power company investments, and for this purpose 
forms a holding company with a total capital of $200,000,000 (the amount of the 
common voting stock of the operating companies), consisting of $100,000,000 of 
6 per cent collateral trust bonds or 6 per cent debentures, $50,000,000 of 7 per 
cent cumulative preferred stock, and $50,000,000 of common stock. This group 
may be able to furnish the common stock money and persuade others to furnish 
the bond and preferred stock money, or, furnishing the common stock money, 
they may persuade the holders of the common stock of the local operating com- 
panies to exchange those stocks for this cash, together with the collateral trust 
bonds and preferred stocks. Now the $30,000,000 earned by the local operating 
companies on their common stock equities would accrue to the holding company. 
Out of it $6,000,000 would go as interest on the bonds and $3,500,000 would 
go as preferred dividends. This would leave $20,500,000 for the group of pro- 
moters who hold the common stock of the holding company, which amounts to 
41 per cent on their investment of $50,000,000. 

This group, however, might not be satisfied with this arrangement, or it might 
not have as much as $50,000,000 to invest. Suppose, therefore, that, instead of 
providing one holding company, it provides ten, dividing the local operating 
companies among them, the aggregate capital of the ten companies being the 
same as in the preceding case and of the same proportional structure in com- 
mon stocks, preferred stocks, and bonds. Now suppose that the promoters organize 
a super-holding company with a total capital of $50,000,000 (the amount of the 
common stock of the ten subsidiary holding companies) consisting of $25,000,000 
of 6 per cent bonds, $12,500,000 of 7 per cent cumulative preferred stock, and 
$12,500,000 of common stock. The promoters furnish the common stock money, 
thereby retaining for themselves the entire voting power in the whole pyramid 
of companies and constituting themselves the ultimate beneficiaries of the group’s 
earning power, and sell the other securities to the investing public. The 
$20,500,000 of income left after paying interest and dividends on the bonds and 
preferred stocks of the operating companies and of the subsidiary holding com^ 
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panics accrues to this super-holding company. Out of it, 1 1,500, 000 is required 
for interest on the super-holding company’s bonds and $875,000 for dividends 
on its preferred stock. This leaves $18,125,000 for the common stockholders, or 
145 per cent per year on the investment of $12,500,000 made by these promoters.^ 

This illustration shows that a small group of promoters, by investing 
$12,500,000, could gain control of $1,000,000,000 worth of operating com- 
panies, and receive their money back I 1/2 times each year~and the top- 
most holding company in this example is only of the second degree! By 
controlling more operating companies and carrying the holding company 
structure to greater heights, even better results could be obtained. More- 
over, this illustration assumes that each successive holding company has 
acquired all the common stocks of lower companies, which would not be 
necessary for purposes of control. It also counts as profits of the topmost 
company only the income received indirectly from the operating com- 
panies’ earnings. But holding companies also make profits from fees charged 
for various kinds of services performed for the operating companies. All 
in all, it is evident that the operations of holding companies may be very 
profitable to the “insiders.” 

The Duping of Investors. The above description suggests that when 
the business is profitable, the small group of common stockholders of the 
topmost holding company is in a position to get most of the cream. And, 
when the business is unprofitable, most of the loss is borne by the holders 
of the other securities, since they have furnished most of the invested 
funds. In this connection, it should be noted that holding companies 
have sometimes been guilty of unloading very poor securities on in- 
vestors. A first-degree holding company holds as its principal assets the 
common stock of the operating companies which it controls. It has, then, a 
claim, partial or complete, on the residual earnings of these companies. 
On the basis of this stock, however, the holding company often sells one 
or more issues of bonds and possibly three or four issues of preferred 
stock, while retaining control in the hands of a small number of persons 
through ownership of the common stock, or such part of it as has voting 
power. The holding company may pay exorbitant prices for the stock of 
operating companies and then proceed to sell an amount of its own 
securities which is far in excess of the real value of the securities which 
it owns. 

While there may be justification for the issuance of bonds by a first- 
degree holding company, the fact remains that, as bonds are issued by 
holding companies further and further removed from the operating com- 
panies, these “bonds” become distinctly less secure than the common stock 
of many industries. The same is true, and to an even greater extent, of 
the preferred stock of high-degree holding companies. Take, for example, 

^Senate Document Number 213, 68th Congress, 2nd Session, pp. 173, 174, cited in 
C. D. Thompson, Confessions of the Power Trust, pp. 181-18^ 
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the case of a holding company of the fifth degree. Its assets consist largely 
of the stock of other holding companies. This stock represents a partial, 
residual claim, four times removed, on the residual earnings of the operat- 
ing companies in the system. However attenuated this claim might seem 
to us to be, the fifth-degree holding company would often, upon the 
strength of this claim, issue securities which they called bonds, but which 
lacked almost wholly the certainty as to principal and interest which used 
to attach to securities bearing this name. 

We see, then, that holding companies have sometimes issued securities, 
on the basis of fictitious asset values and paper profits resulting from stock 
dividends and other intercompany transactions, which did not truly 
represent the sums invested in underlying utility properties. These 
securities, issued merely on the hope of excessive income from subsidiaries, 
were likely to bring losses to investors. As one public utility company 
executive put it, “I know of no more reprehensible abuse than for specu- 
lators to buy up companies for high prices, put them into a holding com- 
pany, and then, by trading on the credulity of the investing public relative 
to claimed increases in economy, to unload the holding company’s securi- 
ties at advanced prices and thus get completely out from under before the 
bubble is punctured, leaving the unfortunate final investor to face an 
angry consumer.”^ 

Evils of Intercompany Relationships. Sometimes a holding company 
system has been so large that the top holding company, in addition to 
selling bonds and preferred stock, has had to sell part of its common 
stock to the public, leaving only enough in the hands of the insiders to 
enable them to control the system. In instances of this kind, the large 
profits left after paying bondholders and preferred stockholders, when 
business was good, had to be shared with these outside common stock- 
holders. In such cases, but more particularly when the income arising 
from the subsidiary companies, though sufficient to pay bondholders and 
preferred stockholders, was not sufficient to pay large returns on common 
stock, those in control of the topmost company have sometimes found it 
desirable to tap the income of subsidiary companies at its source. This 
might be done in any of a number of ways. 

Those in charge of the topmost holding company control the affairs 
of the subsidiary holding companies and the operating companies as well. 
They have the power to appoint, directly or indirectly, presidents and 
managers for the operating companies and determine their salaries. Often 
they have appointed themselves or their associates as officials of the sub- 
sidiary companies, at very choice salaries and occasionally with generous 
arrangements for pensions in their old age. Funds for these purposes came, 

5 Samuel Ferguson, President of the Hartford Electric Company, in the Electrical 
.World, March 20, 1926. 
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of course, from the payments made by consumers for the services of the 
operating utility companies. 

Moreover, the men in control of the highest holding company often 
owned other companies which sold machinery, equipment, materials, and 
supplies, of the types required by the operating companies, or sold con- 
struction and engineering services. Hence, they were able to sell the oper- 
ating companies commodities and services at virtually whatever prices they 
chose to charge. If, for example, the manager of a small electric company 
needed (say) a new dynamo for his plant, he would submit the matter to 
the manager of a holding company in another place. The holding com- 
pany manager would tell him whether he could have the money for the 
operating company, how much he could have, just what he should buy 
with it, from whom he should make the purchase, and what price he 
should pay. This would often result in the equipment being purchased 
from a company owned by the men at the top, and at a price which they 
themselves fixed. If this company charged the local operating company 
too much for the equipment, nobody but the insiders would be any the 
wiser. 

In these and other ways, those in control of a holding company system 
could often find ways to line their pockets without sharing the income 
of subsidiary companies with other people. The practice of charging 
exorbitant prices to operating companies for machinery and equipment 
was important not only from the point of view of “milking"' the operating 
companies, but also because the rates the operating companies were 
allowed to charge were usually determined by public utility commissions 
on the basis of permitting these companies to earn a fair rate of return on 
the cost of the property of the companies used and useful in the public 
service. Hence, the rates paid by consumers might be unduly high because 
of the high prices paid by operating companies fol equipment. Finally, 
it will be recollected that a major claim for the holding company is that 
it makes it possible for the operating companies to obtain capital which 
they themselves might not have been able to attract. However, this process 
has sometimes been reversed and the operating companies have been 
compelled, to their detriment, to make “upstream loans" to their holding 
companies. 

Propaganda and the Control of Legislation. We must mention, also, 
as an evil related to holding companies, the extent to which these cor- 
porations have attempted to influence legislation in which they were 
interested. It was perhaps but natural that holding companies, in a 
country in which other large concerns or industries indulge in such 
practices, would try to influence legislation through lobbying, bribery, 
and other methods. These methods, however, were quite as likely to be 
used against legislation designed to correct evils of the holding company 
as in favor of that proposed for the benefit of holding companies and 
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operating companies alike. When the Holding Company Bill was before 
Congress in 1935, many holding companies spent large sums of money to 
defeat this measure. The funds were sometimes obtained through “con- 
tributions” made by the operating companies, or, again, came out of in- 
come received from operating companies in the regular course of business. 
In effect, then, the purchasers of utility services were paying to defeat a 
law intended, in part at least, to protect their interests as consumers. In 
addition to direct lobbying, the holding companies sought to induce 
security holders to write or telegraph their Senators and Congressmen 
urging the defeat of the bill. It was testified at a public hearing that public 
utility officials sent many identical telegrams denouncing this bill, sign- 
ing them with names taken at random from telephone directories, and 
without the authorization of those whose names were used. 

It has also been charged, and at least partly proved, that holding com- 
panies have conducted long and expensive campaigns of propaganda to 
influence public opinion in their favor. At times newspapers have been 
bought outrighnto insure favorable publicity for the industry. More often 
such publicity has been obtained through cordial relations established by 
heavy advertising in these newspapers. There is some evidence that col- 
lege professors have been kept on public utility payrolls so that they might 
preach the gospel of the utilities; and the industry has also been successful 
in changing the content of some textbooks and inducing school authorities 
not to use others which contained unfavorable references to the industry. 
Utility companies have also been most generous in providing favorable 
materials about the industry for use in the schools. 

The Question of Rates. Prominent utility officials have often con- 
tended that, whatever might be the evils of holding companies, the rates 
charged by operating companies to the consumers have not been adversely 
affected by holding company control. Since the operating companies are 
only allowed to charge rates which will produce a fair return upon a fair 
valuation of their properties, it is said to matter little to the consumers 
how thoroughly watered the securities of holding companies may be, or 
what happens to the income of operating companies once it is received. 
Indeed, these officials have contended that the progressive reductions 
which have taken place in public utility rates indicate the benefits to 
consumers of utility operation under the holding company system. There 
may be question as to how general these reductions have been, but there 
is no doubt that they have occurred in some cases. However, those which 
have occurred in some years must be discounted to a considerable extent 
as having possibly been produced by the threat of holding-company regu- 
lation, rather than by lowered costs. 

In any case, the lowering of absolute rates means comparatively little. 
That is, the low rates charged today may be further above the cost of 
production than were the higher rates charged in previous periods. The 
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dealings of holding companies with their operating companies have been 
secret, and we have had no way of knowing whether the price paid for 
(say) electricity in a given community was, on the basis of costs or by 
comparison with the rates charged elsewhere by other operating companies 
under the same holding company control, a fair price. 

We have now reviewed briefly the principal merits attributed to public 
utility holding companies, as well as the principal evils with which they 
are charged, and are in a position to examine and appraise the public 
utility legislation of 1935. At this point it is only fair to say that the evils 
pointed out have by no means been characteristic of all public utility 
holding companies. Some, indeed, have enviable records for fair dealing 
with both their subsidiaries and the public, but others have been guilty 
of most, if not all, of the malodorous practices that we have described. 

THE WHEELER-RAYBURN PUBLIC UTILITIES ACT 

The holding company situation in the public utility field was so serious, 
and the powers of the state governments to control these companies were 
so feeble, that in 1935 the federal government undertook to provide 
regulation through the Wheeler-Rayburii Public Utilities Act. This Act 
was in two parts: Title One or the Public Utility Holding Company Act, 
and Title Two or the Federal Power Act. In Title One, a holding company 
was defined as any company which has, directly or indirectly, 10 per cent 
or more of the voting control of a public utility company or another hold- 
ing company. Holding companies were brought under the jurisdiction of 
the Securities and Exchange Commission, the provision being that every 
holding company which, on October 1, 1935, had outstanding securities 
offered since 1925 and owned to some extent in other states, must register 
with the Commission in order to remain in business. The Commission 
was empowered to exempt certain companies from registration under 
conditions too detailed to be described here. To secure registration, hold- 
ing companies must produce full and complete information about their 
capital, resources, officers, and business. Periodic and special reports must 
be filed with the Commission. 

Financial Matters. Several provisions of the Act are designed to cor- 
rect specific evils that have marked the development and operation of hold- 
ing companies. A uniform accounting system is prescribed for registered 
holding companies, and it is unlawful for any registered holding company 
or subsidiary company to acquire securities or capital assets of other com- 
panies without the approval of the S.E.C. The issuance of new securities 
by holding companies also comes under the jurisdiction of the Commis- 
sion. Security issues must be well adapted to the financial structure of the 
issuing company and to its earning power* the finanGing must be neces- 
sary and appropriate to the economical and efficient operation of the 
business; fees and commissions in connection with the security issues must 
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be reasonable; in cases of guaranty or assumption, the risk must not be 
improper; and the terms of sale must not be detrimental to the interests 
of the public, investors, or consumers. The purposes of security issues 
must be approved by the S.E.C. No-par stock, preference stocks, and 
debentures may no longer be issued. 

Holding companies and subsidiaries may not declare or pay dividends in 
violation of such rules as the S.E.C. may prescribe to protect the financial 
integrity of the system, safeguard working capital, or prevent payments 
out of capital or unearned surplus. The acquisition or redemption, by a 
holding company, of its own securities, the sale of its own securities or 
other utility assets, and the solicitation of proxies, powers of attorney, 
and the like, are prohibited except under rules set up by the S.E.C. Hold- 
ing companies are forbidden to sell securities from door to door, and to 
require subsidiaries to sell holding company securities. ‘‘Upstream loans,*' 
from operating companies to holding companies, are prohibited and other 
loans are regulated. 

Contributions of holding companies or subsidiaries to any political party 
or candidate are strictly prohibited. Utility lobbyists must register with 
the S.E.C., and disclose the subject matter on which they work, the fees 
they receive, and other specified information. Officers and directors of 
holding companies must file statements listing the securities of the holding 
companies and subsidiaries owned by them, and must make monthly 
reports of any changes in ownership. To prevent the misuse of inside 
information, profits realized by officers and directors from buying and 
selling such securities within any six-month period shall inure to, and 
be recoverable by, the companies, regardless of the intent of the officers 
and directors. 

Other Intercompany Relations. Holding companies are no longer per- 
mitted to sell to operating companies directly, or through a subsidiary 
company, the various types of commodities and services which we have 
mentioned, at whatever prices they choose to set. On April 1, 1936, it be- 
came illegal for a registered holding company to enter into or perform any 
service, sales, or construction contract for an associated public utility com- 
pany or mutual service company. A subsidiary of a registered holding 
company or a mutual service company may do these things only in accord- 
ance with the rules, regulations, and orders of the S.E.C., to insure that 
the contracts are performed at cost and that the burden of cost is fairly 
divided among the associated companies. Again, on August 26, 1936, it 
became illegal for a registered holding company or subsidiary to have, as 
an officer or director, any officer, partner, or representative of a bank, trust 
company, investment banking house, banking association, or firm, or of 
any corporation a majority of whose voting stock was owned by any bank, 
trust company, mvestment banker, banking association, or firm, except 
as the S.E.C. might permit. 
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The Act attempts to confine the activities o£ holding companies to the 
operation of gas and electric utilities and the holding of securities of 
such utilities. It is intended to prevent the indiscriminate combination of 
domestic and foreign utilities, and to prevent the use of the holding com- 
pany to deny to the public the widespread and economical use of both 
natural gas and electrical energy, which are sometimes withheld merely 
because it is to the selfish advantage of a company to encourage the use 
of one of its products rather than another and deprive the public of the 
benefits of competition between the tw^o. 

The “Death Sentence” Clause. The most famous provision of the 
Holding Company Act was the one containing the so-called “death sen- 
tence” for public utility holding companies. This clause directed the 
S.E.C,, after January 1, 1938, to require by order that existing utility 
holding company systems be limited to one such company, and one sub- 
sidiary holding company, and to prevent control by the two companies 
over more than one integrated system of operating companies. Thus, the 
“death sentence” applies to holding companies above the second degree. 
According to the Act, an integrated system of operating companies is a 
system of one or more units of generating plants, and/or transmission 
lines and/or distributing facilities, whose utility assets, whether owned 
by one or more companies, are physically interconnected or capable of 
physical interconnection, and which under normal conditions may be 
economically operated as a single interconnected and coordinated system, 
confined in its operation to a single area or region, in one or more states, 
and not so large as to impair (considering the state of the arts and the 
area or region affected) the advantages of localized management, efficient 
operation, and the effectiveness of regulation. 

No exceptions are permitted as to the degree of the holding companies, 
but exceptions may be allowed in the number of operating systems to be 
controlled by the two holding companies in a system. Thus, more than 
one integrated operating system may be controlled whenever the Com- 
mission finds that such additional systems are incapable of economic 
independent operation, or operation without the loss of substantial econ- 
omies not otherwise obtainable, when the additional systems are located 
in the same state or adjoining states, and when the continued combina- 
tion of the operating systems is not so large as to impair the advantages 
of localized management, efficient operation, or the effectiveness of regula- 
tion. The burden of proof in each case is on the holding company. 

The Welfare of Operating Companies and Consumers. In general, the 
regulatory provisions of the Act were directed at specific and well-known 
evils. The powers given the S.E.C» differed little from those already ex- 
ercised by some public utility commissions. The Act has met with fairly 
general approval, though public utility officials feel that some of its pro- 
visions are too severe and delegate too sweeping powers to the S.E.C. 
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However, the death sentence^* clause was attacked from several angles, 
one of which related to the welfare of the operating companies and of 
the consumers. It was said that the destruction of the holding companies 
would ruin the industry because the operating companies were dependent 
upon the holding companies for expert managerial services, supplies, 
equipment, and capital. With the holding companies gone, the operating 
companies would have to depend upon their own resources and would 
be unable to operate with their customary efficiency. The result would be 
higher rates for consumers, or perhaps even the outright failure of oper- 
ating companies and a growing need for government ownership. Indeed, 
it was sometimes charged that the aim of the Act was eventually to bring 
all public utilities under government ownership. 

Supporters of the Act did not deny that many operating companies 
were dependent upon holding companies for capital, services, and com- 
modities, and that the efficiency of these operating companies would be 
impaired if all holding companies were eliminated. They pointed out, 
however, that not all holding companies, but only those above the second 
degree, were to be dissolved. It is probable that operating companies 
already derived a major part of their benefits from holding companies of 
the first or second degree. Even if this was not true at the time, there 
seemed to be no reason why first- and second-degree holding companies 
should not be able, after a reasonable period of time, to furnish all 
essential capital, commodities, and services to the operating companies. 
If this development took place, holding companies above the second degree 
would perform no useful economic function, and their dissolution would 
not involve loss to the operating companies and consumers. According 
to William O. Douglas, former chairman of the S.E.C.: “To the extent 
that the holding company can justify its dominion in terms of service to 
the operating companies, the statute is not a ‘death sentence.' On the 
contrary, it holds the promise of a long life and a happy one."® 

Even though the holding companies of high degree may not be missed, 
it might be uneconomical to deprive a first- or second-degree holding 
company of all but one of its integrated systems of operating companies. 
But, as we have seen, a holding company may be permitted to continue 
its control over more than one system of operating companies, whenever 
such control is in the public interest. In other cases, holding companies 
must be reorganized, or new holding companies organized, so that only 
one system of operating companies will be controlled by each. Given a 
reasonable period of time, it should be possible to accomplish the neces- 
sary reorganization with a minimum of loss to those involved. 

The Destruction of Investments. There were also many critia of the 
Act who contended thaL while the dissolution of high-degree holding 
companies might be good riddance from the point of view of operating 

^Electrical World, May 14, 1938, p. 1604. 
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efficiency and <;onsumer rates, their loss would be mourned by people 
who had invested in their securities. It was argued that the government, 
by forcing the liquidation of these companies, would destroy the invest- 
ments of their preferred and common stockholders, if not those of the 
bondholders. Let us suppose that a third-degree holding company -was 
forced to liquidate. This would mean disposing of its holdings of securi- 
ties of other companies, and selling its other assets. Out of the proceeds 
thus realized, the company would first have to pay its bondholders in 
full, if possible, and there might be little or nothing left for the stock- 
holders. 

Supporters of the Act admitted that the investors in certain holding 
company securities were deserving of sympathy, for undoubtedly some 
of these “investments'’ had already lost their value completely, or almost 
completely. They contended, however, that the government was in no 
sense responsible for these losses to security holders. Rather, the responsi- 
bility rested with the holding company executives who had sold worth- 
less or questionable securities at high prices in the gala days of 1929 and 
earlier. The solicitude of these executives for the security holders was 
touching, but untimely. 

It seems apparent that many high-degree holding company securities 
had lost most if not all of their value before the Act was passed or was 
in any danger of passing. For example, shares of American Gas and 
Electric sold in 1929 for as much as $225 per share and fell to $18%, and 
shares in Associated Gas and Electric, which had brought $46, were later 
offered at 39 cents each. Of course, as utility executives claim, not ail 
holding companies should be blamed for the misdeeds of the guilty, but in 
1929 the control of about 40 per cent of the power industry was con- 
centrated in the hands of three large groups— the Insull group, United 
Corporation, and Electric Bond and Share. The stock of these companies 
sold in 1929 for as much as $79, $75, and $189, respectively, and during 
the depression went as low as 0, $1%, and $3% per share, respectively. 

Since the shares of many holding companies had dropped, before hold- 
ing company legislation became at all imminent, to a figure which was 
only one to 5 per cent of their former values, the advocates of the law 
suggested that something more than the prospect of adverse legislation 
had depressed their values. They suggested also that the holding com- 
pany officials, who were weeping bitterly over the prospective fate of the 
utility investor at the hands of a cruel government, might be shedding 
crocodile tears. The man who bought the stock of a high-degree holding 
company at $75 a share, and watched it fall to $1.50 under a governmental 
policy of “hands off,’’ was not Hkely^^^ ^t^^ greatly impressed by the 
charge that the government, through the operation of the Public Utilities 
Act, was about to destroy the value of his shares. 
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Let IIS see how the Act is likely to affect the owners of securities. If 
we are correct in assuming that, after a period of reorganization, all hold- 
ing company functions contributing to the efficiency of operating com- 
panies can be performed by first- and second-degree holding companies, 
those who hold the securities of the operating companies should not suffer 
through the operation of the Utilities Act. Similarly, the holders of the 
securities of first- and second-degree holding companies should not be 
affected adversely, since those which are sound and perform a useful 
economic function will not be dissolved. 

We may agree that the holders of stock in high-degree holding com- 
panies are in an unfortunate position, while denying vigorously that this 
situation is attributable to the Utilities Act. Rather, the losses that the 
stockholders suffer will have resulted chiefly from the fact that they were 
inveigled into paying very high prices for stock which was essentially and 
inherently unsound. In other words, they were sold securities whose total 
price was far in excess of the value then existing or probable future 
value of the assets of the high-degree holding companies whose stock they 
bought. The Utilities Act must indeed be embarrassing to the gentlemen 
who foisted these securities on the public, but such embarrassment scarcely 
constitutes a valid criticism of the Act. 

Enforcement of the Public Utilities Act. The constitutionality of the 
Act was strongly challenged in the courts. When the time came for 
holding companies to register with the S.E.C., many refused to do so 
until the constitutionality of the Act had been determined. In February, 
1938, it was estimated that holding companies controlling 56 per cent 
of the assets of utility companies subject to federal regulation had failed 
to register.'^ In March, 1938, the Supreme Court ruled that the registration 
provisions of the Act were constitutional. The Court held that the hold- 
ing company involved in the suit in question was clearly, though to some 
extent indirectly, engaged in interstate commerce, and that, equally 
clearly, the registration provisions of the Act came within the power of 
Congress to regulate interstate commerce. 

Following this decision, several important holding companies hastened 
to register, but the constitutionality of the “death sentence” feature of the 
Act remained in doubt- This part of the Act was to be enforced as soon 
as possible after January 1, 1938, but the S.E.C. delayed its enforcement 
because of the uncertain status of the Act. In August, 1938, the S.E.C. set 
December I, 1938, as the final date for the submission of reorganization 
proposals by all companies under the “death sentence” clause. On that 
date, the Commission announced that public utility holding companies 
repi^esenting “substantm^ per cent” of the assets of the industry 

had furnished it with plans for simplifying their corporate structures, as 
required by the Act. 

The Chicago February 25, 1938. 
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By June 30, 1945, considerable progress had been made in carrying 
out the “death sentence’" clause. A total o£ 146 plans for simplifying the 
corporate structures of public utility holding companies had been filed 
with the Commission. Of these, the Commission had approved 56, fre- 
quently after securing necessary modifications; 23 had been withdrawn or 
dismissed; 3 had been denied; and 64 were pending in various stages 
of completion.^ Public utility holding companies had already divested 
themselves of 342 electric, gas, and other companies with total assets of 
14,347,000,000; and integration orders outstanding required the divest- 
ment of holding companies’ non-retainable interests in 147 subsidiary 
companies having aggregate assets of $4,352,000,000.^ The Commission 
had issued 46 orders involving simplification of corporate structures and 
equitable redistribution of voting power, and there were 47 such pro- 
ceedings pending.^^ Altogether there were 63 cases pending as of June 
30, 1945, involving 33 holding company systems, 92 holding companies, 
768 operating companies, and aggregate assets of $13,601,872,095.^^ 

Finally, the United States Supreme Court reached a decision on April 
1, 1946, which declared the “death sentence” clause to be constitutional. 
The decision was written in a case involving the North American Com- 
pany, which was the top holding company in a system containing 80 
operating companies in seventeen states and the District of Columbia, and 
which had been ordered to confine its operations to a single integrated 
system built around the Union Electric Company of Missouri. The North 
American Company had contended that the ownership of securities is 
not in itself interstate commerce and hence could not be made the basis 
of federal legislation. The Supreme Court replied that Congress could pro- 
tect the freedom of interstate commerce by any means that were ap- 
propriate, lawful, and not prohibited by the Constitution, and that 
previous decisions of the Court had recognized that Congress could deal 
with and affect the ownership of securities in order to insure the freedom 
of commerce. The North American Company had also contended that 
the “death: sentence” clause was unconstitutional, as applied to the com- 
pany, since*, none of the evils that led Congress to enact the statute was 
actually present in the affairs of this company. However, the Supreme 
Court replied that, if evils had disclosed themselves which entitled Congress 
to act as it did, the Congress had power to legislate generally, unlimited 
by proof of the existence of the evils in each particular situation. With 
the question of constitutionality out of the way, the reorganization and 
adjustment of holding companies in conformity with the “death sentence” 
clause proceeded briskly in 1946 and 1947. 

^ Eleventh Annual Report of the Securities and Exchange Commission^ 'PhilsidGlphisL, 
1946, p. ■ 

pp. 35, 37. 
p. 35. 

^^Ibid„ p., 36. ■ 
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The Federal Power Commission. Title Two o£ the Public Utilities Act 
of 1935 gave important powers to the Federal Power Commission. This 
body had been created in 1920 by the Federal Water Power Act. In the 
first fifteen years of its life, its activities were limited to licensing wafer- 
power projects for electrical development, regulating the accounting of 
such projects to prevent overcapitalization, and making power and electric 
rate surveys. The Act of 1935 gave the Commission regulatory powers 
over ail facilities used for the transmission and sale of electric energy 
in interstate commerce, and over the sale of electric energy at wholesale 
in interstate commerce. The Commission was directed to divide the country 
into regional power districts, and to encourage interconnection and coor- 
dination of facilities within each district and between districts. Upon 
application of any state commission or person engaged in the transmission 
of electric energy, the Commission may direct a public utility (if it finds 
that no undue burden is thereby placed upon the utility) to connect its 
electric transmission facilities with those of one or more persons engaged 
in the transmission or sale of electrical energy, and to sell energy to or 
exchange energy with such persons. However, the Commission may not 
require the extension of generating facilities for these purposes or compel 
any utility company to exchange or sell energy when to do so would 
interfere with its ability to provide satisfactory service to its regular 
customers. 

In case of war or a shortage of electric power or facilities, the Commis- 
sion may, upon its own motion or by request, compel a temporary 
connection of facilities and such generation, exchange, or transmission of 
power as in its judgment will best provide for the emergency and care 
for the public interest. For interstate purposes, the Commission has 
powers of control over electric utility companies similar to the powers 
of the S.E.C. over holding companies. That is, it controls interstate 
wholesale electric rates, the acquisition and sale of properties, the issuance 
of securities, and accounting methods. This part of the Public Utilities 
Act of 1935 aims to correct a weakness in the state public utility regula- 
tory systems. In 1938, the Flood Control Act gave the Commission con- 
siderable authority in planning electric power developments at flood 
control dams, and in the same year the Natural Gas Act directed the 
Commission to regulate the transportation and sale of natural gas in 
interstate commerce. 

THE TENNESSEE VALLEY AUTHORITY 

The Nature of the T.V.A. The public utility industry, in addition 
to its worries over the Public Utilities Act, has been much concerned 
about governmental competition in the production and sale of electric 
power. While the federal government has been building dams and faeili- 
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ties for the production of electric power in many parts of the country, 
the chief concern of the industry has been the activities of the Tennessee 
Valley Authority. The T.V.A. is a corporation controlled by a board of 
three directors appointed by the President. It was organized in 1933, for 
the purpose of developing the Tennessee River Valley area. In 1934, when 
the T.V.A. project included six dams, with electric plants and trans- 
mission lines, it was estimated that the total cost would be $310,000,000. 
By 1947, however, the project had expanded greatly and the total pro- 
prietary interest of the United States in the T.V.A. (including funded 
debt, direct appropriations, and transfers from the War Department) 
amounted to $763,000,000.^2 

The public utility industry is interested in the T.V.A. because all the 
dams that are constructed are equipped to produce electric power, 
which is sold in competition with the electricity sold by the privately 
owned utility companies. For example, the T.V.A. claimed a net income 
of over $16,000,000 from sales of electric power in 1946.^^^ It is frequently 
contended that the primary purpose of the T.V.A. is to produce and sell 
electric power. According to T.V.A. authorities, however, this is but 
one purpose among many. Other interests are flood control, the improve- 
ment of navigation, the production of fertilizer and explosives, and the 
rehabilitation of agriculture. So far as electric power is produced, it has 
been held that the T.V.A. power plants are used as “yardsticks” to 
determine how cheaply electric power can be produced and transmitted, 
and in this way to find out whether existing rates in the district are fair 
and reasonable. It is also suggested that, though private companies have 
had to lower their rates for electricity because of T.V.A. activities, con- 
sumption has been increased so greatly that these companies now make 
larger net earnings than in the past. 

Criticisms of the T.V.A. The critics of the T.V.A. assert that the 
project is designed almost solely for the production and sale of electricity 
in competition with the output of private companies. They point out 
that the T.V.A. has erected thousands of miles of transmission lines, and 
that it serves scores of communities and tens of thousands of industrial 
consumers. They point out, further, that the electric plants of the T,V.A., 
when completed, will produce about half as much power as is now sold in 
the seven states affected by the project, and that the T.V.A. has acquired 
moiT than $110,000,000 worth of electrical facilities from private com- 
panies.^^ Citing these facts and reports that other projects similar to the 
T.V.A. are to be started, the critics conclude that the private electrical 
industry is to be destroyed, and government ownership substituted. 

In allocating the costs of the total project among the major objectives 

^-Public Utilities Fortnightly, January 30, 1947, p 172. 
p. 173. 

W. Thompson and W. R, Smith, Pw&hV Utility Economics, p, 696. 
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—flood control, navigation, and power production— it has been decided 
that 59 per cent of the costs should be charged against power facilitiesd^'* 
But critics contend that this is an underestimate of the cost of these 
facilities, and that the dams could have been built for far less if diey had 
not been designed for the production of electric power. To allocate too 
little cost to the construction of power facilities would be, of course, to 
lower artificially the cost of power production at the T.V.A. 

It is charged that the use of the T.V.A. plants as yardsticks is unfair 
to the private companies, not only because of an artificially low estimate 
of original costs, but also because they are unlike the private plants in 
the extent of industrial and residential use, load factors, taxes, interest, 
and depreciation charges. For example, it is said that the T.V.A. in 1946 
made depreciation charges substantially lower than those of private com- 
panies, set aside amounts in lieu of taxes which were about one-fourth 
of what private companies would have paid, and took no account of 
interest on government funds, which would have amounted to $12,920,000 
even at the rate of 1.936 per cent which the government was currently 
paying on the average. To have to compete with T.V.A. rates, in the 
face of such fundamental differences, places the private companies at a 
hopeless disadvantage, it is argued. The T.V.A. is also criticized because 
its operation has deprived federal, state, and local governments of some 
4 1/2 million dollars of taxes which used to be paid by public utility com- 
panies, and because its power is purchased largely by a few large in- 
dustrial consumers instead of benefiting the general consuming public of 
the area. 

Accomplishments of the T.V.A. Our criticisms have dealt with the 
T.V.A. as a producer and marketer of electricity, and we should say at 
this point that some of the other T.V.A. projects deserve somewhat more 
favorable comment. The average annual flood damage along the Tennes- 
see River was estimated at $1,780,000 before the T.V.A. dams were built,^'^ 
and even this figure did not take into account loss of life, disruption of 
transportation and business, and the diversion of land to low-value uses 
because of the danger of flooding. The T.V.A. dams permit flood waters 
to be stored up in great lakes and to be released gradually later on, with 
the result that flood damage in the area has been largely eliminated. The 
T.V.A. has also achieved some success in its attempts to improve farming 
methods in the area and to increase the use of commercial fertilizers. 
It has demonstrated and advocated changed methods of hillside cultiva- 
tion, the use of new farming equipment, and the growing of crops that 

Public Utilities Fortnightly, January 30, 1947, p. 173. 

^ Ibid., 'p.'173.'„ 

Emory Troxel, Economics of Public Utilities, Hew YoTVi, Rineiiart and Company, 
'inc.,T947. :pv:"693.'' , y; 
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restore nitrogen to the soil. The farm rehabilitation program has also 
included the production and distribution of superphosphate. 

Other accomplishments claimed for the T.V.A. are more questionable. 
The consumers of the Tennessee Valley region have benefited directly 
through lower rates for electricity and indirectly through lower prices of 
goods produced with the aid of electric power, but we must remember 
the common charge that these advantages are available to the consumers 
only because they have been subsidized by the taxpayers of other regions. 
The T.V.A. provides a nine-foot navigation channel from Knoxville to 
Paducah, a distance of 650 miles; and water connections with the Missis- 
sippi River system, the Ohio River system, and the Illinois waterway are 
available. However, we do not know whether the volume of traffic on the 
Tennessee waterway will ever come close to the expectations of the spon- 
sors of the project, whether any transportation benefits which result will be 
enjoyed in the last analysis by the consumers of commodities or by indus- 
trial corporations and the owners of coal mines, or whether transporta- 
tion on the Tennessee waterway will really be cheap or costly. In the 
preceding chapter we noted that transportation on inland waterways is 
often very expensive when ail the costs of such transportation are meas- 
ured and included. Finally, the economic development of the Tennessee 
Valley region has been desirable, but we can never be certain just how 
much of it should be credited directly to the T.V.A. or how its cost would 
compare with that of the development which would have occurred natu- 
rally, though somewhat more slowly. 

Constitutionality of the T.V.A. In view of these criticisms, it is not 
surprising that utility companies have objected strenuously to the activ- 
ities of the T.V.A. Indeed, some eighteen utility companies in the south- 
eastern part of the country brought suit, asking an injunction against the 
sale of power by the T.V.A., on the ground that their business was 
threatened with irreparable injury, if not destruction. The case came to 
a decision in a Federal Court in Chattanooga, Tennessee, in February, 
1938. The court decided in favor of the T.V.A., holding that the utility 
companies have no immunity from lawful competition, even if their 
business is curtailed or destroyed. The judge decided that the T.V.A. 
dams were constructed for several other purposes— including navigation, 
flood control, and national defense— as well as for the development of 
electricity. The water stored by these dams, when allowed to pass through 
turbines, creates electric power. This power is the property of the federal 
government, and the Constitution empowers the government to dispose 
of its property in any way it may choose. The utility companies immedi- 
ately took an appeal to the Supreme Court, which refused to reverse the 
decision of the district court. 
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L Why are some businesses called “public utilities”? Explain. 

2. Why has it been thought necessary for the government to regulate public 
utilities? 

S. How have our courts restricted the power of public utility commissions to 
regulate the rates charged by utility companies? 

4. Why is the valuation of public utility properties necessary? What problems 
arise in connection with valuation? 

5. What is meant by the prudent investment cost method of valuation? Explain 
fully. 

6. Is either the total par value or the market value of the stock of a utility com' 
pany a sound measure of the value of its property? Why? 

7. What problems are encountered in attempting to find the original cost of 
a utility company’s properties? Explain. 

8. Do you prefer reproduction cost or original cost as a method of public utility 
valuation? Explain. 

9. What difficulties arise in attempting to establish a fair rate of return? Explain. 

10. Is any principle of rate regulation feasible other than the “fair return on a fair 
valuation”? Explain. 

11. “Despite regulation by public utility commissions, many evils have continued 
to exist in the public utility industry.” Explain the nature of these evils. 

12. What have been the principal weaknesses of public utility commissions? 

13. How have two developments of fairly recent years still further impaired the 
ability of state commissions to regulate the utilities? 

14. What is a public utility holding company? 

15. How do holding companies perform certain financial functions for their 
operating companies? Explain. 

16. What other functions are performed by holding companies for operating 
companies. 

17. What is meant by the pyramiding of holding companies? 

18. How are power and profits concentrated in the hands of a few individuals 
through the use of holding companies? Explain fully. 

19. In what ways have holding companies sometimes been guilty of duping 
investors? 

20. How have evils existed in the relations between holding companies and their 
subsidiaries? Explain. 

21. How have holding companies attempted to influence legislation and public 
opinion? 

22. What were the purposes of the Public Utility Holding Company Act of 1935? 

23. How is the Securities and Exchange Commission expected to control the 
financial operations of holding companies under this Act? Explain. 

24. How are intercompany relations regulated by the Act? 

25. What is meant by the “death sentence” clause? 

26. Will the welfare of operating companies and consumers be adversely affected 
by the enforcement of the “death sentence” clause? Explain. 

27. Has the government, through the “death sentence” clause, destroyed the in- 
vestments of the holders of securities of high-degree holding companies? 
Explain. 
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28. To what extent had the “death sentence” clause been enforced up to Tune SO, 
1945? 

29. On what grounds did the Supreme Court decide, that the “death sentence” 
clause was constitutional? Explain. 

SO. Explain the provisions of the Federal Power Act of 1935. 

31. What is the T.V.A., and how is it related to the public utility industry? 

32. Discuss the controversy which has been raging over the activities of the T.V.A. 
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CHAPTER 48 



IN MANY INDUSTRIES, THOUGH NOT IN ALL, ECONOMIES MAY BE BROUGHT ABOUT 

through large-scale production. But even in fields where the economies of 
large-scale production are great, a single firm may grow to a point beyond 
which no economies in actual operation of the plant would result from a 
further increase in size— although greater size might be desirable from 
the point of view of efficient marketing of the product, economical financ- 
ing, or bearing the risks of the business. Under such conditions, it often 
happens that several business plants are brought under one central con- 
trol, so that all may be managed as a single business unit, though each 
plant is limited to the size at which it can produce most efficiently. 

But the process of centralization of control need not stop here. One 
firm, or a group of firms, sometimes increases in size until it controls 
so large a part of the capacity of a whole industry that it can regulate the 
output of the industry sufficiently to exercise control over the price 
charged for its product. In such cases, whether the control over produc- 
tive capacity and price is complete or incomplete, a condition of effective 
monopoly exists. 

Combinations and Monopolies. At the outset of our discussion, we 
must distinguish carefully between monopolies and ordinary business 
combinations. A business combination, whether horizontal or vertical, 
may be formed in any industry without a monopoly resulting, so long as 
the combination controls only a relatively small part of the total output 
of the industry. On the other hand, a monopoly situation may arise 
through the growth of a single firm, or through a trade association of 
several otherwise independent firms, without any actual combination of 
business units taking place. It follows that what is true of a combination 
is not necessarily true of a monopoly. A combination may be a sound 
and desirable economic development, while a monopoly is neither of 
these things. Similarly, a business combination may increase its gains by 
effecting real economies in production rather than by charging exorbitant 
prices or practicing unfair tactics toward its competitors, but this is not 
the method used by monopolies. 

In referring to a monopoly, therefore, we shall have in mind a person, 
firm, combination of firms, association of firms, or simple group of firms, 
which owns or controls a sufficient part of the productive capacity of an 
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industry or business to enable it to control the price or prices charged 
by the whole industry or business for its product or products. It is im- 
possible to say exactly what percentage of the productive capacity of an 
industry must be controlled in order to fix prices, for the percentage 
would vary considerably from one industry to another; but it is certain 
that monopoly powers can often be exercised by an organization which 
controls far less than 100 per cent. 

We shall limit our present discussion to industrial monopolies. Public 
utilities, such as water, gas, and electric companies, were treated in the 
preceding chapter. These public utilities have long been recognized as 
“natural monopolies/’ that is, as businesses which can attain maximum 
efficiency only if given monopoly control and which, if organized com- 
petitively, would eventually turn into monopolies. Hence, public utilities 
have been permitted to operate as monopolies under governmental con- 
trol. The railroads, which were also discussed separately, are more like 
public utilities than like ordinary industrial companies and have been 
accorded special treatment by the federal government. 

THE DEVELOPMENT OF THE MONOPOLY PROBLEM 

For many years, the existence of monopoly conditions in an industry 
usually meant that the field was dominated by a single large firm or by 
a gigantic formal combination of firms. Though monopolies in this sense 
existed in the United States as early as the middle of the nineteenth 
century, the most active period in their organization was from 1887 to 
1908. The early monopolies took several forms, some of which we shall 
describe briefly. 

The Pool. One of the earliest types of monopolistic organization was 
the pool, which consisted of a group of firms combined for certain pur- 
poses, although they remained independent in other respects. As to 
method of operation, pools were of several types. The most common types 
divided total output, markets, or profits among the member firms accord- 
ing to some prearranged plan. In general, pools were not a very successful 
type of monopolistic organization. Soon after a pool was formed, the 
individual members, or some of them, usually succumbed to the tempta- 
tion to make a little money on the side by violating the pool agreement. 
This often meant the end of the pool, for the agreement among the firms 
was not enforceable at common law, since it was an agreement in restraint 
of trade. 

The Trust* Another early form of monopolistic organization was 
the trustee device, or trust. The stockholders of the combining corpora- 
tions would assign their stock with ^voting power to a board of trustees, 
and receive in return trust certificates representing the value of their 
properties. By holding a majority of the voting stock of the various com- 
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panics, the board of trustees could elect the officers of these companies 
and control them as a unit with respect to production and prices. 
The board would collect dividends on the securities held in trust, and 
distribute them among the owners of the trust certificates. The Standard 
Oil Trust, first organized in 1879, was an outstanding example of the 
use of the trustee device. This method of organization was attacked in the 
courts of several states and was declared illegal, both as tending to create 
monopolies and as representing unauthorized activity on the part of the 
individual corporations. 

The Extent of Early Monopolies. Regardless of types of organization, 
monopolies of one kind or another controlled some 40 per cent of all 
manufacturing capital in the United States in 1904. Many of these monopo- 
lies were incomplete, some did not last long, and others turned out dis- 
astrously from the financial point of view; but in 1904 there were 26 
monopolies which controlled 80 per cent or more of the production in 
their respective fields. The products affected ranged all the way from 
asphalt, bathtubs, and bicycles, at one end of the alphabet, to tin cans, 
whiskey, and window glass, at the other. Moreover, there were at least 
eight concerns which controlled 90 per cent or more of the production of 
some or all the articles which they produced.^ These companies were 
the American Can Company, the American Sugar Refining Company, the 
American Tobacco Company, the Corn Products Refining Company, 
the International Harvester Company, the National Cash Register Com- 
pany, the Standard Oil Company, and the United Shoe Machinery Com- 
pany. Most of these companies were able to make extremely large earnings 
on their investments. 

Modem Monopolies. Numerous cases of complete, or almost com- 
plete, control of industries by single companies have recently been cited. 
For example, it was said a few years ago that “one company in each field 
controls all or nearly all, of the nation’s supply of aluminum, nickel, 
molybdenum, magnesium, shoe machinery, glass container machinery, and 
scientific precision glass, provides nearly all of the domestic telephone 
service , . . and operates all of the sleeping and parlor cars.”^ The com- 
panies involved were the Aluminum Company of America, the Interna- 
tional Nickel Company, the Climax Molybdenum Company, the Dow 
Chemical Company, the United Shoe Machinery Company, the Hartford- 
Empire Company, the Bausch and Lomb Optical Company, the American 
Telephone and Telegraph Company, and the Pullman Company. 

In other cases, ''pairs” of firms control all or nearly ail of the supply 
of certain economic goods. Examples are the United Fruit Company and 
the Standard Fruit and Steamship Company in the importation of 

^Temporary National Economic Committee, Monograph T^o. 21, Competition and 
Monopoly in American Washington, Government Printing Office, 194D, p. 65. 

^Ibid., p. 69. 
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bananas; the Pittsburgh Plate Glass Company and the Libbey-Owens- 
Ford Glass Company in the production of plate glass; the General Electric 
Company and the Corning Glass Works in the production of glass bulbs, 
glass tubing, and rod for electric lamps; the General Electric Company 
and the Westinghouse Electric and Manufacturing Company in the 'pro- 
duction of metal bases for electric lamps; the International Business 
Machines Corporation and Remington-Rand, Inc., in the production of 
electric accounting machines; the Westinghouse Air Brake Company and 
the New York Air Brake Company in manufacturing railroad air brakes; 
the Union Carbide and Carbon Corporation and the Air Reduction Com- 
pany in producing compressed oxygen and acetylene; and the Texas Gulf 
Sulphur Company and the Freeport Sulphur Company in sulphur pro- 
duction.3 All these examples relate to the national market of the United 
States. There are many other cases in which single firms or pair of firms 
control regional or local markets for various kinds of economic goods. 

Conditions of effective monopoly may also exist in industries in which 
no single firm or pair of firms controls all or almost all of the output. 
Of the 1807 products studied from among those included in the Census 
of Manufactures for 1937, there were 291 in which the leading single 
company controlled between 50 and 75 per cent of the total supply. In 
the case of 37 products, four firms accounted for the entire supply. In 
164 cases, four firms produced over 90 per cent of the supply; and in 328 
other cases, the part produced by the four leading firms was not disclosed 
(in order to prevent the identification of individual firms). There were 
670 products in which the four leading concerns turned out 75 per cent 
or more of the supply, or in which information on this point was withheld. 
The general conclusion was that from two-fifths to one-half of the goods 
under consideration were produced in fields in which four concerns con- 
trolled 75 per cent or more of the supply.^ 

Holding Companies. In industries in which the greater part of the 
supply of some economic good is controlled by a few large concerns, these 
firms are usually combinations of formerly independent companies. In 
many cases, the large firms are holding companies which exist for the 
purpose of owning and controlling the securities of other corporations. 
With their own securities or with cash, they buy up at least a controlling 
interest in the voting stock of the corporations which are to be combined, 
and thus are able to control management, output, and prices. The hold- 
ing company is very similar to the old trustee device, the securities of 
the holding company taking the place of the trust certificates and the 
board of directors of the holding company superseding the board of trus- 
tees. However, since many states have passed laws authorizing the exist- 
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dice of liolding companies, this device is not automatically illegal, as 
was the old trustee device. 

Mergers. The merger is somewhat similar to the holding company. 
While the holding company controls several business firms through secu 
rity ownership, the merger exercises the same control through holding the 
physical properties of the various firms. In some instances, several cor- 
porations lose their identity in a new corporation which is organized to 
manage ail the properties of the old firms. In other cases, one of the old 
corporations remains in existence and the others are merged in it. Like 
the holding companies, mergers are not illegal in and of themselves. The 
existence of one or more holding companies or mergers in a particular 
industry does not necessarily mean a condition of effective monopoly. 

Price Leadership. Price leadership is an informal method of control. 
In industries in which the firms have heavy fixed costs, price-cutting is 
an extremely dangerous practice, especially if consumers can readily post- 
pone their purchases. Each of the large companies knows that a price cut 
on its part would be swiftly followed by similar cuts by other large com- 
petitors, to the detriment of all companies concerned—'and so prices tend 
to be maintained by the large companies, with some one company serv- 
ing as the price leader. The numerous small companies which may exist 
in the same industry usually follow faithfully the price leadership of 
the large company or companies, either because they fear reprisals if 
they cut prices or because they believe their economic welfare will be 
enhanced by following the leader. In such industries, price changes seldom 
occur, and when they do they are introduced by all firms at about the 
same time. Evidences of price leadership have been found in industries 
producing anthracite coal, packer cans, corn products, fertilizer, canned 
salmon, industrial alcohol, steel, cement, agricultural implements, gaso- 
line, non-ferrous metals, newsprint paper, glass containers, and biscuits 
and crackers.® Since price leadership involves no actual agreement or 
conspiracy among the firms, it is very difficult to combat. 

Price Agreements. When the sellers in an industry are relatively few 
they may enter into actual agreements to establish and maintain uniform 
prices and terms of sale. Price maintenance may also result from the 
activities of trade associations, but we refer here to price agreements 
between firms which are otherwise unassociated in their respective in- 
dustries. Agreements of this kind are in open violation of anti-trust laws 
which forbid conspiracies in restraint of trade. During the past twenty 
years many court decisions have been handed down against firms main- 
taining price agreements. 

Basing-Pomt Systems. In some industries a system of “delivered prices’" 
is maintained through the use of^ one or more “basing points:’’ When 
several basing points are used, all firms in a given district charge their 


^Ibid,, p. 123. 
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customers a uniform base price, plus freight from the basing point to the 
customer’s geographical location. Frequently the actual freight from 
seller to customer is less than that from the basing point to the customer, 
and the difference goes into the seller’s profit. Plants located outside a 
given basing-poiiit district must ordinarily charge the same prices as 
those inside the district, when making sales in that district, and absorb 
the higher freight charges as best they can. Thus, a customer in a given 
district would be quoted the same price by all plants in the district, and 
by plants outside the district as well, so that price competition is elim- 
inated. The firms which operate basing-point systems often claim that 
these uniform prices are only “asking prices,” and that actual prices 
charged and received may differ somewhat from one firm to another. 
Basing-point systems have been used in the steel industry, the cement 
industry, and some 50 other industries. 

Patent Pools. Effective monopoly has been maintained in some in- 
dustries by means of patent pools. When important patents are owned 
by a small number of large firms, each firm may grant licenses to the 
others to use its patents, or all firms may pool their patents. This group 
of firms may then use its resources to exclude new producers from the 
general field of production, by refusing to grant licenses to outsiders or 
by charging very high royalties for the use of patents. When licenses are 
granted to new firms, the members of the pool may attempt to control 
output, markets, or prices charged by such newcomers. Patent pools do 
not always lead to effective monopoly, but the courts have found patent- 
pool monopolies among producers of ophthalmic lenses, porcelain in- 
sulators, radios, and gasoline.® 

Other Control Methods. In addition to the methods of maintaining 
effective monopoly which have already been described, market-sharing 
is sometimes practiced by the few large firms in a given industry. Market- 
sharing means simply that the firms do not compete against each other 
for the same customers. Each firm has a particular share of the general 
field, and works it exclusively. Market-sharing seems to be common 
among investment bankers, has been practiced by meat packers and 
anthracite coal producers, and is said to have been used in the tobacco 
industry, at least in the marketing of certain products."^ Again, control in 
some industries has been achieved through interlocking directorates, stock 
ownership, financial relationships of the firms with a common financial 
organization, and in other ways. 

Trade Associations. Formal organizations of firms in modern industry 
usually take the form of trade associations or industrial institutes, which 
are voluntary, mutual benefit associations having as their members the 
various business firms in a certain trade or industry. A trade association 


6 Ibid., p. 159. 
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may be incorporated or unincorporated. It is usually controlled by a 
board of directors elected by the members and is financed by dues. The 
members are independent in most respects and may ordinarily enter or 
leave the association at will. Trade associations have many legitimate 
fields of activity, such as “cooperative industrial research, market sur- 
veys, the development of new uses for products, the provision of traffic 
information, the organization of employment bureaus, collective bargain- 
ing with organized labor, mutual insurance, commercial arbitration, the 
publication of trade journals, joint advertising and publicity, and joint 
representation before legislative and administrative agencies.’'® 

But their activities may also include “the establishment of common 
cost accounting procedures; the collection and dissemination of statistics; 
the operation of price reporting plans; the standardization of products, 
terms of contracts, price lists, and differentials; the provision of credit 
information; the interchange of patent rights; the administration of 
basing-point systems, the joint purchasing of supplies, and the promulga- 
tion of codes of business ethics; each of them practices which may operate 
to restrain competition in quality, service, price, or terms of sale.”® There 
were in 1940 some 2000 trade associations of national scope in the United 
States, hundreds of which have been involved in anti-trust proceedings of 
one kind or another. 

THE CASE AGAINST MONOPOLIES 

The Efficiency of Monopolistic Concerns. While cases of complete 
monopoly in the hands of a single company are rare in the American 
economy, there are many cases in which a single firm, or small group of 
large firms, controls a sufficiently large part of an industry to give it 
effective monopoly control. The attitude of most people toward complete 
and partial monopolies has for many years been one of acute distrust and 
opposition. Though not all monopolies have been successful, many have 
been highly so, and in most cases the reason for success seems to have • 
been the control over production and prices, rather than any unusual 
economies in operation or elimination of waste. The advantages of large- 
scale production are many and well known, but most of them reach a 
limit rather quickly, and do not go on increasing indefinitely as a firm 
grows in size. Monopoly control is not required in order to reap these 
advantages. 

Other advantages, not available to a single large-scale firm, may be en- 
joyed by certain types of business combination. They may avoid com- 
petitive duplication of plant, and of advertising and selling effort. They 
can eliminate a large number of competing brands, and avoid “Gross- 
hauling” by filling each order from the nearest plant. When a period of 


s/dzU, p. 226. 



410 


ECONOMICS: PRINCIPLES ANB PROBLEMS 


poor business lilts an ordinary industry, it may be necessary for all plants 
to run at part capacity, and thus run inefficiently. A combination, how- 
ever, can often close some plants completely and keep others running 
efficiently at full capacity. The several plants controlled by a combination 
may be made to specialize in different phases of its production, and rivalry 
between plants may be used as a stimulus to greater efficiency. Finally, 
any new processes or machines owned by any one of the firms may be 
used by all when all are members of a combination; otherwise, each plant 
would usually have its own trade secrets and special methods, and no 
one plant would have access to all of the best methods of production. 
This list of advantages, though not exhaustive, is imposing; but a few 
moments' reflection will convince the reader that a business combination 
need not be a monopoly in order to enjoy these advantages. Little statis- 
tical evidence is available as to the costs of production of monopolies, but 
the little that we have suggests that these costs are very seldom much 
lower than the costs of independent concerns or of combinations which 
lack monopoly powers. 

Monopoly Prices. Since monopolies may claim but few, if any, econ- 
omies as distinctly their own, it is evident that their success has almost 
always been due to restricting output and charging monopoly prices. The 
result has been large profits at the expense of consumers. It is, of course, 
very difficult to determine the exact effect of monopoly control over 
prices. To do this, we should have to compare the monopoly price with 
the price which would have prevailed under competitive conditions. 
Since there is no way to determine the latter, this comparison cannot be 
made. We know, however, that the prices charged under monopoly have 
usually been sufficiently high to yield large profits. It is true, as some 
defenders of monopolies have said, that prices in certain controlled 
industries have been stable or have even declined at times, but it is also 
true that monopoly profits may be gained without price increases. A stable 
price will yield large profits if it is high enough in the first place, or 
if it is accompanied, over a period of time, by falling costs of production. 
Even a falling price over a period of time will be highly profitable if 
costs fall more rapidly than the price itself. 

The profits made by monopolies are a fair indication of the effect of 
monopoly control upon prices. For example, among the early trusts, the 
origmal Standard Oil Company had earnings which ranged between 48.8 
and 84.5 per cent on its investment, and averaged 61 per cent between 
1896 and 1906.® The Aluminum Company of America made a net income 
of 1335,000,000 over a fifty-year period, though its original investment 
was only 12,000,000.1® Among the two-firm monopolies, the Texas Gulf 
Sulphur Company had an average annual profit of 28.75 per cent on its 
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investment from 1919 to 1938, and paid dividends over a period of eighteen 
years which averaged 95.46 per cent annually on the original value of 
its stock; and the Freeport Sulphur Company, over a period of twenty- 
five years, has paid average annual dividends of 24.75 per cent on the 
ledger value of its stock.^^ It is clear that such profits can be made only 
from prices which are well above the cost of production level, whatever 
may happen to the absolute level of the prices. From the point of view 
of society, then, one of the principal objections to monopoly is its effect on 
prices and the burden thus placed on the consumers of monopoly products. 

Unfair Tactics of Monopolies. When the smaller firms in an industry 
operating under monopoly conditions have refused to cooperate with 
the monopolistic firms, or when new competition has sprung up, the 
monopolistic firms have often resorted to unfair tactics to attain their 
ends. These monopolistic firms, with large or national markets, have often 
engaged in local price-cutting. That is, in areas in which they have had 
competition, they have cut prices to the cost level, or even below cost 
if necessary, in order to force their competitors to take losses. Meanwhile, 
they themselves have been able to ‘‘break even’' or make money by con- 
tinuing to charge high prices in non-competitive areas. The Standard 
Oil Company was a notorious follower of this policy of “cut-throat com- 
petition,” but there were many others. 

Firms that controlled a tremendous volume of business were once able, 
by playing one railroad against another, to secure rebates on freight rates, 
or to induce the railroads to establish particularly favorable rates out of 
the cities from which these firms shipped most of their products. The 
Standard Oil Company once made an arrangement whereby it not only 
received a substantial rebate on its own shipments, but also received a 
similar sum from the freight payments made by its competitors. The 
unfairness of such a policy is apparent. 

Monopolistic firms have sometimes ordered dealers selling their products 
to refrain from handling the products of competing companies, thus 
limiting the market open to competitors. The International Harvester 
Company, among others, used these “exclusive dealer arrangements,” A 
similar device was the “tying contract.” The United Shoe Machinery 
Company, for example, leased indispensable machines on which it held 
patents, but required the lessee to contract also for the use of other 
machines on which the patents had expired, and which were offered by 
other firms at lower figures. In this way, the company forced shoe manu- 
facturers to use its machinery exclusively, and thus destroyed competition. 

Sometimes, monopolistic firms have interfered with the flow of services 
and supplies needed by their competitors. They have persuaded or forced 
banks to cut off credit, and to call in the loans of competing firms, and 
have led newspapers and periodicals to refuse competitive advertising. 
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Railroads have been induced to develop sudden “shortages’ ' of freight 
cars of the necessary type; and sellers of raw materials have been persuaded 
not to fill the orders of competitors, or to fill them with inferior materials 
or only after long delay. 

When public feeling against certain monopolies has run high, they 
have often made it appear that firms under their control were inde- 
pendent. Those who might refuse to buy from the monopoly would buy 
from those “bogus independents,” and these companies could compete 
with the genuine independents without their fraudulent nature becom- 
ing known. Many monopolistic firms have brought spurious lawsuits 
against competitors, charging patent infringement or other injury. These 
suits would often tie up the business of the competitors and involve them 
in heavy legal costs, even though the suits were eventually dismissed. 
Competitors have sometimes been intimidated by the mere threat of such 
suits. On the other hand, monopolistic firms have infringed upon the 
patent rights of competitors or appropriated trade secrets gained through 
espionage or bribery, confident that they would make more through these 
illegitimate acts than any amounts which the courts might award the com- 
petitors by way of damages. Customers of competitors have been bribed 
to cancel orders or to default on payments, and valued employees have 
been bribed to leave the employ of competitors. 

Finally, monopolistic concerns have sought to damage their competitors’ 
products or reputations. For instance, the National Cash Register Com- 
pany is said to have “doctored” machines made by competitors so that 
they would break down or fail to work satisfactorily. The same company 
bought up competitors’ machines from their users and offered them for 
resale, displaying them as “junk” or as “inferior products” at 30 cents 
on the dollar. 

Monopolies and Business Cycles. Monopolies have also been charged 
with increasing the instability of our economic system. In periods of good 
business they maintain stable prices for their products in the face of in- 
creasing production and falling unit costs, and without increasing the 
wages of labor significantly. Such policies, in spite of ail that can be done 
to support consumption through installment selling or other credit de- 
vices, lead eventually to business breakdown and depression. And in 
periods of depression, the monopolies are likely to hold their prices at 
the customary level, taking losses by selling fewer units at the stable 
price rather than by selling more at a lower price. This policy results in 
laying off labor, curtailing purchases of materials and supplies, and re- 
ducing consumer purchasing power, and eventually affects all industries 
and adds to the cumulative downward spiral of depression. Some econ- 
omists hold that cyclical swings in business can never be eliminated, or 
even greatly reduced in severity, so long as many of our most iiUportant 
industries are controlled by monopolies with their rigid or “sticky” prices. 
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Monopolies and Economic Progress. Monopolies may also operate as 
a bar to economic progress. Virtually complete monopolies need not 
worry about developing new methods and processes or making new in- 
ventions, for their profits do not depend upon continuous progress in 
production. Indeed, they may even go to the other extreme and acquire 
control of new inventions by fair means or foul, only to put them on the 
shelf for a long time so that they will not overturn existing conditions in 
the industry. However, in certain industries which are dominated by a 
few large concerns, there has often been keen competition in the field of 
technological improvement; and the public has frequently benefited by 
this sort of competition. 

Monopoly Control of the Whole Economy. It is sometimes asserted 
that the monopoly problem goes far beyond the question of monopoly 
control in particular industries— that our gigantic industrial and financial 
concerns not only control individual industries, but have extended their 
control to the economy of the United States as a whole, to the government 
of the country, and even to its public opinion. These conclusions are 
based on data dealing with the concentration of economic power in this 
country. 

It is estimated that corporations now transact from 60 to 65 per cent 
of the total volume of business in the United States, and own almost 80 
per cent of all business wealth. Moreover, the ownership of corporate 
wealth is concentrated in a relatively few large corporations. In 19S7, 
228,721 corporations with assets of less than $50,000 each made up 55 per 
cent of all corporations, but owned only H/^ per cent of total corporate 
assets. The S94 largest corporations owned about 45 per cent of all cor- 
porate assets, though they comprised less than one-tenth of one per cent 
of the total number of corporations.^^ There were some 30 '‘biilion-doilar” 
corporations in the United States. The largest were the Metropolitan Life 
Insurance Company and the American Telephone and Telegraph Com- 
pany, each of which had larger total assets than any of 38 of our states. 
The smallest of these 30 corporations was richer than any one of 18 of 
our states.^^ The number of *‘billion-dolIaf' corporations increased to 43 
during the period of World War II. 

This concentration of business wealth in the hands of relatively few 
large corporations is general throughout the leading fields of industry and 
finance. In 1936, the 200 largest non-financial corpoi^tions had total assets 
of over $75,000,000,000, or about one-fourth of the national wealth. The 
three largest industrials (Standard Oil Company of New Jersey, United 
States Steel Corporation, and General Motors Corporation) had total assets 
of $5,209,200,000; the three largest public utilities (American Telephone 

i^Xemporary National Economic Committee, Final Statement of Senator Joseph C 
d'Ma/ioney, Washington, Government Printing Office, 1941, p. 7. 
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and Telegraph Company, Consolidated Edison Company of New York, 
Inc., and Commonwealth and Southern Corporation) had total assets of 
$6,548,300,000; and the three largest railroads (Pennsylvania Railroad 
Company, New York Central Railroad Company, and Allegheny Corpora- 
tion) had total assets of $6,958,000,000.^*^ In 1933, the 50 largest financial 
corporations had total assets of some $35,000,000,000. The three largest 
banks (Chase National Bank, National City Bank, and Guaranty Trust 
Company) had total assets of $6,078,600,000, and the three largest insur- 
ance companies (Metropolitan Life Insurance Company, Prudential Insur- 
ance Company, and New York Life Insurance Company) had total assets 
of $9,607,900,000.15 

Income, Ownership, and Savings. The concentration of corporate 
income is similar to that of corporate wealth. In 1937, of 477,838 corpora- 
tions which made income tax returns, 285,810 had no income. The cor- 
porations which had net incomes of less than $5000 made up 65 per cent 
of all which reported incomes, but received less than 2 per cent of the total 
income of all these corporations. At the other extreme, 248 corporations 
received 40 per cent of the total net income of all corporations, though 
they made up only one-tenth of one per cent of the total number of cor- 
porations with incomes. It might be thought that this concentration of 
wealth and income is unimportant, because the ownership of these corpora- 
tions is popularly supposed to be widespread. Actually, however, the 
ownership of corporations is highly concentrated, for it is estimated that 
one-half of all dividends paid in the United States are received by stock- 
holders who comprise less than 1 per cent of all American corporate 
stockholders.!^ Moreover, the situation is not improving. In 1937, the 
corporations with assets of $1,000,000 or more made up only 5 per cent 
of a group of non-financial corporations studied, but they had 88 per cent 
of the savings of all these corporations. The corporations with assets of 
less than $50,000 were 59 per cent of the total group but had no savings 
at all.!^ 

Interlocking Interests of Large Corporations. The mere fact that eco- 
nomic power is largely concentrated in relatively few corporations does 
little to support a claim of monopoly control of the whole economy unless 
it can be shown that these large corporations work together as a group 
toward this end. This seems to be the case. In 1937 there were 3544 
direGtorships on the boards of the 200 largest non-financial and the 50 
largest financial corporations, and these directorships were held by 2725 
individual directors. One director held 9 such posts among the 250 cor- 
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porations, and there were 83 men who held 4 or more directorships. Of 
these, 59 were active in the affairs of at least one of the corporations which 
they served.^® 

The National Resources Committee found that companies controlling 
62 per cent of the total assets of the 200 largest non-financial and 50 largest 
financial groups were members of 8 large '‘interest groups,” which com- 
bined industrials, railroads, and public utilities with financial organiza- 
tions in informal communities of interest. The so-called Morgan-First 
National interest group included 13 industrials, 12 public utilities, 5 major 
railroad systems, and 5 banks. These companies had total assets of over 
$30,000,000,000. The Kuhn Loeb group included 5 major railroad systems, 
2 Other railroads, 1 utility, and 1 bank, with total assets of almost $11,000,- 
000,000. The smallest of the 8 interest groups was the Boston group, which 
comprised 4 industrials, 2 utilities, and 1 bank, with total assets of less than 
$2,000,000,000.^^ There was also said to be much overlapping and inter- 
connection between these interest groups. 

Controlling the Government. That the large business and financial 
interests of the country are organized into pressure groups, for the purpose 
of influencing and controlling our various governmental units, seems 
hardly open to question. According to a recent government study, these 
pressure groups include such organizations as the Chamber of Commerce 
of the United States, the National Association of Manufacturers, the 
Edison Electric Institute, the Association of Life Insurance Presidents, the 
Association of American Railroads, the American Bankers Association, the 
Investment Bankers Association of America, the American Iron and Steel 
Institute, the American Petroleum Institute, the National Lumber Manu- 
facturers’ Association, the National Coal Association, the Copper Institute, 
and such closely related groups as the American Bar Association and the 
American Newspaper Publishers Association.^^ There are, of course, other 
pressure organizations representing workers, farmers, and other groups, 
but in general the forces of business and finance are better organized and 
have far greater resources and staying power. 

The methods used by pressure groups in attempting to influence the 
government include working for “favorable” candidates for legislative and 
other offices, and against other candidates; lobbying for the passage of 
desired legislation and to prevent the passage of unfavorable laws; oppos- 
ing the administrative agencies charged with the duty of enforcing laws 
affecting business and finance; fighting unfavorable laws through the 
courts and advising members to disregard the laws until court decisions 
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have been reached; trying, in later elections, to bring about the election 
of legislators who will repeal or amend unfavorable laws; and working 
later for the repeal or amendment of these laws. The efforts of business 
and financial interests to influence the government are not always suc- 
cessful, but they are effective in many cases. 

Control of the Press. A considerable measure of control over the news- 
papers of the country aids our business and financial groups in their 
efforts to dominate the American economy. Many pressure organizations 
which represent business and finance have large funds available for adver- 
tising, supply newspapers with ''canned’' articles and editorials, and in 
general try to keep on cordial terms with the publishers of important 
papers. The newspaper publishers frequently reciprocate. In the struggles 
between business and labor or business and government, the business side 
of the controversy is presented favorably by the press. Labor is commonly 
held responsible for industrial disputes and for any violence which results, 
while the government is represented as the prosecutor if not the persecutor 
of business. In addition to "editorializing” the news, some newspapers have 
suppressed or "toned down” news unfavorable to leading advertisers. On 
the basis of the picture presented in the last few pages, many people 
conclude that the problem of monopoly today goes far beyond that of 
price and production control in particular industries. 

ATTEMPTED SOLUTIONS OF THE MONOPOLY 

PROBLEM 

Checks on Monopoly Powers. Even in the absence of governmental 
interference, the effects of monopoly control are not always so bad as they 
are painted. A monopoly must exercise some care as to how high a price 
it charges, or it may cause customers to turn to substitutes or competition 
to develop in the form of new firms attracted by large profits. Monopolies 
may conceivably moderate their policies for fear of stirring up public 
opinion, or because of a sense of justice or fairness on the part of their 
management. Even more likely, the management of a monopoly may 
become stagnant or inert, and fail to take full advantage of its powers and 
opportunities. Finally, even if a monopoly is determined to exploit the 
public to the utmost, it may not be possible to determine the exact price 
which will bring in the greatest possible total net return. 

However, the people of the United States, with their strong distrust of 
monopolies, have not been willing to depend upon the semi-automatic 
forces described above to restrain the monopolies in the use of their powers. 
Since the monopoly movement constitutes a problem which is national 
in character, we have demanded federal legislation dealing with its abuses 
The basic law, the Sherman Anti-Trust Act, was passed in 1890, shortly 
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after the start of the monopoly movement but before the most active years 
of monopoly development. 

The Shermaii Anti-Trust Act. The Sherman Anti*Trust Act was a 
rather brief, though important, document. It declared illegal all contracts, 
combinations of business firms, and conspiracies, in restraint of interstate 
or foreign commerce. It made guilty of a misdemeanor every person who 
monopolized, attempted to monopolize, or combined or conspired with 
any other person or persons to monopolize, any part of the trade or com- 
merce among the states or with foreign nations. It declared illegal all 
contracts, combinations, and conspiracies in restraint of trade in a territory 
of the United States, in the District of Columbia, or between either of 
these and any state, states, or foreign nations. The term “person” as used 
in the Act was defined as including corporations and associations. 

Penalties for the violation of these provisions were set at a fine not 
exceeding five thousand dollars, or imprisonment not exceeding one year, 
or both. Persons suffering damages as the result of violations of the Act 
could sue the guilty parties in the federal courts and recover triple dam- 
ages, plus costs. The circuit courts of the United States were given author- 
ity to prevent and restrain violations, by injunction or otherwise, upon 
petition of the district attorneys and after hearings had been held. These 
courts were empowered to summon witnesses from any part of the country. 
The property of any violator, intercepted in the course of interstate or 
foreign commerce, was declared forfeited to the United States. 

Enforcement of the Sherman Act. At first glance it would seem that 
Congress, in passing the Sherman Act, had forged a powerful weapon for 
dealing with monopolies. However, the Sherman Act was quite ineffectual 
for many years. And the period of most active monopoly formation— 1897 
to 1903— occurred after its enactment. This early ineffectiveness of the Act 
was attributable to several causes, including uncertainty of the exact mean- 
ing of certain parts of the law, lack of funds with which to enforce it, the 
apathy and incompetence of the attorney-generals and their subordinates 
which led to poorly drawn indictments and inexpert pleading of cases, and 
the lack of public support. In 1895, an important case involving the sugar 
trust, United States E. C. Knight Company, was decided in favor of the 
trust in such manner as to throw doubt upon the federal government’s 
power to deal with monopolies. The Supreme Court held that the govern- 
men t had proved only the concentration of industrial control in the indus- 
try and not restraint of interstate or foreign commerce. 

A few years later, two decisions favorable to the government put new 
life into the Sherman Act. In 1899, the Supreme Court unanimously 
upheld the decision of the Circuit Court of Appeals dissolving the pool 
between the Addyston Pipe and Steel Company and five other corpora- 
tions, all engaged in the manufacture of cast-iron pipe, and enjoining the 
pool members perpetually from carrying out their agreement. In 1904, the 
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Northern Securities Company case decided definitely that the Sherman 
Act applied to holding companies, whenever these companies operated to 
restrain interstate or foreign commerce. The Northern Securities Com- 
pany, by giving its own securities in exchange, had acquired almost com- 
plete control of the Northern Pacific and Great Northern Railroads^ and 
would have operated to eliminate competition between these two roads. 
These two decisions encouraged the government to bring further suits, 
and discouraged the formation of additional monopoly organizations. 

The Rule of Reason. In the cases involving the Standard Oil Company 
of New Jersey and the American Tobacco Company, both of which were 
decided in 1911, the Supreme Court developed the now famous “rule of 
reason” for deciding such cases. Although the Court had thrice decided 
that the Sherman Act applied to all contracts, combinations, and con- 
spiracies in restraint of interstate or foreign commerce, it now held that 
the Act was meant to apply only to “unreasonable restraints” on such 
commerce. 

The Court suggested that the Sherman Act had been worded so strictly 
because of the many new types of contracts and combinations which were 
being developed, and the desire of the framers to see to it that no monop- 
oly escaped merely because of the form in which it was organized. The 
contracts, or other acts, prohibited in the law were not explicitly defined 
and the classes of acts prohibited were so broad that almost any activities 
of business men might come under the influence of the Act under certain 
conditions. Thus, it was held, the use of reason became indispensable in 
deciding whether particular business activities had or had not brought 
about the wrongs which the statute prohibited. 

As Justice Brandeis put it in 1918, in the case of the Board of Trade 
of the City of Chicago, et al., vs. the United States: “Every agreement con- 
cerning trade, every regulation of trade restrains. To bind, to restrain, is 
of their very essence. The true test of legality is whether the restraint 
imposed is such as merely regulates and perhaps thereby promotes com- 
petition or whether it is such as may suppress or even destroy competition.” 
In spite of the development of the rule of reason, the Supreme Court 
decided that both the Standard Oil Company and the American Tobacco 
Company were operating in violation of the Sherman Act, and they were 
ordered to dissolve within a reasonable period of time. Later on, however, 
under the interpretation of the rule of reason, a government case against 
the United States Steel Corporation, was decided in favor of that company. 

The Clayton Act. Because the Sherman Act was not wholly successful 
in carrying out the purposes of its framers and because there was need for 
further clarification of its provisions, two additional laws were passed by 
Congress in 1914. The first of these, the Clayton Act, with certain qualifica- 
tions, prohibited local price diserimination and the use of tying contracts. 
Because of the popularity of die holding company device, the Act spe- 
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cifically provided that holding companies were illegal i£ their effect was 
to lessen competition substantially in any industry, to restrain commerce 
in any section or community, or to create a monopoly in any line of com- 
merce. It was also provided that, after 1916, no person should be at the 
same' time a director of two or more corporations engaged in commerce, 
other than banks and common carriers, any one of which had a capital, 
surplus, and undivided profits of more than $1,000,000, if such corpora- 
tions were, or had been, competitors, so that the elimination, by agreement, 
of competition between the firms would constitute a violation of the anti- 
trust laws. 

Violations of the anti-trust laws by corporations were thereafter to be 
considered as violations by the directors or other officers who were respon- 
sible for the illegal activities, and these officials were to be subject to the 
penal provisions of the anti-trust laws. Labor organizations and certain 
types of agricultural associations were exempted from the provisions ol 
the anti-trust laws. Responsibility for the enforcement of these laws was 
vested in the Federal Trade Commission for industrial combinations, the 
Federal Reserve Board for financial institutions, and the Interstate Com- 
merce Commission for combinations in transportation. The Clayton Act 
constituted an addition to, rather than a change in, the anti-trust law as 
set up in the Sherman Act, for goyernment suits against monopolies con- 
tinued to be brought under the Sherman Act. The Clayton Act was also 
intended to be a preventive measure in connection with monopoly forma- 
tion rather than, as in the case of the Sherman Act, a cure for monopolies 
after they had been formed. 

The Federal Trade Commission Act. A commission of five members, 
appointed by the President, for the administrative regulation of business 
conduct was created by the Federal Trade Commission Act, which like the 
Clayton Act, was passed in. 1914. The principal powers of the Federal 
Trade Commission were (1) the investigation, and (2) the prevention, of 
unfair competition. 

In the field of investigation, the Commission was empowered to gather 
and compile information concerning the organization, business conduct, 
practices, and management of any corporation engaged in commerce, 
except banks and common carriers, and to require such corporations to 
make regular or special reports, or to answer specific questions. It could, 
upon request of the President or either house of Congress, investigate and 
report the facts concerning alleged violations of the anti- trust acts by any 
corporation. When requested by the Attorney-General, it could investigate 
and make recommendations for the readjustment of the business of any 
corporation alleged to be violating the anti-trust laws, and, when requested 
by the court, could ascertain and report an appropriate form of decree in 
any suit in eqpity under the anti-trust laws, and investigate the manner 
in. which any final decree in an anti-trust case had been or was being 
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carried out. It could make public, from time to time, such portions of its 
information as it deemed expedient in the public interest. 

With regard to conditions of competition, the Act declared that unfair 
methods of competition in commerce were unlawful, and the Commission 
was directed to prevent persons and firms from using such unfair methods. 
The Act did not specify what were or were not unfair methods of com- 
petition, so that the Commission was granted a wide territory within which 
to exercise its judgment. If the Commission had reason to believe that a 
person or firm was using unfair methods, it could serve a complaint, stating 
its charges and providing for a hearing. After the hearing, if the charges 
proved to be true, the Commission could order the person or firm to stop 
employing the objectionable methods. If the order was not obeyed, the 
Commission could apply to the circuit court of appeals of the district for 
the enforcement of the order. Once this point was reached, the court had 
full jurisdiction over the case and could affirm, modify, or set aside the 
order of the Commission. Appeals could be taken to the Supreme Court, 

The Work of the Federal Trade Commission. In trying to prevent the 
formation of monopolies under the provisions of the Clayton Act, the 
Federal Trade Commission has fought such things as corporate combina- 
tions tending toward monopoly, agreements and understandings between 
competitors, resale price maintenance, price discrimination, and tying and 
exclusive dealing arrangements. In trying to maintain standards of fair 
competition under the Federal Trade Commission Act, the Commission 
has proceeded against misrepresentation of the nature, quality, origin, or 
value of products; sales methods embodying an element of chance or lot- 
tery; commercial bribery; and disparagement and miscellaneous interfer- 
ences with competitors. 

Misrepresentations of the nature of products involve selling rebuilt or 
renovated articles as new, or such acts as calling articles made wholly or 
partly of rayon by such names as silk, pongee, satin, or taffeta. In connec- 
tion with the quality of products, the Commission has forbidden the rep- 
resentation of bath salts as a remedy for obesity, a certain hair dye as safe, 
non-toxic, or non-poisonous, and a bunion remedy as a permanent and 
effective cure.^^ In passing on the origin of products, the Commission has 
proceeded against blenders of liquor who represented themselves as dis- 
tillers, clothing producers who implied that they were weavers of cloth, 
and furniture dealers who pretended to be manufacturers. Misrepresenting 
the value of products involves attempts to convince the buyer that he is 
getting an unusually good bargain. In this connection, the Commission 
has attacked the offering of '*£ree*' goods which are not really free, advertis- 
ing articles for sale at slashed prices when in reality usual prices are 
charged, and advertising a 6 per cent rate of interest in connection with 
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installment sales when the actual effective rate of interest is about 12 
per cent. 

Sales methods involving lottery or chance are illustrated by one com- 
pany’s practice of selling small pieces of inferior penny candy and return- 
ing the penny to some fortunate purchasers inside the wrapper of an 
occasional piece of the good.-^ In commercial bribery, a seller presents 
gifts to employees or agents of customers, without the knowledge of the 
customers, in an effort to secure sales. Finally, in connection with the 
disparagement of competitors’ products, the Commission has proceeded 
against butter manufacturers who stated that oleomargarine is made from 
coconut oil which is foul and unfit for human consumption, a producer 
of aspirin who claimed that he had exclusive rights to the name and that 
his competitors’ products were counterfeit, and a newspaper publisher who 
made false statements about the financial condition of competitors.^^ 

The Commission has not been very successful in its efforts to preserve 
competition and prevent monopoly, and monopoly cases have usually 
made up a rather small part of its total activities. Monopoly proceedings 
are costly, and the Commission has not had much money with which to 
conduct them. Moreover, the provisions of the Clayton Act which the 
Commission has been trying to enforce suffered from defective draftsman- 
ship, and the courts have not been willing to interpret them in a way 
which would make them powerful instruments in the fight against 
monopoly. 

On the other hand, the efforts of the Commission to prevent and elimi- 
nate unfair competitive practices have been much more successful. Its 
activities in this field have been many and vigorous, and its cases have 
fared rather well in the courts. The substantive law of trade practices is 
more satisfactory than the common law, for under the common law it is 
necessary for complaining parties to show that they have suffered special 
injury as a result of the practices in question. It is better to have a com- 
mission with a direct responsibility to take action against unethical prac- 
tices than to depend upon court actions brought by private individuals, 
for such individuals, because of considerations of cost and the uncertainty 
of success, are often unwilling to bring cases into court. While the unfair 
practices proceeded against by the Commission have usually been those of 
competitors or monopolistic competitors rather than of monopolies, we 
should not assume that the Commission’s activities have had no preventive 
influence in connection with monopolies. Since unfair competitive prac- 
tices often gave monopolies their start or at least were of considerable aid 
during their formative period, it is probable that the organization of some 
monopolies has been prevented by the work of the Commission in this 
field. On the whole, the Commission’s record in connection with unfair 
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competitive practices has been creditable, even tlioiigii the Commission 
has fallen further and further behind in its work, has suffered from 
inadequate appropriations, has continued to use cumbersome and time- 
consuming methods of procedure, and has been less blessed than some 
governmental commissions with high-quality and permanent personnel. 

Minor Changes in the Anti-Trust Laws. During the period from 1914 
to 1929, several minor changes were made in the application of the anti- 
trust laws. The Shipping Act of 1916 legalized agreements between steam- 
ship lines with regard to fixing rates, apportioning traffic, and other 
matters, subject to the approval of the Shipping Board. The Packers and 
Stockyards Act of 1921 classified packers, commission merchants, and 
stockyards for special regulation under the supervision of the Secretary 
of Agriculture. The Webb-Pomerene Act of 1918 legalized agreements and 
associations entered into for the sole purpose of engaging in export trade, 
or holding company arrangements for the same purpose, providing that 
restraint of trade within the United States did not result. The Capper- 
Volstead Act of 1922 legalized the organization of cooperative associations 
of agricultural producers, provided they operated for the mutual benefit 
of members, did not handle products of non-members to an amount greater 
in value than those handled for members, and either allowed no member 
more than one vote or paid no dividends on stock or membership capital 
in excess of 8 per cent a year. 

The N.R.A. and the Anti-Trust Laws. As the post-1929 depression 
wore on, an increasing volume of opposition to anti-trust laws developed 
among business men. It was held that business instability was bound to 
prevail so long as business firms in an industry were not permitted to 
cooperate with respect to industrial capacity, output, and prices, without 
being subject to prosecution under the anti-trust laws. Moreover, it was 
claimed that unfair methods had not been eliminated and that, under the 
influence of the depression, they had become more intolerable than ever. 

These complaints led to the passage, in 1933, of the National Industrial 
Recovery Act, which authorized trade associations or other organizations 
of business men to draw up “codes of fair competition’' for their respective 
industries and submit them to the government authorities for approval. 
These codes, after being examined at hearings attended by representatives 
of labor and consumers, as well as government officials, were submitted to 
the President and, if approved by him, thereupon constituted the laws of 
business conduct for the respective industries. The codes affected all firms 
in an industry regardless of whether they had or had not been parties to 
their formation. 

Not only were the codes expected to enforce fair practices in the indus- 
tries, but it was understood, also, that business firms would not be prose- 
cuted under the anti- trust laws for activities which were approved under 
the codes. In return for these concessions to business men, the latter were 
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required to make the codes acceptable to the government with respect to 
child labor, collective bargaining for employees, and maximum hours and 
minimum wages for their workers. 

The general success, or lack of success, of the N.R.A. need not concern 
us here. For the present, it is sufficient to note that the codes of fair com- 
petition were rushed through and approved very hastily so that many 
contained provisions which encouraged the further development of mo- 
nopoly conditions, under the suspension of the anti-trust laws. Of the first 
677 codes, 560 contained some provision for controlling prices, directly 
or indirectly; 361 set up standard cost systems; 403 forbade sales below 
“cost”; 352 prohibited members from selling at prices below their individ- 
ual costs; and 51 attempted to prevent sales at prices below some average 
costs of the whole industry. Ninety-one codes provided in some way for 
the restriction of output, by limiting the size of inventories, by forbidding 
increases in productive capacity without special permission, by limiting 
hours of operation, or by setting up fixed c}iiotas of production or sale. 
Finally, some codes provided for sharing markets by prohibiting freight 
allowances (to keep sellers from selling in distant markets by absorbing 
freight), by forbidding firms to sell outside their regular market areas at 
prices lower than those charged at home, or by forbidding firms from 
selling in other zones at prices lower than those charged by firms in the 
other zones.^'^ Since the code system practically compelled the producers 
in an industry to combine, it is not surprising that the N.R.A. gave a 
strong impetus to the growth of monopoly powers in many industries and 
interfered seriously with the traditional governmental policy toward mo- 
nopolies. 

The Robinson-Patman Amendment. Several other current laws have a 
bearing on the monopoly problem in the United States. One is the Robin- 
son-Patman Amendment to the Clayton Act, passed in 1936. The prohibi- 
tion of price discrimination by the Clayton Act was concerned chiefly with 
the effects of such discrimination upon the competitors of the offending 
company. But price discrimination may have important effects upon the 
different buyers and their customers, and the Robinson-Patman Amend- 
ment seeks to broaden and clarify the provisions of the Clayton Act on 
tliis point. 

The amendment forbids sellers to charge different prices to different 
purchasers of commodities of like grade and quality— unless such price 
differences make only due allowance for differences in the cost of manu- 
facture, sale, or delivery— whenever such discrimination would lessen com- 
petition substantially (1) between any buyer and the discriminating firm, 
(2) between the less favored and the more favored buyers, or (3) between 
the customers of those buyers. In the past, it was common for manufac- 
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tiirers to market part of their products at regular prices, and to sell the 
remainder to mail-order houses, chain stores, or department stores at low 
prices for sale under a different name; or to discriminate for or against 
these types of marketing agencies, as compared with ordinary wholesalers, 
jobbers, and retailers. Any such discriminations, unless they can be justified 
on the basis of cost, are forbidden under the Robinson-Patman Amend- 
ment. 

Moreover, the amendment authorizes the Federal Trade Commission 
to fix and establish certain quantity limits beyond which price differences 
may be prohibited, even though these differences are justified on the basis 
of differences in the cost of manufacture, sale, or delivery. It is clear that 
such provisions tend to handicap distributors who have formerly purchased 
in large quantities and sold at low prices. The amendment itself applies 
only to sellers in interstate commerce, but it has been reinforced by 32 
state laws with similar provisions. 

The Miller-Ty dings Act. The Sherman Act of 1890 was amended by 
the Miller-Ty dings Act of 1937, so as to legalize contracts for the mainte- 
nance of resale prices of branded articles wherever such contracts are 
approved by state law’^s, as they are in ail but four states. Price-cutting on 
branded articles, and especially their use as “loss-leaders’’ by chain and 
department stores, had long been a source of annoyance, both to manufac- 
turers of the goods, who tried by extensive advertising to build up good 
will for their goods at regular retail prices, and to competing independent 
merchants, who naturally found their own trade injured by such price- 
cutting, Under the Miller-Tydings Act, the prices of branded goods may 
be controlled by the manufacturer all the way down the line until they 
finally reach the ultimate consumer. 

The effect of the Act is virtually to eliminate price competition among 
the various sellers of a branded commodity. While the Act states specifically 
that it does not intend to legalize price-fixing as between the various 
manufacturers of competing brands or articles, it may develop that the 
power to fix resale prices of their own goods will increase, rather than 
diminish, the tendency of '‘monopolistic competitors” to coopei^ate with 
respect to price policy. Hence, the ultimate effect of the Act may be to 
promote the development of trust conditions in industry. 

In addition to the “fair trade laws,” which are the state counterparts of 
the Miller-Tydings Act, 27 states have “unfair practices acts.” In general, 
these measures prohibit wholesalers and retailers from selling goods at 
prices lower than invoice or replacement cost, whichever is lower, plus a 
minimum mark-up. The amount of the mark-up is determined in various 
ways under the different laws, but is supposed to bear some relationship to 
the seller’s cost of doing business. 

:: Recent Enforcement of the Anti-Trust Laws. 'For several years after the 
dl-fated experiment with the N.R.A., there was a fairly continuous attempt 
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to enforce anti-trust legislation. Many court decisions were handed down 
against firms participating in price-fixing agreements, scores of cases involv- 
ing the illegal activities of trade associations were fought successfully by 
the government, and there were several cases involving basing-point sys- 
tems, and patent pools. Among the well-known cases were those brought 
against the Aluminum Company of America; the Bausch and Lomb Opti- 
cal Company; the International Business Machines Corporation and 
Remington-Rand, Inc.; the American Medical Association; the Great 
Atlantic and Pacific Tea Company; three leading drug manufacturers; the 
American Surgical Trade Association and 24 member firms; the American 
Society of Composers, Authors, and Publishers; four manufacturers of 
computing gasoline pumps; the three leading companies producing auto- 
mobiles (in connection with installment financing); and five important 
producers of motion picture films. 

Considerations of space make it impossible to analyze these and other 
individual cases in detail. In some cases the government was unsuccessful 
in its anti-trust prosecutions, but it fought many more to a favorable 
conclusion in the courts. In the year ending June 30, 1941, for example, 
the Anti-Trust Division of the United States Department of Justice won 
58 cases and lost 6 under the Sherman Act, instituted 88 new cases, and 
brought 2797 new defendants into court. In the same year, it won 228 
cases and lost 6 under other anti-trust laws, instituted 249 new cases, and 
brought 623 new defendants into court.^^ 

The period of World War II, however, was another stor)^ Under war- 
time legislation, certificates carrying immunity from the anti-trust laws 
could be issued by the Department of Justice whenever the Chairman of 
the War Production Board, after consultation with the Attorney General, 
found such action desirable from the point of view of war production and 
the successful prosecution of the war. Hundreds of these certificates were 
issued during the war period. The Attorney General also cleared with the 
War Production Board certain cases in which joint activities within an 
industry were necessary for war production. The Department of Justice 
was authorized to postpone certain investigations and trials, involving 
alleged infringement of the anti-trust laws, where such action seemed 
necessary in the interest of the war effort; and a number of cases were thus 
postponed. 

A comparatively small number of large companies accounted for the 
great bulk of the United States’ huge volume of production for war pur- 
poses. In most fields the large companies emerged from the war much more 
powerful than before, and in some industries small companies were almost 
completely eliminated. Finally, anti-trust prosecutions were far less com- 
mon during the war period than they had been in previous years. In 1944, 

^^ A^tnual Report of the Attorney ’Oeneral of the United States^ 1941, Wz&h.ingior\, 
Government Printing Office, 1942, p. 64. 
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for example, the Department of Justice won 32 cases and lost 6 under the 
anti-trust laws, and instituted 22 new cases involving 574 defendants. 
On the whole, then, the events of the war period were unfavorable from 
the point of view of the government’s traditional anti-trust policy, 

A Final Estimate of the Anti-Trust Laws. In spite of wdiatever accom- 
plishments may be credited to the anti-trust laws of the United States, we 
must conclude, in general, that the federal government’s campaign against 
monopolies has not been outstandingly successful. The criminal penalties 
of the Sherman Act and other laws have amounted to very little. It has 
been extremely difficult to send men to jail for monopoly activities, and 
the financial penalties have been too small to be effective. The granting of 
triple damages to those who have suffered from monopoly activities has 
never constituted a serious embarrassment to the monopolies. The funds 
at the disposal of enforcement agencies have often been inadequate. When 
a large company can spend more money on a single case than governmental 
agencies have to spend for a whole year’s enforcement activities, the pros- 
pects for the enforcement of anti- trust legislation are not bright. Business 
men and their lawyers are often several jumps ahead of the government, 
and devise new methods of doing what they want to do as the government 
succeeds in discrediting and eliminating their former practices. Some 
monopolies have been able to avoid prosecution altogether, while others 
have been brought into court only to escape all penalties for their activities. 

When the government has prosecuted anti-trust cases successfully, and 
the courts have ordered the dissolution of the monopolies, these dissolu- 
tions have rarely, if ever, restored truly competitive conditions. For exam- 
ple, the Standard Oil Company of New Jersey, a holding company which 
controlled a large part of the petroleum refining business, was ordered 
dissolved in 1911. The dissolution, however, consisted of giving the stock- 
holders of the holding company their proportionate shares of the stock of 
the underlying companies, so that these companies ccHitinued to be con- 
trolled by the same people as before. As a result, there has been some doubt 
as to the degree to which the successor companies have competed with 
each other since the dissolution. It may be argued, of course, that the 
dissolution prevented the trust from maintaining or further perfecting its 
control over the oil business as time went on, and that new companies have 
arisen to compete with the successor companies, even if they have not 
competed with one another. However, in view of the absence of price 
competition among the major companies in the industry at present, it must 
be held that the dissolution was a failure in many respects. Other examples 
of unsuccessful attempts to dissolve monopolies might readily be cited. 

The Federal Trade Commission Act and the Clayton Act were somewhat 
more successful than the Sherman Act, because they represented a partial 
change in policy. That is to say, they followed the policy of legislative 
, 20 . ' 
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regulation and administrative supervision of competition, ratlier than the 
traditional policy of “trust-busting” and enforced competition. In recent 
years, however, monopolies have become more difficult to control, since 
many of them arise out of the activities of trade associations or result from 
the secret and informal cooperation of large firms between which there are 
no actual agreements or combinations. Finally, none of our anti-trust laws 
are applicable directly to the larger problem of monopoly controls between 
rather than within industries or to the domination of the economy by 
large business and financial units. 

OUR FUTURE MONOPOLY POLICY 

The problem of monopolies is very important, not only in its own 
right but in relation to other problems of economic instability, agriculture, 
labor, and international trade. Despite all the hullabaloo about monop- 
olies and trust-busting, our federal government has never established and 
carried out a really comprehensive program against monopolies, and this 
fact may account for its singular lack of success in this field. The elements 
of a comprehensive anti-monopoly program were effectively set forth in a 
recent study, and this program might well be made the official program. 
It has several phases. 

General Measures. In the first place, efforts directed toward the mainte- 
nance of a high and stable level of production, employment, and income 
in the economy as a whole would be helpful in solving the monopoly 
problem. Fear of depression is partly responsible for the monopolistic 
practices of labor unions and the monopolistic price policies of industry, 
and depressions allow some firms to gobble up their competitors. Govern- 
mental policies to prevent demoralization of the market in areas where 
chronic surpluses exist, and to facilitate the transfer of resources from these 
fields to others, would also be helpful, for such areas furnish fertile fields 
for the development of monopolies. Again, the government might furnish 
assistance to new firms which would give direct competition to established 
monopolies. This could be accomplished through such devices as reforms 
of the patent laws, changes in taxation to favor young and growing firms, 
and the refusal to sell government war plants to large established firms. 

Governmental Research and Economic Education. Anti-monopoly 
policies may be ineffective in the case of some industries because not 
enough is known about industry and market structures. In such cases, gov- 
ernmental research may provide the basis for more satisfactory policies. 
Governmental research in connection with products and productive proc- 
esses might be used to make available to small firms, cheaply or without 
charge, a great amount of knowledge which large firms derive readily from 

27 uioward S. Ellis, in Fmancmg American Prosperity, York, Twentieth Century 
Fund, 1945, pp. 189-196. 
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their laboratories of experimentation and research, but which at present 
is not available to small firms. Again, consumer education, grade labeling, 
and the requirement of accurate and simple information concerning the 
physical attributes of products would help to eliminate the wastes involved 
in deliberate and unnecessary differentiation of products and resultant 
restrictionism. 

Removal of Governmental or Legal Supports for Monopoly. Steps 
should be taken to eliminate governmental policies and legal conditions 
that are favorable to monopolies. Tariff protection for monopolistic indus- 
tries should be sharply reduced. Taxation should be reformed, as we have 
indicated in other connections, to encourage the founding of new enter- 
prises and make possible the development and growth of new small 
enterprises. Obstacles to interstate trade should be broken down, and 
federal and state laws legalizing resale price maintenance should be elimi- 
nated. Finally, our patent laws should be reformed. Firms with patents 
should be compelled to license them to other firms which desire to use 
them, firms with patents should be prevented from controlling the busi- 
nesses of other firms which are allowed to use the patents, the period for 
which patent rights are granted should be shortened, and firms should be 
deprived of patents for violating the patent laws. 

Strengthened Enforcement of the Anti-Trust Laws. A comprehensive 
anti-monopoly program must include vigorous enforcement of the anti- 
trust laws. The Federal Trade Commission and the Anti-Trust Division 
of the Department of Justice should be furnished adequate funds and 
high-grade personnel, and should be made to collaborate more effectively 
than in the past. Active and persistent investigation and prosecution of 
individuals and firms following monopolistic practices should be waged. 
Congress, or the Federal Trade Commission upon receipt of a delegation 
of authority from Congress, should codify the law with respect to unfair 
competitive practices, on the basis of past experience, in order to facilitate 
procedure. Federal charters for corporations might well be required, in 
order to enforce compliance with national standards of business conduct. 
Penalties under the anti-trust laws should be increased and applied rigor-^ 
ously to responsible officers and directors as well as to corporations them- 
selves. 

Governmental Regulation, Ownership, and Operation. When it is 
apparent that the monopoly form of organization is more efficient than 
other forms in a particular industry, direct governmental regulation, or 
ownership and operation, should be introduced. Regulation might be 
accomplished by giving to the Federal Trade Commission powers similar 
to those exercised by the Interstate Commerce Commission in its regular 
tion of transportation. That is, the Commission would control the issuance 
of securities by monopolies, would have jurisdiction over extensions or 
restrictions of service or output by the monopolies, and would have the 
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power, if necessary, to control the prices charged by monopolies for their 
products, and the wages paid to and hours of work required of their 
workers, in order to prevent the exploitation of either consumers or em- 
ployees. 

We should not suppose that there are no objections to such a plan for 
direct regulation of monopolies. There is some doubt that it would be 
constitutional for the federal government to assume so extensive a control 
over monopolistic industries, under its power to regulate interstate com- 
merce. The control of prices and wages in particular industries by govern- 
ment or comfnission is very difficult to administer, and is likely to spread 
to fields which were not considered in the original plan of control. The 
Commission would doubtless run into the thorny problems of fair valua- 
tion of properties and fair rate of return, which have been encountered 
in other fields of regulation. And there might be some question whether 
the final result would be control over monopolies by the Commission or 
control over the Commission by monopolies. Nevertheless, an attempt to 
regulate monopolies by commission might be far preferable to leaving 
them to operate in more or less unhampered fashion. Finally, if the regula- 
tion of monopolies is deemed unfeasible or proves ineffective, we may find 
it necessary to introduce dii'ect governmental ownership and operation of 
certain industries which apparently belong in the monopolistic form on 
the basis of efficiency and cost. 

If an industry is already organized in the monopoly form and is thought 
to be exploiting the consumers pretty thoroughly, but if it is not certain 
that the monopoly form of organization is justifiable on the basis of effi- 
ciency and cost, then the government might set up and operate “yardstick 
plants” in the same industry. If these plants could be established with 
facilities transferred from other fields of production in which chronic sur- 
pluses existed, so much the better. The yardstick plants would produce 
the same products as the monopolized industries and would sell them, as 
nearly as possible, on the basis of cost of production. In this way, it would 
be hoped, the prices charged by the erstwhile monopolies would be beaten 
down, the exploitation of consumers would be stopped, and private enter- 
prises might even be induced to enter the same fields. 

Conclusion. Apparently, then, an effective attack on the monopoly 
problem involves a comprehensive set of measures, and we may wonder 
whether any federal administration wmuld ever find it politically feasible 
to adopt such a far-reaching group of policies. Indeed, having seen what 
it would involve, we may well wonder whether we want an effective attack 
to be made on the monopoly problem. If we do, the means are available 
and it is not too late to start. The result of the program, we hope, would 
be both relief from the monopoly problem and the continued operation 
of our economic system on th^ basis of capitalistic institutions and price 
relationships. 



4m 


ECONOMICS: PRINCIPLES AND PROBLEMS 


1. Distinguish between business combinations and monopolies. What is the 
significance of this distinction? Explain. 

2. Explain the principal characteristics of the pool and the trust as types of 
monopoly organization. 

3. How important were monopoly organizations in the United States as of 1901? 

4. What are some examples of complete or almost complete monopoly control 
in American industry at tire present time? 

5. “The dominant concerns in many American industries are either holding com- 
panies or mergers.” Explain. 

6. Show how monopoly conditions may exist in an industry even though there 
is no one firm or formal combination of firms which controls all or almost 
all of the industry's productive capacity. 

7. What is the importance of price leadership, basing-point systems, patent 
pools, and market-sharing in connection with modern monopolies? Explain. 

8. “The operation of trade associations may or may not result in monopoly 
conditions.” Explain. 

9. When monopolies are highly successful, is the reason usually found in the 
fact that they are able to achieve greater efficiency in production than other 
business units? Explain. 

10. What have been the usual effects of monopoly control on the prices of the 
products sold by the industries in question? 

11. How have monopolies employed unfair competitive tactics in acquiring and 
maintaining control over certain industries? Explain. 

12. On what grounds may monopolies be charged with contributing to business 
instability? 

13. Indicate the extent to which corporate wealth, income, security ownership, 
and savings are concentrated in the United States today. 

14. Is there any evidence that large industrial and financial concerns cooperate 
for purposes of economic control? Explain. 

15. Why is it sometimes charged that large industrial and financial concerns 
attempt to control the government and the press? 

16. How did the Sherman Act of 1890 attempt to deal with the monopoly prob- 
lem, and with what success? Explain. 

17. Explain the meaning of the “rule of reason” and its importance in connection 
with the enforcement of the Sherman Act. 

18. What were the principal provisions of the Clayton Act of 1914? How w^as this 
Act related to the Sherman Act? 

19. Describe the chief powers given to the Federal Trade Commission by legis- 
lation passed in 1914. Flas the Commission been able to exercise these powers 
effectively? Explain. 

20. What was the status of the anti-trust laws under the N.R.A.? 

21. What was the effect of the N.R.A. on the monopoly problem in the United 
,, States? Why? 

22. Show how laws, such as the Robinson-Patman and Miller-Ty dings Acts, have 
had a bearing on the monopoly problem in recent years. 

23. Comment on the enforcement of the anti- trust laws in recent years. 

24. Has the government’s program for dealing with the monopoly problem been 
successful, on the whole, up to the present time? Explain. 
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25. What should be our future policy with regard to monopoly? Explain. 

26. Indicate 'some of the measures which should be included in a really compre- 
hensive anti-monopoly program. 

27. “One important thing which the government should do in connection with 
an anti-monopoly program is to stop supporting monopolies through policies 
of its own.” Explain. 

28. How could the enforcement of the anti-trust laws be strengthened? 

29. Indicate some of the problems involved in the direct regulation of monopolies 
through a commission. 
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SOME PEOPLE FEEL THAT IT IS USELESS TO ATTEMPT, AS WE HAVE DONE, TO 

deal wiili economic maladjustments, such as the problems of banking, 
agriculture, and transportation, as separate and distinct matters susceptible 
of solution without reference to other problems. To these people it appears 
that such problems are merely symptoms which indicate that our com- 
petitive, capitalistic economic system is already, or is rapidly becoming, 
unworkable. If this is true, the attempt to treat these symptoms individ- 
ually is doomed to failure. Those who hold this view, whom we call 
collectivists, believe that our traditional economic system should be aban- 
doned and some type of planned economy substituted for it. In the present 
chapter we shall examine in some detail the principles, and the outstand- 
ing points of strength and weakness, of two of the principal types of 
collectivism. 


COLLECTIVISM IN GENERAL 

The Characteristics of Collectivism. Before considering socialism and 
communism as specific types of collectivism, we may list the characteristics 
which seem to be common to all types of collectivism. They are, according 
to one writer: “First, a condemnation of the existing political and social 
order as unjust; second, an advocacy of a new order consistent with moral 
values; third, a belief that this ideal is realizable; fourth, a conviction that 
the immorality of the established order is traceable not to a fixed world 
order or to the unchanging nature of man but to corrupt institutions; fifth, 
a program of action leading to the ideal through a fundamental remolding 
of human nature, or of institutions, or both; and sixth, a revolutionary 
will to carry out this program.”^ 

The Condemnation of Capitalism — ^Distribution. In their indictment 
of our present economic system, the supporters of collectivism achieve a 
high degree of accord. To them, one of the most objectionable features 
of the present system is the existing inequality in the distribution of wealth 
and income. We have commented, in earlier chapters, upon the evils which 
result from economic inequality. It leads to the misdirection of production 

^ Oscar Jaszi, in Encyclopcedia of the Social Sciences, New York, The Macmillan 
Company, 1935, vgL xiv, p. 188. 
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by consumers, and prevents the maximization of want-satisfaction fi'om 
the goods which our system produces. It leads to inequality before the law, 
and inequality in influencing legislation and in political activities gener- 
ally. *It may also be an important factor contributing to business depres- 
sions. The collectivists are quite dismayed by the misery, suffering, vice, 
and crime which exist in the low-income groups, and by the luxury, waste, 
and extravagance indulged in by those with huge incomes. They object 
not merely to the extent and effects of inequality, but also to the way in 
which the inequality in income distribution comes about. They bemoan 
the fact that most people under our economic system must work long and 
hard for a miserable pittance, while a comparatively few favored individ- 
uals, through their ownership of land and capital, enjoy handsome 
incomes, often without lifting a hand in work of any kind. They condemn 
private property in land and capital, and believe that incomes should be 
paid solely on the basis of personal services rendered in production, 

The Ineffectiveness of Production. Quite apart from their attacks upon 
present-day distribution, the collectivists have much to say about the 
wastefulness and ineffectiveness of capitalistic production. It is charged 
that there is much waste through competitive duplication of productive 
facilities and human labor. Collectivists delight in describing, as examples 
of this waste, competing gasoline service stations which often occupy three, 
and sometimes all four corners of busy intersections, although they sell 
products which are highly similar; and the half-dozen milk wagons of 
different companies which patrol a given city street, each serving a few 
consumers with dairy products which are substantially the same. Consider- 
able waste of human and material resources also results from competitive 
advertising and salesmanship, which often lead merely to the transfer of 
customers from one competing company to another without serving any 
genuinely useful social purpose. Operating under the influence of self- 
interest and freedom of enterprise, business men, in selecting a line of 
production, are much more likely to consider the possibility of pimfits for 
themselves than the welfare of society. Hence, as the collectivists point out, 
productive resources are wasted in turning out trivial, useless, or even 
harmful products, while important human wants are left unsatisfied. 

The Breakdowns of Capitalism. Not only is the capitalistic economic 
system said to be wasteful and inefficient when it operates, but it is subject 
to periodic breakdowns, commonly called depressions, with economic 
activity at low ebb, though human wants are far from being satisfied. 
Although some of the conditions leading to depressions might be corrected 
without destroying the system, the collectivists feel that these depressions 
can never be completely eliminated under capitalism, for they hold that 
depressions are inherent in the very nature of a capitalistic system. Eco- 
nomic activity under capitalism is said to be chaotic and planless. The 
individual is left relatively free to produce what he chooses, when he 
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chooses, and as much as lie chooses, without reference to what other pro- 
ducers are doing or the public need for the product. With hundreds or 
thousands of producers operating in this fashion in an industry, there is 
little chance that exactly the proper amount of a good will be turned out 
year after year, or that the output of one industry will be properly adjusted 
to that of others. Periodic maladjustments and breakdowns appear to be 
unavoidable in such a system. 

Moreover, the collectivists commonly hold that in a capitalistic system 
there is bound to be conflict between individual and social interests. It 
is to the interest of society to have every economic good produced in 
abundance until consumers’ desires for the good are completely satisfied; 
but it is often to the interest of producers to restrict production, raise 
prices, and even to gain monopoly control for the purpose of increasing 
profits. Profit for society can result only from abundance, but profit for 
given producers comes often from scarcity and high prices; for if a pro- 
ducer can make his product relatively scarce, he can often command 
more of other products in exchange than he could secure by maximizing 
his own output. Thus, in a capitalistic system, the interests of society 
may suffer. 

This conflict between individual and social interests manifests itself 
especially clearly after a long period of prosperity, marked by increasing 
production and rising prices. As the period of prosperity continues, some 
enterprisers appreciate the fact that it will be impossible to keep on 
producing increasingly larger quantities of goods and selling them at 
steadily rising prices. Plence, they begin to retrench in anticipation of a 
period of poor business. They lay off some workers, or put them on part 
time, and cut down their purchases of materials and supplies. Thus they 
reduce the purchasing power of laborers, farmers, and others, and the 
business of enterprisers in general falls off. They, in turn, react by further 
restriction of production and discharge of workers, and finally the business 
depression arrives in earnest. It should be noted that it is not to society’s 
interest to have production restricted at such times. Consumers’ wants for 
various kinds of economic goods have not declined. Society as a whole 
wants and needs to have production continued, or even increased, but 
private enterprisers, owning land and capital and faced with the actual 
or prospective disappearance of their profits, follow their own self-interest 
and retrench. In trying to protect their own interests, enterprisers may 
in this way do society a very ill turn. The collectivists contend that if 
society owned the land and capital and if business men worked for society 
for wages instead of profit, the situation would be vastly improved. 

The Doctrines of Karl Marx. A considerable difference of opinion has 
existed among collectivists as to when and how Gollectivism will arrive. 
In some quarters, collectivism is regarded as an ideal future state, to be 
attained only through extensive preparation and hard On the 
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other hand, ,coIiectivism was regarded by Karl Marx and his followers as 
a system which will inevitably evolve out of capitalism, and which is 
already on the way whether most people realize it or not. The doctrines 
of Marx have had such a profound influence upon the advocates of col- 
lecti^dsm that we must examine them briefly. 

The Economic Interpretation of History and the Class Struggle. Karl 
Marx held that economic matters are dominant in determining the course 
of history and that the form of government, family system, moral stand- 
ards, and literature of a society are but reflections or by-products of 
economic activities and institutions. An important feature of capitalism, 
according to Marx, is the continuous class struggle. The two opposing 
classes are called by different names at different times in history, he said, 
but the struggle goes on all the time. The class struggle at present is sup- 
posed to be between the capitalist (or owning) class and the proletariat 
(or working) class. 

Value and Surplus Value. Prominent among Marx’s theories were 
those relating to value and what he termed “surplus value.” He held 
that all commodities, regardless of differences in size, shape, composition, 
and usefulness, contain a certain common element; that is, the labor 
used in producing them. Capital, though useful in production, he re- 
garded merely as past labor congealed in a more or less permanent form. 
The values of commodities in terms of each other depend upon the amount 
of socially necessary labor contained in them. For example, a commodity 
that takes twice as much socially necessary labor to produce as another 
commodity has twice as much exchange value. 

From this theory of value, Marx derived his explanation of the method 
by which workers are exploited by capitalists. Under capitalism, the 
workers cannot work for themselves because they are unable to acquire 
the land and capital needed in production. Consequently, they must 
work for the capitalists who own these material means of production. As 
a condition of employment, the workers must turn their products over 
to the capitalists who are free to sell them for whatever they will bring, 
which will be an amount proportionate to the labor contained in the 
products. On the other hand, the wages wTich the capitalists pay to the 
workers need only be high enough to maintain the laborers and their 
families, and to permit them to raise enough children to take their places. 
The difference between the value created by the workers in production 
and the wages paid to them is called “surplus value,” and goes to the 
capitalists as an unearned increment. The workers cannot refuse to make 
this bad bargain, because they are dependent upon the capitalists for a 
chance to work and because in a capitalistic system there is always a reserve 
of unused laborers waiting to take the places of those already employed. 
In this exploitation of the workers and appropriation of surplus value 
by the capitalists lies the cause of the class struggle. 
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The Concentration of Capital and Expropriation of tlie_ C^apitalists. 
According to Marx, the thirst of the capitalists for gain is so great that 
they seize every possible opportunity to increase the amount of the sur- 
plus value. This leads to increasing misery and suffering aniong the work- 
ers and to the formation of an ever larger labor reserve. Moreover, it 
brings about an increasing concentration of capital in the hands of a 
few individuals; for the large enterprisers are more efficient than the 
small ones, and force the latter out of business, taking over their land 
and capital. As this process goes on, society will become more and more 
the victim of commercial crises or depressions until finally will come 
that last crisis in which the proletariat will rise up, dethrone the capital- 
ists, and operate the material means of production in their own interests. 
Eventually will come a classless order in which all workers will share the 
income of society and the state will dwindle away— for Marx regarded 
the bourgeois state as an instrument for protecting the owning class in 
its favored position. 

Criticism of the Marxian Theories. Marx wrote three large volumes 
to elucidate and elaborate his theories, and many books of criticism of 
his theories have appeared since his time. However, wc shall be able here 
merely to suggest why his theories have been very largely discredited. 
First of all, the idea that all of man’s activities can be explained in terms 
of his economic activities and institutions is based upon an overemphasis 
of the economic aspects of life. History must certainly take economic mat- 
ters into account, but there are many human actions which cannot be 
explained wholly on economic grounds. As for the class struggle, it is 
obvious that there are differences between capital and labor and that their 
relations might be loosely termed a struggle. However, this struggle is 
not the only, or necessarily the most important, feature of the capitalistic 
system. Marx, thinking of the proletariat as an ideal theoretical class, 
attributed to the workers a unity of purpose and action which they do 
not possess. Workers have varied interests, many of which are not eco- 
nomic in character. Moreover, there is little reason to suppose that work- 
ers always act in accordance with their economic interests, to the exclusion 
of interests of other kinds. It must also be remembered that there are 
economic differences between different classes of labor, and these differ- 
ences in degree may sometimes be quite as important as the difference 
m kind that exists between capitalists and laborers. 

The Marxian theory of value has also been sharply and successfully 
attacked. According to Marx, the only element common to things which 
have exchange value is the labor contained in them. This contention led 
him to say that articles of wealth which have not been produced by human 
labor have hut not exchange value. However, as we know, 

natural resources which are in no sense the product of human labor have 
exchange value just as truly as have the econonaic goods produced by 
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human labor.. Marx never demonstrated that the value of a commodity 
depends upon the amount of labor contained in it. He merely attempted 
to show that there could be no other element common to different com- 
modities—and this is by no means the same thing. Marx also overlooked 
the element of utility in connection with exchange value. His analysis of 
value was incomplete in that it approached the question of value entirely 
from the side of supply. For it should be clear that utility is an element 
common to all goods which have exchange value, and an element which 
plays an important r61e in the actual pricing of commodities in our 
economic system. 

The theory of surplus value, also, has fared badly since Marx’s time. 
In explaining surplus value, Marx divided capital into two parts. He 
said that constant capital (which we would today call fixed capital) con- 
sists of such things as machinery and buildings, and is not a source of 
gain to the capitalist, since this capital merely reproduces itself in the 
value of the things produced. He regarded variable capital, used to pay 
wages, as the source of the surplus value and the gain of the capitalists. 
But if, as Marx thought, all gain to the capitalists comes from variable 
capital and not from constant capital, it is difficult to understand why 
capitalists should introduce machinery into their industries or make use 
of increasing amounts of fixed capital. For the greater the quantity of 
fixed capital goods used, the less would be the gains in the form of fur- 
ther surplus value. The rate of gain to capitalists would be highest in 
industries using much labor and little fixed capital, and lowest in indus- 
tries using little labor and much capital; and yet Marx’s predictien of 
revolution was based upon the growth of a great army of unemployed 
labor, which supposedly was to result from an increasing use of labor- 
saving machinery. 

In describing the return received by the capitalists as a surplus value 
filched from the laborers, Marx overlooked the element of time and the 
important function of waiting performed by those who save and thus 
make possible the formation of capital. He also largely disregarded the 
important administrative and managerial functions which are often per- 
formed by capitalists. Finally^ he failed to explain why the capitalists, 
under competition—since they were making a large gain from each worker 
used— did not bid against one another in the attempt to hire more of these 
profitable laborers until they reached the point at which the contribution 
of the marginal worker to production equaled, and only just equaled; the 
wages which had to be paid to get his services. 

It would seem that Marx was not ail especially good prophet, if we may 
judge by subsequent events. The population has not become divided into 
two distinct classes, bourgeoisie and proletai^iat. Instead, a large middle 
class has continued to exist, and there are surveys which show that most 
individuals, whether relatively well-to-do or poor, consider themselves 
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members of the middle class. Under the development of the corporation 
and industrial combinations, there has been a considerable concentration 
of capital, but the concentration of control over capital has been more 
pronounced than that concentration of ownership which was so prom- 
rnent in the Marxian analysis. 

The lot of the workers has not been one of increasing degradation, 
misery, and squalor, in an absolute sense, since Marx’s time. It is true, 
of course, that for some years following the Industrial Revolution the 
trend in the condition of the working class seemed to be in that direc- 
tion; but labor organization and governmental intervention in the form 
of labor legislation and social insurance— measures in wdiich Marx had no 
faith— have helped to reverse this trend. However, it is possible to argue 
that workers have become relatively w^orse off, and that the disparity 
between rich and poor has increased since Marx’s time. For some years 
we have had a reserve of idle labor and this reserve has been large in 
times of severe depression, but it has hardly reached the proportions 
predicted by Marx. 

Business depressions have probably increased in severity, in the absolute 
sense, as our economic system has become more extensive and more com- 
plex, but it is not clear that they have become relatively more severe. 
Finally, the time when all material means of production will be owned 
by a few, and the militant masses of the population (the proletariat) will 
rise up in their might and destroy these few capitalists, does not indeed 
appear to be imminent.^ 

THE ELEMENTS OF SOCIALISM AND COMMUNISM 

Having described briefly the indictment which collectivists bring against 
the capitalistic system and their basis for hoping that it wdll be replaced 
by a different type of economic order, we now turn to a consideration of 
the characteristic features of socialism and communism. The terms “social- 
ism” and ‘"socialistic,” like the word “inflation,” are very loosely used in 
everyday conversation. Some people regard as socialistic every extension 
of governmental functions, even though the new functions are calculated 
to uphold and strengthen the existing order and thus lessen the proba- 
bility of the adoption of a different type of system. Some, indeed, are 
inclined to view as socialistic any governmental activity, old or new, which 
apparently does not serve their own particular interests, and to stamp as a 
socialist any person whose views on economic matters differ from their 
own. The term socialism, to us, means an economic system in which the 

2 For a brief but searching analysis and criticism of the doctrines of Karl Marx, the 
student may well read Alexander Gray, The Developpient of Economic Doctrine, New 
York, Longmans, Green & Company, 1931, pp. 293-329. This work has been helpful 
in the preparation, of this brief summary of the theories of Marx. 
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material (that is, non-human) means o£ production are owned and man- 
aged by society. Communism includes all of this and a good deal more. 
For under communism consumers’ goods would be collectively owned and 
arbitrarily distributed among the populace, in addition to land and capital 
being owned and operated collectively. 

The Collective Ownership of Land and Capital. Under both socialism 
and communism, then, the material means of production— that is, land 
and capital — would in general be owned by society and not by private 
individuals. But this does not necessarily mean that all land and capital 
would be owned by society. Individuals might be allowed to own plots of 
land as home sites, and even to own the land and capital needed in the 
operation of small business enterprises, such as shoe-repair shops and 
corner stores. Some socialists question that it would be wise for society to 
try to own and operate the land and capital used in agriculture, which is 
so largely a decentralized industry. Individuals would certainly be allowed 
to own such goods as lawn mowers and washing machines with which to 
perform services for themselves; and it would be exceedingly difficult to 
prevent people from performing similar services for others for pay, or from 
hiring these goods to others on a rental basis. An insistence on the com- 
plete and absolute ownership of land and capital by society would prob- 
ably weaken, rather than strengthen, the socialist position. However, the 
essential fact remains that, under socialism, the land and capital used in 
all major industries, with the possible exception of agriculture, would be 
owned by society, and private individuals would no longer receive rent and 
interest for the use of these productive agents. 

Opinions differ as to the method by which land and capital would be 
brought under the ownership of society. It is sometimes suggested that 
the present owners should be expropriated by violence and revolution. 
In general, it is probable that communists incline more strongly toward 
this point of view than do socialists. Many people realize, however, that 
such measures, while they might bring quick and thorough results, are 
subject to grave dangers. They are likely to repel all who are motivated 
by humanitarianism. Moreover, to cut down ruthlessly the present owners 
of land and capital would deprive society of some of its most capable 
executives and administrators. And if revolution were attempted but 
failed, society might well swing to the opposite extreme so that collectivism 
would be impossible for many years to come; but a failure to achieve col- 
lectivism by democratic processes at any one time might be followed by 
success a little later. Finally, if revolution resulted in a stoppage or break- 
down of economic activities for any considerable period of time, an 
indescribable amount of suffering and loss of life would alnlost certainly 
result. 

For these and other reasons, it seems that socialism, if it is to come, 
should await the time when a sufficient number of citizens appreciate its 
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merits so that it can be voted into existence. But, in any event, if the 
land and capital are to be acquired by society, there will remain the ques- 
tion of whether confiscation or purchase is the better method of procedure. 
In general, purchase appears to be sounder than confiscation. Of course, 
the compensation of present owners would perpetuate, for a time, the great 
inequalities in wealth and income to which socialists object so strenuously. 
However, since the lump sums or annuities which might be granted to the 
present owners would not be transferable to their heirs, this problem 
would be a temporary one. 

The Collective Management of Land and Capital. Opinions differ, 
also, as to the best way to manage the socially owned industries. Some 
collectivists think that the central government should assume direct 
responsibility for the management and operation of all of the socialized 
industries. Others hold that management should be vested in trade unions, 
syndicates, or even in modern replicas of the medieval guilds. In any 
case, the central government would have to supervise in general the opera- 
tion of the entire economic system, for there are some functions which 
could hardly be performed by any agency other than the central govern- 
ment. 

Such duties would probably be performed by a governmental com- 
mission, or commissions. It would be necessary for the central agency 
to collect and study a great mass of statistical information relating to 
natural resources and other factors of production, to the wants of con- 
sumers for different kinds of economic goods, and to the extent to which 
these wants are currently being satisfied. This agency would have to make 
decisions, based upon the expressed will of the people, as to which 
industries should continue to operate and which, if any, should pass out 
of existence. It would have to decide how much of each industry’s prod- 
uct should be made in each period, and coordinate the production of the 
different industries of the country so that the national income as a whole 
would meet the needs of this socialized people. 

The Distribution of Income. An important problem under socialism 
of Gommunisni, as under capitalism, would be the distribution of the 
national income. Should economic goods be distributed directly among 
the citizens of should the members of society be given money incomes 
with which to buy such goods as are available? The Gommunists believe 
in the collective ownership of consumers’ goods, as well as capital and 
lahdi and would have these goods distributed directly among the people. 
Socialists, on the other hand, are more kindly disposed toward the use of 
money and the exercise of choice on the part of consumers. 

Ghee the of distribution has been decided, it becomes neces- 

sary to formulate a principle ol distribution. Shall the national income be 
divided equally among the income-receiving citizens or shall there be 
differences in incomes, and if there are to be differences upon what basis 
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shall the differentiation be made and to what extent? Some socialists 
contend that all should share alike, although it is not always clear 
whether this means an equal share for every man, woman, and child or 
equal shares as between families. Sharing equally would probably mean, to 
these socialists, the equal sharing of money income, while real income 
would vary in composition from one individual or family to another. 
Many socialists recognize the difficulties of getting people to work hard, 
or to take the more responsible and important positions in our economic 
system, if all persons are to have equal incomes; and consequently they 
advocate that there be some variations in income as between individuals, 
based upon differences in ability, or efficiency, or both. However, most 
communists, and some socialists, hold out for an entirely different principle 
of distribution, urging that individuals should contribute to production 
on the basis of their ability and receive income on the basis of their 
needs. This might mean that those who contributed most heavily to 
production would draw the smallest incomes because their needs were 
slight. In general, we may consider the principles of equal distribution 
and of distribution according to needs, as ideals rather than practical 
proposals. In practice, a collectivistic economic system would probably 
have to tolerate an unequal distribution of income based upon the pro- 
ductivity of its citizens. 

One thing seems certain, however. The degree of economic inequality 
which would exist would be very small as compared with that which we 
have today. Since society would own the land and capital, private indi- 
viduals would not receive, under socialism or communism, any incomes 
from rent and interest. Of course, different pieces of land would vary in 
productivity under collectivism as under capitalism, but the fruits of 
these variations in productivity would be spread over society as a whole, 
whereas now they go to a relatively small group of landowners. Similarly, 
a collectivist society could not do without capital goods, but these goods 
would be furnished by society as a whole and the rewards for saving 
and waiting would be reaped by society as a whole. Since industries would 
be run by society, the enterprisers and managers would be servants of the 
state and would be paid a stipulated wage; they would not, of course, 
receive any income in the form of profits as at present. All income would 
be distributed in the form of wages, except that provision would have 
to be made, in some way or other, for those who were unable to con- 
tribute to production. While differences in income would probably be 
permitted on the basis of efficiency and ability, we may be quite sure 
that even the most important executives and managers would not draw 
incomes of $100,000 to $1,000,000 a year as some do at the present time. 
But wages m general would, under socialism or communism, be consider- 
ably higher than at the present time; for every worker would have in- 
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eluded in his wage his share of social rent and interest, in addition to 
the payment made for his labor. 

Saving and Capital Formation. While socialism or coininiinism would 
eliminate most competition, as we now know it, and would greatly limit 
the institution of private property, w’-e must not assume that either form of 
collectivism would turn its back upon all features of a modern capitalistic 
economic system. Production would doubtless continue to be roundabout, 
large scale, and specialized in character, and would require large and in- 
creasing amounts of capital. Since collectivists frown on the receipt of 
interest by private individuals, the question may be asked as to how the 
necessary capital would be provided. 

Capital formation, it will be recalled, depends upon saving. Under our 
present system, certain individuals must refrain from consuming to some 
extent, and must, in effect, elect to buy capital goods instead of con- 
sumers’ goods with a part of their money incomes, if capital formation 
is to take place. In other words, in any society, the cost of obtaining 
capital goods, which will help to create a more abundant life in the 
future, is found in the necessity of getting along with a smaller quantity 
of consumable products at present than could have been obtained if the 
creation of capital goods had not been undertaken. In a coliectivistic 
society, decisions as to how much to save would not be left, as at present, 
to private individuals motivated by the prospect of interest. Instead, 
the central authority would decide how much should be saved, and would 
carry out its decision by directing the use of a certain part of society’s 
land and capital in the production of capital goods rather than con- 
sumers’ goods. In this way, ail the people would help to bear the cost 
of providing capital goods by having to put up with smaller real incomes 
currently than they would otherwise have received; and later on, when 
society’s productivity had been enhanced by the use of this capital, pre- 
sumably all would share in the greater national income. 

Money and the Price System. Another pertinent question has to do 
with the extent to which a socialistic or communistic economic system 
would make use of money and the price system. Under communism it 
may be assumed that money and prices would not be used. Consumers’ 
goods, when produced, would belong to society, as well as land and 
capital, and the consumers’ goods would be distributed directly among 
the people in some arbitrary fashion, so that money and prices would not 
be needed. Labor would have to be directed arbitrarily into the proper 
occupations, unless we may assume that the better nature of men would 
cause them, under communism, to select the occupations in which they 
would be most useful to society. Sinailarly, society as a whole, through its 
representatives directing the system, would have to decide what goods 
should be produced, and in what quantities. 

While some socialists have favored the use of labor certificates or 
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similar substitutes for money, most socialists are at present resigned 
to the use of money and to some dependence upon prices. For one 
thing, prices would probably be used under socialism to direct the labor 
supply into the desired occupations. Land and capital, being owned by 
society, could be arbitrarily distributed among different industries and 
occupations wdthout any great harm being done. The' labor supply, how- 
ever, is made up of human beings who have home ties and other associa- 
tions which w^'Quld make it undesirable for the central authority to shunt 
them from one occupation to another and from one part of the country 
to another in an arbitrary fashion. Consequently, socialism would prob- 
ably rely upon differential wages, as far as possible, to get labor to move 
from one industry to another and from one locality to another in order 
to keep the labor supply distributed in accordance with the changing 
needs of society. Thus, if more workers were needed in baking bread and 
fewer in producing motion pictures, the wages of bakers would be raised 
and those of motion picture workers lowered, until workers had shifted 
from one occupation to the other in desired numbers, or at least trained 
their children to become bakers rather than actors, directors, or cinema- 
tographers. 

A socialistic system would probably also depend upon prices, to a con- 
siderable extent, to get the products of industry rationed among the 
people as consumers. The use of prices is probably the best way to 
allow consumers to choose what they will consume and to permit a varia- 
tion in the composition of real income as between individuals. Since 
society would control both the total amount of money to be given to 
citizens and the prices at which products would sell, it should be quite 
possible to distribute the output of industry among the people while 
giving them considerable freedom of choice. The total amount of want 
satisfaction derived from the national income would probably be much 
greater, with the use of prices and the exercise of freedom of choice, 
than it would be if goods were rationed directly to the consumers in 
certain fixed quantities. 

However, a socialistic system would rely less extensively than a capitalis- 
tic system upon prices. We have already seen that socialism would not 
depend upon prices to govern the total amount of saving and investment, 
or the distribution of land and capital goods among the several indus- 
tries. Moreover, it would not allow prices to determine what to produce 
and in what quantities. The fundamental relationship now existing be- 
tween prices and costs of production, under competitive conditions, would 
largely disappear under socialism. Since land and capital would be owned 
by society, any charges made to industries for the use of these agents would 
be purely arbitrary. Wages would be determined by the central authority 
as would also the prices of finished products. Under these conditions. 
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there would be no necessary relationship between prices and costs of 
production. 

Let us suppose, for example, that an article produced under socialism 
did not, at a price equal to “cost of production,’' sell in. the quantity 
in which it was being produced. Under capitalism this situation would 
be expected to lead eventually to a restriction of the productive capacity 
of the industry and a consequent reduction of output. Under socialism 
the output might be maintained or even increased if the central authority 
thought the commodity should be widely consumed by the people. Any 
“loss” on this article could be covered by selling other, less essential 
goods at prices higher than their alleged cost of production. Similarly, 
the ability to charge a price higher than cost of production for an article 
provides, under capitalism, an incentive to increase productive capacity 
and output but this would not be true under socialism. Capacity and 
output would be expanded only if this course of action appeared socially 
desirable for other reasons. Prices and costs under socialism would be used 
merely as bookkeeping devices to aid in planning production to meet the 
needs of the people, and in checking up on the degree of efficiency with 
which plans were carried out. They would be purely arbitrary amounts, 
as determined by the central authority. The price system, thus adminis- 
tered by the peoples’ representatives, would be the servant of society 
and not its master. 

POSSIBLE ACCOMPLISHMENTS OF COLLECTIVISM 

The Wastes of Competition. Such are the features which would prob- 
ably characterize a collectivistic economic system. We must now attempt 
to see what gains the collectivists feel would be realized in the way of 
increasing human welfare, through the adoption of collectivism. In the 
first place, collectivists are convinced that a system of this kind would 
eliminate most of the wastes of competition. Since production would be 
socially controlled, there would be little danger of competitive duplica- 
tion of productive facilities and human efforts such as mark capitalistic 
economic systems. Every industry would be organized into productive 
units of the most efficient size, and no more units would be set up than 
were needed to turn out the socially desirable amount of goods. Adver- 
tising, if it existed at all, would be used for strictly educational and 
instructive ends. With production organized for use and not for profit, 
there would be little danger that productive agents would be used to 
make trivial goods so long as important human wants remained unsatisfied, 
or that industries which produced useless or liarmful goods would be 
tolerated. Since production would be organized with the iriterests of 
society at heart, collectivists beheve that huxnaB wants as a whole would 
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stand a much better chance of being completely satisfied under collectivism 
than under capitalism. 

Individual and Social Interests. We have already said that, in a capital- 
istic system, the interests of individual enterprisers often lead to the limita- 
tion of certain types of goods, while the best interests of society as a whole 
require these goods in abundance. This conflict of interests, collectivists 
say, would be eliminated under collectivism. Those who managed and 
directed the affairs of industry, being merely employees of society and 
unable to make profits for themselves under any circumstances, would 
have no incentive to restrict production in any industry. Their interests, 
like those of society, would be best served by producing in abundance. 
Moreover, it is said, collectivism would provide a remedy for the present 
practice of delaying the introduction of new inventions, in the interest of 
large profits, and consequently the best equipment and methods would 
be promptly available for all productive units. 

It is argued, also, that the ordinary workers in industry would be 
more efficient under collectivism. Since they would be working for society 
instead of profit-seeking private enterprisers, they could count on getting 
their full share of the national income. As a result, labor unrest, strikes, 
boycotts, and other types of labor troubles should disappear. And since 
there would be work for all, and no fear of unemployment, there would 
be no incentive for v^orkers to “soldier on the job'’ to make their jobs 
last, or to oppose the introduction of scientific methods, improved ma- 
chinery, and labor-saving devices. By removing the greater part of the 
present conflict between individual and social interests, it is held, col- 
lectivism would contribute greatly to the efficiency of production. 

The Elimination of Business Depressions. Under either socialism or 
communism, it is said that business depressions would be unknown. The 
supply of purchasing power under socialism would be completely con- 
trolled by the central government and would never be allowed to operate, 
as it sometimes does under capitalism, as a force making for business 
booms and depressions. Production would no longer be planless and 
chaotic, because decisions as to what and how much should be produced 
would no longer be left to thousands of independent and uncoordinated 
individuals as under capitalism. Final decisions of these kinds would be 
made by the central authority, and misdirected production would not 
6ccur unless the central agency made mistakes in gauging the desires 
of consumers or were unable to meet these desires. Since production under 
colieGtivlsm would still be rdundabout in character and would still be 
undertaken for a future market^ it would be quite possible for ihis- 
directed production to occur. However, with the selling prices of products 
completely under control of the central authority, it would be possible to 
induce consumers to take an unusually large output of some good off 
the market by lowering the price sufficiently or to restrict the consumption 
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of another good, limited in quantity, by raising the price. Since costs 
and prices would mean little in such a system, misdirected production, 
when it occurred, would not be a force making for economic depression. 

Moreover, under collectivism there would never be an incentive to 
close down an industry or to reduce its output, unless the desires of* con- 
sumers for its products were completely or very nearly satisfied. In other 
words, the time would never come under collectivism, as it does under 
capitalism, when business uncertainties could cause managers to dis- 
charge workers or put them on part time, to reduce purchases of mate- 
rials and supplies, and to take the other steps which today lead to the 
vicious downward spiral of depression. Business managers, under col- 
lectivism, would be working for society, would not receive profits in any 
event, and would never reduce production unless instructed to do so. 
Thus, it is claimed, business depressions would under collectivism be only 
a bitter memory. 

The Employment of Labor. It is contended that under collectivism 
there would always be employment for all persons able to work, while 
generous provision would be made for those unfortunate individuals 
who were unable to contribute to production. In fact, ail who were able 
to work would be required to do so in order to receive any income. Under 
capitalism, the ability of workers to find employment depends upon 
whether those persons who control land and capital can make a profit 
by using the workers. Under collectivism, with land and capital owned by 
society, workers could always be used with profit to society so long as 
human wants were not completely satisfied. The cost of putting laborers 
to work in a given line of production is, from the social point of view, 
only the necessity of providing them with land and capital which could 
otherwise be used to produce other goods. In short, the only costs would 
be opportunity costs, and there would be plenty of employment for labor 
as a whole. And if society ever managed to produce more than enough 
goods to satisfy the wants of consumers, it would reduce hours of work for 
all citizens and allow all to enjoy more leisure time. There would still 
be employment for all. 

Saving and Investment. Finally, it is contended that the twin processes 
of saving and investment would be much better coordinated under col- 
lectivism than under capitalism. Under the latter system, people often 
desire more funds for investment in industry than are currently being 
saved, so that the banks have to create extra purchasing power for invest- 
ment purposes. At other times, savings pile up in our financial institu- 
tions and cannot find profitable investment. These evils, it is claimed, 
result from leaving these processes in the control of private individuals 
who react to price considerations. The processes not only are carried on 
wastefully, but they have important repercussions in connection with busi- 
ness cycles. Under collectivism, saving and capital formation would mean 
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merely that society would choose to direct a part of its productive 
resources into making capital goods rather than consumers’ goods. Society 
would not be so silly as to deprive the people o£ consumers’ goods at a 
given ' time unless there were a real need for further supplies of capital 
goods; and, on the other hand, society could always withhold from its 
citizens enough consumers’ goods to make possible the creation of any 
required amount of capital goods, however large. Thus, saving and in- 
vestment would really be a single process under collectivism. 

CRITICISMS OF COLLECTIVISM 

In considering the possible failures and weaknesses of collectivism, we 
turn first to the question of production on the basis of economic planning. 
Since the productive system under collectivism would make use of many 
capitalistic productive methods and principles, the basic issue in produc- 
tion concerns the probable effectiveness of planjied control over production 
as compared with control by the market and price mechanism. In this con- 
nection, we are concerned with two matters: (1) the extent to which the 
results of planned production, if these results were attained, would meet 
the basic needs and desires of the people, and (2) the extent to which 
collectivism might be able to carry through successfully the program 
set up by the planning agency. 

Difficulties of Economic Planning. On the first of these points, we 
cannot freely accept the conclusion of collectivists that planned productive 
results could scarcely be worse than those of unplanned capitalistic pro- 
duction. It is true, as we have suggested, that planned production would 
have some advantages over capitalistic production, but these do not in- 
clude a guaranty that the results of economic planning, even if fully 
achieved, would be perfectly adapted to the basic needs and desires of the 
people— for planned production would have some difficulties which are 
distinctly its own. Under collectivism, many important economic decisions 
—such as the kinds and quantities of goods to be produced, the distribution 
of existing productive agents among industries and enterprises, and the 
sound allocation of productive resources in satisfactorily meeting the 
needs for present consumption and yet providing adequately for capital 
formation— must be made by the economic planners. These planners could 
not, of course, rely on the customary capitalistic guides of prices and costs 
in making these decisions; for prices and costs, if they existed at all, would 
not under collectivism be determined in a free market, but would have 
to be determined by a few planners and not by thousands or millions of 
persons bargaining independently as is normally the case in a capitalistic 
: ^'Society. 

Under these conditions, the important economic decisions would be 
made arbitrarily rather th.^.n rationally, in that they could not be based 
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on prices an4 costs as independent data. If the government (representing 
the people as a whole) is the sole owner and demander of productive 
wealth, there can be no real price determination for land and capital, 
hence no rational computation of costs, and therefore no rational alloca- 
tion of these productive agents to the various industries of the economy. 
Furthermore, if the managers of collectivistic industries have no great 
discretionary powers and little financial responsibility in connection with 
production, rational risk-bearing by these managers is out oi the question. 

Arbitrary decision-making by the economic planners would be a con- 
siderable obstacle to the adaptation of production to basic human needs 
and desires. The planners would know, of course, that a large amount of 
a good is usually preferable to a small amount, but, having decided to 
produce a given quantity of a good by using given cjuantities of the pro- 
ductive agents, they could not be sure that this quantity of the good rvould 
give more satisfaction, in relation to its cost, than would the cjuantity of 
some other goods which could have been produced with the same amounts 
of the same agents of production. As the result of planning, a given 
quantity of a good would be produced and offered for sale at a given price, 
and the planners would observe that the consumers either did or did not 
eagerly purchase and consume it. But this knowledge would not be very 
helpful, since the demand for a particular good at a particular price, when 
other goods were not available or were available only in small quantities 
at high prices, would be quite different from the demand for this good 
when other goods were available in large quantities at low prices. 

Again, if the planners had the choice of ordering the production of an 
economic good by either of tw^o methods, each of which required a dif- 
ferent combination of the agents of production, they could never be sure 
which method should be used. They might know and decide to adopt 
the method which produced the greater quantity of product, but they 
could not be certain that this method w^as actually superior on the basis 
of costs. Or if the planners were faced with the choice of two methods of 
producing a given good and knew that one method would produce a 
given amount of it after six months of preparation, whereas the other 
method would turn out a larger quantity after three years, the planners 
would be unable to make a completely rational choice between these 
alternatives in the absence of a market-determined rate of interest. They 
would certainly be expected to take the time factor into consideration, but 
again they could never be sure of the quality of their decision. In similar 
fashion, they could observe whether the people as consumers registered 
satisfaction or dissatisfaction over the planned decisions with respect to 
saving and capital formation, with the resultant limitations on currently 
available consumers’ goods, but they could never be sure just how good or 
bad their decisions had been on the basis of the time-preferences of the 
individual people/ 
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These considerations seem to indicate that, even in the absence of 
certain capitalistic shortcomings in the field of production, there would 
be ample opportunity for the total results of planned production to fall 
short’ of perfection in the matter of adaptation to human needs and desires. 
Nor is this the whole story, for we have thus far been assuming (1) that 
the planners ax'e men of good will who struggle manfully to fulfill the 
desires of the people, and (2) that the total productive results attained 
are actually those which were planned. If the planners were proud in 
their wisdom and decided that they knew what the people wanted, or 
should have, better than the people themselves knew, the results of 
planned production might be most unsatisfactory to the people. Such 
dereliction from duty on the part of the planners would presumably be 
short-lived if the government of the collectivistic system were truly demo- 
cratic, for the planners could then be removed from office at reasonable 
intervals if the people were dissatisfied with the results that w^ere being 
produced. However, if the government turned out to be a dictatorship, so 
that the planners were safe in their jobs as long as they pleased the 
dictator or a small group of leaders, the total results of planned produc- 
tion might be far worse, from the point of view" of the needs and desires 
of the people, than those which are experienced in our capitalistic system. 
Thus, the question of democracy in a collectivist government is a very 
important one in connection with evaluating the probable results of 
planned production. 

Difficulties in the Execution of Plans. Whether or not the economic 
planners wei'e responsive to the will of the people, it could scarcely be 
expected that the actual results of planned production would be pre- 
cisely those which had been planned. Even if the technical efficiency of 
governmental enterprises under collectivism could be maintained at a 
reasonably high level, the fact remains that some matters could not be 
controlled by economic planning. Even under economic planning, many 
phases of production would be subject to the influence of uncontrollable 
natural phenomena. For example, unusually favorable or unfavorable 
weather conditions w^'Quld greatly affect the yield of certain crops, and 
indirectly the output of industries which were dependent on these crops 
for their supply of raw materials. Wars, or even changes in the outlook 
for peace, might cause actual production to vary significantly from the 
original planned estimates; and much the same thing would be true of 
technological improvements if they were introduced into industry about 
as fast as they were developed or discovered. 

Moreover^ it is not certain that the technical efficiency of production 
could be maintained at a high level under collectivism. The economic 
plans would have to predict the activities of millions of human beings, 
and the planners could never be confident that these people would 
behave exactly as they were expected to behave in various situations. If 
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the collectivistic system proved unable to furnish adequate incentives to 
individuals,, the technical efficiency of productive activities might be 
seriously impaired. In summary, it does not seem possible to predict with 
great accuracy just how well the total results of planned production would 
compare with those of our capitalistic system. Certainly it is difficult to 
see that there is any great assured advantage for socialism in this respect. 

The Distribution of Income. In spite of the communistic ideal of 
distributing income on the basis of needs, we have seen that the probable 
distribution of income under collectivism would feature moderate dif- 
ferentials between individuals on the basis of productivity. However, 
since individuals would no longer receive income from the ownership of 
land and capital, unearned incomes in general would be eliminated, and 
differences in income as between individuals would be very small in com- 
parison with those which exist in our capitalistic system. These results, 
in and of themselves, would probably be approved by a rather large 
number of people. 

The chief problem in connection with collectivistic distribution of 
income is whether the proposed moderate differentials in income would 
be consistent with the collectivists’ desire to maintain and expand the 
total national income. That is to say, would the small differences in 
income which collectivism contemplates provide adequate incentives for 
all? If individuals under collectivism lacked incentive to work efficiently, 
to manage enterprises and industries efficiently, and to invent, contrive, 
and improve machines and methods of production, the total national 
income might fall well below that which is produced under capitalism. 
It is obvious that, if the total national income were too small, it could 
be divided ever so fairly and yet fail to provide a high level of economic 
welfare for the people. 

With wages for ordinary grades of labor paid largely on a piecework 
basis, it is possible that differences in wages at the lower end of the col- 
iectivistic income scale would be about as adequate as they ai"e under 
capitalism in providing incentives for ordinary workers. It is far less 
certain that the modest “upper-bracket” wages proposed by collectivists 
would be sufficiently high to induce managers and directors of large-scale 
governmental enterprises, inventors and research specialists, and high- 
grade professional workers to exert their best efforts. The collectivists 
obviously think that moderately high wages for such persons would work 
out satisfactorily, but this is a matter that can actually be determined 
only by experience. 

The collectivists contend that individuals, regardless of the difficulty 
and responsibility of their work, would not object to being only moderately 
well off if there were no extremely rich people with whom they could 
compare themselves unfavorably. Collectivists do not expect individuals 
who were accustomed to receiving large incomes under capitalism ever to 
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be fully satisfied with the smaller economic rewards allotted for the same 
work under' collectivism. But they say that as soon as a new generation 
has come along, composed of individuals who know nothing about the 
large income differentials which formerly prevailed under capitalism, 
people would wmrk just as hard and efficiently for the small income 
differentials of collectivism as under any other system of rewards. How- 
ever, these arguments are far from convincing. 

In any case, the collectivists do not intend to rely entirely upon dif- 
ferences in wages to provide incentives to work. They intend to minimize 
the importance of economic motivation, while developing other types of 
incentives extensively. Among the motivating forces which would be 
emphasized are power, prestige, public honors and acclaim, pride in work, 
the joy of creation, extensive opportunities for education and training, 
jobs well fitted to individual abilities, pleasant and interesting work in 
advanced positions, the filling of advanced positions on a merit basis, 
relief from the dangers of social insecurity and unemployment, idealism, 
altruism, devotion to the cause, and ultimate compulsion and penalties. 

Just how well this system of moderate differences in wages, combined 
with a host of other incentives, would work out in practice cannot be 
determined in advance. Fundamentally, the answer depends upon the 
question of whether people behave acquisitively under capitalism because 
selfishness and acquisitiveness are an inherent and unchanging part of 
their nature, or whether this behavior under capitalism is produced 
largely by environmental and institutional conditions peculiar to that 
system. While the final answer to this question will come only from 
experience in trying to run a collectivistic system, we incline to the view 
that such an economy might encounter serious problems in the field of 
incentives which would cause it to be torn between its desire for efficiency 
in production and its desire for equalitarianism. 

Economic Stability. There is little doubt that the planned economy 
of collectivism would have some advantages over our capitalistic system 
from the point of view of economic stability. It should be possible to 
keep a planned economy operating after a fashion without severe break- 
downs or depressions and unemployment. If the productive results which 
were planned could always be attained in practice, there would really be 
no problem of economic stability at all under socialism or conimunisni; 
but, as we have seen, there are factors which might cause the actual 
productive results to vary substantially from the results that were planned. 
Under these conditions, depressions and unemployment might be avoided, 
but the advantages of a collectivistic economy in this respect would not 
be nearly so great as they seem at first glance to be. 

Consider, for example, a simple possibility. In an economic plan, the 
production of coal, coke, and iron ore would have to be coordinated with 
that of steeb automobiles, tractors, and machinery; but in practice one of 
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the many things which might happen in any economy could keep the 
production of coal and iron ore from actually reaching anything like the 
planned estimates. What effect would this deviation from plan have on 
the steel industry, and other industries which require large quantities of 
steel? It seems clear that these industries, at least temporarily, would have 
some unused productive facilities and some unnecessary labor. But, say 
the socialists, these conditions will not be allowed to spread to other 
major industries, because any price adjustments that might be necessary 
will be made promptly and the purchasing power of workers in the steel 
industry and other industries using steel will be maintained. 

This sounds reassuring, but what could the planned economy do for 
these workers? It could spread the work in the steel industry, and in other 
industries which use steel, by shortening hours of work while maintaining 
wage payments— but something of this sort could be done even under 
capitalism. If, as seems more logical, some workers were temporarily dis' 
placed from the steel industry and steel-using industries, it is contended 
that there would be no unemployment which would contribute to de- 
pressed conditions in other industries because the planned economy 
would find other jobs for the workers. This it coidd do, because it would 
employ workers as long as their products were desired by consumers and 
not merely so long as it could make profits by using their labor. 

But how quickly could other jobs be found for these workers, and what 
kinds of jobs would they be? If the workers could not be placed in other 
jobs quickly, the demand for the products of other industries might 
suffer. Moreover, it might often be necessary to reemploy the workers in 
jobs in which they would turn out products that, although they would 
be taken off the market by consumers, could not be produced on the 
basis of prices and costs^ if these prices and costs were determined in a 
free market. Such submarginal jobs would prevent unemployment, and 
it would probably be better to have the workers employed in them than 
to have them unemployed; but the difference between giving the workers 
employment in submarginal jobs under collectivism and giving them 
employment in raking leaves, digging holes, and mending streets under 
the W.P.A. in our capitalistic system is not so very great. 

All this, of course, does not mean that a collectivistic economy would 
have no advantages over a capitalistic economy in the way of economic 
stability. Some factors which under capitalism are important in connec- 
tion wdth business depressions and unemployment (such as the overexpan- 
sion of bank credit and the tendency for competitive industries to over- 
shoot the mark with regard to total quantities of productive facilities) 
would be eliminated or controlled under collectivism. However, the fact 
remains that, until it is possible for planned productive results to be 
perfectly realized in practice, there are opportunities for grave maladjust- 
ments to occur under collectivism. And in the face of such maladjust- 
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ments it is entirely possible that a collectivistic economy would operate 
to conceal business depressions rather than to eliminate them. 

The Issue of Freedom. Finally, it is commonly urged that collectivism 
would be undesirable because it could succeed, if at all, only through 
regimentation and the subordination of the individual, In the fii'st place, 
there is a grave question whether economic planning is consistent with 
political democracy. Full-fledged economic planning seems to require that 
enormous powers for making and enforcing decisions be centralized in a 
relatively small group of economic planners near the top of the system. 
Under capitalism, it seems that government officials and agencies are 
seldom willing to relinquish powers which have once been granted to 
them, and persons in high governmental posts are usually loath to give 
up these positions unless and until compelled to do so by the workings 
of the electoral process. If human nature would not be profoundly changed 
under collectivism, there are grounds for believing that the plarmers 
might become convinced of their own omniscience as planners, and that 
they would plan above all to keep themselves in office as planners. 

Of course, the collectivists are not disposed to admit that this danger 
is serious. They seem to feel that human nature would be so thoroughly 
changed under their system that individuals who had been granted 
enormous powers as planners would cheerfully surrender these powers 
at the end of a short period of years, if their services as planners had not 
been satisfactory to the citizens. However, it seems to us that the psycho- 
logical atmosphere under economic planning might not be favorable for 
a prompt change of plans and the admission of errors in planning, if the 
change and admission were likely to cost the planners their jobs. Since 
errors would be made and plans would have to be changed from time to 
time, it seems likely that the planners would try to achieve monopoly 
powers over their jobs. While admitting that, in theory, economic plau' 
ning is compatible with democracy, we believe that there is a great danger 
that it would be associated with dictatorship in actual practice. And 
this, of course, would be quite enough to ruin the socialistic system from 
the point of view of those who believe in “government by consent of the 
governed.” 

From the economic point of view, the individual would not be free 
under collectivism to follow his self-interest in his own way. He could 
not establish an enterprise in a field of his own choosing, and decide how 
much or how little to produce, nor would he be allowed, as under capi- 
talism, to pile up wealth and dispose of it as he saw fit. Under collectivism 
the economic interests of society would be superior to those of individuals. 
It is better by far, say the exponents of individualism, to have liberty 
and possible poverty than to enjoy a more comfortable, assured income at 
the cost of one’s economic freedom. 

The collectivists admit that various economic rights exercised by the 
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individual under capitalistic institutions would be eliminated under col- 
lectivism. However, the collectivists contend that these rights—such as 
the right to found an enterprise, to own great wealth, or to receive a 
large income-— mean comparatively little to most individuals under capi- 
talism. The individual has these rights under capitalism from a legal 
point of view, but he is often economically unable to take advantage of 
them. Under collectivism, the individual would retain the rights which 
are most important to him under capitalism— the right to choose his own 
occupation out of the many that are available, and the right to spend his 
money income for any commodities and services which please him. 

But we may well ask whether freedom of occupational choice and con- 
sumption choice is compatible with economic planning. It is difficult to 
see how the individuals of any economic system could have complete 
freedom in both of these respects at the same time, except in that most 
improbable case in which the commodities and services which the in- 
dividuals in the system desired to consume were precisely those economic 
goods which the individuals as producers desired to turn out. In tlie more 
usual case, individuals as consumers will greatly desire some commodities 
or services whose production is most unpleasant, while some occupations 
which people would gladly follow as producers will result in the creation 
of commodities or services which the people as consumers do not greatly 
desire. Of course, a sort of adjustment of these conflicting interests is 
achieved under capitalism by means of the relative prices of various com- 
modities and services and the relative wages in various occupations, but 
the resulting ranges of products and of occupations are never those which 
the people would have freely chosen on a non-price basis. 

Under collectivism there is the added problem of relating both of these 
“freedoms’" to economic planning. What the socialists probably mean by 
freedom of consumption choice is that, though the total range of com- 
modities and services which it is deemed worth while to produce will be 
determined by economic planning, individual consumers will be given 
as much freedom as possible to spend their money incomes for any com- 
modities or services within this range. In like manner, the total range 
of occupations which it is considered necessary or desirable to carry on 
in the economy will be determined by economic planning, but the in- 
dividuals as workers will have a free choice among all the occupations 
within the socially approved range. Intelligent economic planning, then, 
will keep the total range of commodities and services and the total range 
of occupations consistent with each other. Outside of these planned ranges, 
there will be no freedom at ail. No individuals will be able to consume 
yachts or mink coats if these commodities are not included in the planned 
range of goods to be made avaiiaMe to the people, and the individual 
who wishes to be an adagio dancer or a magician will similarly be out 
of luck if such occupations have not been provided for in the economic 
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plan. Thus it would seem that the individuars occupational and con- 
sumption choices, while free within a certain range, would on the whole 
he considerably limited under collectivism. 

CONCLUSION 

In attempting to evaluate collectivism as a working economic system, 
we are faced with imposing lists of advantages and disadvantages, of 
assets and liabilities. An economic system which worked out exactly in 
accordance with the theory of collectivism might be regarded by many as 
better than our capitalistic order; but it is far from certain that the 
champions of theoretical collectivism would rate it so highly if they knew 
in advance how it would actually function. Though collectivism oflPers 
some sort of workable alternative to capitalism, the question of how well 
or how badly it would operate in the United States, as compared with 
our existing capitalistic system, simply cannot be answered unless we 
should sometime decide to try it out. We have already noted the growth 
of what has been called a **world trend” toward collectivism.^ However, 
there is no evidence that the people of the United States, as a whole or 
in substantial numbers, have any desire to give up capitalism for the 
thoroughgoing socialism of Soviet Russia or even the modified socialism 
of England, 

It seems clear that, in any attempt that might be made to persuade 
the people of this country to adopt collectivism in place of capitalism, 
the latter wmuld hold important advantages, among which are a long 
tradition of individualism and a generally high standard of living. A 
democratic society may be expected to choose for itself the form of eco- 
nomic organization which it regards as best. If, then, the supporters of 
our present system will undertake to see to it that capitalism is operated 
in such a way as to win and hold the respect and backing of the people 
as a whole— by providing equality of opportunity for all, and a large 
measure of the “good life” for the rank and file, in addition to exceptional 
rewards for individuals of unusual ability— capitalism should have no 
difficulty at all competing with collectivism or any other “ism.” It is hard 
to imagine a greater aid to the continuance of a given type of economic 
society than the conviction, on the part of its members, that it has more 
to offer than has any other system of economic organization.^ 

Capitalism in the United States in 1975 will doubtless differ consider- 
ably from the capitalism of 1925, but if American capitalism is prepared 
to remedy, from time to time, economic maladjustments of the kinds we 

^ “Our system of private enterprise is now being tested before the world. If we can 
prove that it is more productive and more stable, more generous and more just than 
any other economic system, we shall have won the test.” — President Harry S. Truman, 
addressing The Associated Press, April 21, 1947 (The Nem York Times ^ k^riX 22, 1947). 
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have been examining in this book—maladjiistments which, as we have 
repeatedly urged, can be corrected within the framework of a capitalistic 
economy--and thus make such modifications as a democratic people may 
demand because of economic changes that have taken place, we see no 
reason to fear for the survival of the American system of free enterprise. 
We can think of no surer safeguard against collectivism than a capitalism 
so productive and so fair that it commands the enthusiastic approval of 
the electorate. 


1. Why do collectivists think that the capitalistic type of economic system must 
be abandoned? 

2. List the characteristics of collectivism in general. 

3. On what grounds do collectivists condemn the capitalistic system of distribu- 
tion? 

4. What is meant by “the competitive wastes of capitalism”? Explain. 

5. Are periodic business depressions inevitable under capitalism? Why or why 
not? 

6. State briefly the nature of the major theories of Karl Marx. 

7. Are these theories generally accepted today? Explain. 

8. Distinguish briefly between socialism and communisni. 

9. Why do socialists and communists believe that land and capital should be 
owned by society? 

10. How would land and capital be brought under social control? 

11. What is meant by “the collective management of land and capital”? 

12. How would the national income be distributed under socialism? Under com- 
munism? Explain. 

IS. Compare saving and capital formation under socialism or communism, with 
the same processes under capitalism. 

14. To what extent would a socialistic economy make use of money and the price 
system? Why? 

15. Why might a collectivist society have less need for a price system than a 
capitalist society? 

16. Why is it claimed that collectivism would eliminate the competitive wastes 
of our present system? 

17. Could collectivism reconcile individual and social interests? Explain. 

18. Would business depressions occur under collectivism? Why? 

19. Why would collectivists expect to have a full employment of labor under 
their system? 

20. What problems would a collectivist economy encounter in trying to adjust 
planned productive results to the needs and desires of the citizens? Explain. 

21. Why is the question of democracy in government under collectivism a very 
important one in connection with evaluating the probable results of planned 
production? 

22. Could the actual results of planned production under collectivism be expected 
to be precisely those which were planned? Explain. 
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23. What is the leading problem in connection with the proposed distribution of 
income under collectivism? Explain. 

24. How well would you expect the collectivist system of moderate differences 
in wages combined with a host of other incentives to work out in practice? 

25. Would a collectivist economy probably operate to eliminate business depres- 
sions or only to conceal them? Why? 

26. Would collectivism in economic matters be compatible with democracy in gov- 
ernment? Explain. 

27. Do collectivists promise more than they can deliver when they say that, in 
their system, individuals will have freedom of both consumption and occupa- 
tional choice? Explain. 
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CHAPTER 50 



FOR TWENTY YEARS, SOVIET RUSSIA HAS AFFORDED AN INTERESTING AND 

important example of a nation operating as a planned economy. So long 
as no country actually attempted to operate on a socialistic basis, dis- 
cussions of the methods and possible achievements of a planned economy 
were highly theoretical. But Russia~or the Union of Soviet Socialist 
Republics, as it is now officially called— has provided a modern example 
of collectivism. With a land area of over 8,000,000 square miles and a 
population of 193,000,000 in 1940, Russia has undertaken to substitute 
a socialistic economy for the capitalistic economy of her past. Hence, the 
Soviet economy is deserving of careful study. 

Early Developments. Russia did not become a planned socialistic 
economy overnight. Soon after the capitalistic order was overturned by 
the revolution of 1917, an attempt was made to establish an economic 
system that would use none of the customary means of economic control. 
Money and prices were to be discarded. Consumers' desires were to be 
provided for through a system of rationing, and producers' needs by 
deliveries against special warrants. Nationali/.ed factories were to furnish 
supplies of the various kinds of economic goods, while the Supreme 
Economic Council estimated the kinds and quantities to be produced. 
Industrial conscription was to be employed, to a considerable extent, to 
insure that workers performed the proper tasks. Russia had never achieved 
great success as an industrial nation even prior to World War I, and under 
this unprecedented and untried type of economic system economic activity 
fell off to a small fraction of even its pre-war level. 

In 1921, a new economic policy was adopted which restored money, 
prices, and buying and selling activities, and economic planning was 
attempted on a modest scale. Production revived gradually under this 
new policy, and by 1927 it had about reached its pre-war level. At this 
time, the first Five-Year Plan was drawn up, providing for a comprehensive 
program of economic planning. This Plan was announced as *‘completecr’ 
early in 1932, after a little more than four years of operation. The U.S.S.R. 
(as the Soviet Republics are commonly called) completed its second Five- 
Year Plan by 1937, and the third of these Plans was scheduled for com- 
pletion in 1942, only to be rudely interrupted by the outbreak of the war 
with Germany in mid-1 941. No new Five-Year Plan was attempted while 
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World War II was in progress, but a fourth, to run from 1946 through 
1950, was announced early in 1946. Before describing economic activity 
as it is carried on in the U.S.S.R., it will be necessary to examine briefly the 
present government of the country. 

TFIE GOVERNMENT OF THE U.S.S.R. 

The Communist Party. Any account of the government of the U.S.S.R. 
which failed to describe the nature and importance of the Communist 
party would be incomplete indeed, for the government and the party are 
one and indivisible. The Communist party, in other words, has outright 
control of political and economic life in the U.S.S.R. Though the party 
contains only about 5,000,000 regular and probationary members, ^ or 
something over 2 per cent of the population, and though non-Communists 
are allowed to vote and are sometimes elected to political oflice, most of 
the important economic and political positions in the country are, in fact, 
held by party members, and the party formulates all of the important 
policies wdiich are carried out by the government. It is the only political 
party permitted to exist in Russia today. 

New party members are drawn almost entirely from the various youth 
organizations of the party, which include about 17 million members 
according to one estimate.^ These organizations are the Comsomol, or 
Young Communists, aged 15 to 26; the Young Pioneers, aged 11 to 15; 
and the Little Octobrists, aged 8 to 11. The party is highly organized, the 
organization progressing from factory, farm, village, and city units, through 
district and regional congresses, to the All-Union Communist Party 
Congress. The Congress elects a Central Executive Committee of 71 mem- 
bers, and it is largely in the committees of this Central Executive Com- 
mittee (the Organization Bureau, the Secretariat, the Central Control 
Commission, and especially the Political Bureau of 10 members) that the 
control of the party actually lies.^ Membership in the party is something 
of an achievement. A person is placed on probation for a period before 
being taken into regular membership, and the party has periodic ‘'purges’' 
which are intended to rid it of members who fail to live up to party 
standards. The party insists upon conformity to standards of personal 
conduct, as well as enthusiastic participation in party and civic activities, 
and enforces rigorous discipline within its ranks. 

The Governmental Orgamzadon. The government of the U.S.S.R. 
operates on the basis of a constitution which was ratified late in 1936. 
The legislative powers of the government are exercised by the Supreme 

^D. J. D^llin, The Real Soviet Rmsia, New Haven, Yale University Press, 1944, p. 
214. It is only fair to say that estimates of membership in the Communist party and 
its youth organizations vary widely from one source to another. 

-Communism in Jciion, 79th Congress, 2nd Session, House Document No. 754, 
Washington, Government Printing Office, 1946, pp. 95, 96. 
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Council, composed of two houses, the Council of the Union and the 
Council of Nationalities, each having about 600 members. The Council 
of the Union is elected by the citizens, on the basis of one deputy, or 
representative, for every 300,000 citizens. The Council of Nationalities 
includes twenty-five deputies from each Lbiion Republic, eleven from each 
Autonomous Republic, five from each Autonomous Province, and one 
from each National Region. All terms of office are four years in length, 
and the two legislative houses have equal rights. Laws are passed by a 
simple majority in each house, and each house elects a Chairman and 
two Vice-chairmen. 

The Supreme Council selects the Presidium, which is really a committee 
of the legislative body, and has 42 members. The Presidium has certain 
powers, such as the power to disband the Supreme Council in the event 
of permanent disagreement between the houses, to call new elections, to 
call the Supreme Council into session, and to exercise many of the legisla- 
tive functions of the Supreme Council when that body is not in session. 
The highest executive or administrative organization of the U.S.S.R. is 
the Council of Ministers, which is selected by the Supreme Council and 
is responsible to it. It is composed of a Chairman (Stalin), 8 Vice-chairmen, 
45 Ministers and 3 other officials.- The State Planning Commission, 
which is the chief agency for economic planning, is a Committee of the 
Council of Ministers. Justice is administered by the Supreme Court of the 
U.S.S.R., the Supreme Courts of the Republics and Autonomous Regions, 
and the People’s Courts. The several Supreme Courts are selected by the 
Supreme Councils of the U.S.S.R. and its constituent republics and regions, 
but the People’s Courts are elected by direct vote of the citizens in the 
various districts. Every Union Republic and Autonomous Republic has 
a governmental setup almost identical with that of the U.S.S.R. 

The government of the U.S.S.R. is federal in form, but power is con- 
centrated largely in the central government. The central government 
controls all external affairs of the country, including a monopoly of 
foreign trade, and internally controls the planning of the national economy, 
approves the budgets of all governmental units, administers banks and all 
productive or business establishments which are of All-Union importance, 
administers transportation and communication, controls money and credit 
and the use of land, provides a single national system of accounting, con- 
trols education and public health, and establishes principles of labor 
legislation and of legislation governing the judicial system and procedure. 
In recent times, moves have been made in the direction of giving greater 
powers than formerly to the lower units of government, but it remains 
to be seen whether real or merely paper changes will be the result. 

It is clear that, under the present government, the legislative, executive, 
and judicial powers of the government are exercised by separate organiza- 
tions, though the legislature is superior to the other two departments of 
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government ,in power and authority. Direct elections are substituted for 
the indirect elections which prevailed prior to 1936. Even members of the 
Supreme Council are elected directly, whereas the legislature in former 
times was several stages removed from the actual voters. Suffrage is uni- 
versal for persons 18 years of age and over, with the exception of the 
insane and persons deprived of electoral rights by court sentence. All 
classes of voters have equal rights of representation in the legislative 
bodies, and elections are by secret ballot. However, there is still much 
economic rather than geographical representation, for this principle is 
fundamental to the Russian system. 

Under the present constitution, equal rights are guaranteed to all 
citizens. All are granted freedom of speech, freedom of press, freedom of 
assembly and of holding mass meetings, freedom of street processions and 
demonstrations, and freedom of religious worship. Citizens are guaranteed 
inviolability with respect to their persons, homes, and correspondence. 
Going beyond the constitutional provisions of other countries, the Russian 
constitution guarantees the citizens employment and payment for their 
work in accordance with its quantity and quality, the right to rest and 
leisure, the right to maintenance in old age, sickness, and accidents, 
and the right to education. Women have equal rights with men in all 
spheres of life. 

The Dictatorship. In theory, then, the present Russian constitution 
and government appear most enlightened and democratic. In practice, 
the people of Soviet Russia live under a dictatorship, as they did before 
the present government was established. In theory any person, whether 
a member of the Communist party or not, may run for office. In practice, 
all candidates save one in each electoral district usually resign before an 
election is held, and the one remaining candidate is the fortunate in- 
dividual who is approved by the Communist party. In the first election 
under the present constitution, more than 100,000,000 voters, or almost 
97 per cent of those eligible, went to the polls, and all but 632,000 voted 
for the single candidates available in their districts. However, the Supreme 
Council elected in this manner contained 273 non-Communists. In the 
election of February, 1946, about 110,000,000 voters went to the polls and 
again showed startling unanimity in voting for the official candidates. The 
legislature usually votes unanimously for any party-sponsored projects 
which are placed before it. 

Political crimes are regarded as the most heinous offenses that can be 
committed in Soviet Russia, and the dreaded secret police work day and 
night to ferret out persons suspected of political crimes and subversive 
activities. Prior to 1941, when he chose himself as Minister of Defense 
and Chairman of the Council of Ministers, the Russian dictator, Stalin, 
did hot bother to hold any important official position in the government, 
but as General Secretary he ruled the Communist party which in turn 
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controlled the government. In short, as someone has said, the people of 
Russia “have absolute power provided they do as they are told by the 
leader through the instrumentality of the party.” 

THE PLANNING AND CONTROL OF INDUSTRY 

In considering the operation o£ Russia's economic life, we must bear in 
mind that Russia is under a socialistic system. That is to say, land and 
capital are socialized and are owned by society, the former entirely and the 
latter largely. Therefore, it falls to the lot of society, working through the 
established agencies of government, to plan and direct the use of these 
basic means of production. In noting how these plans are made and car- 
ried out, we shall consider agriculture separately, for the arrangements in 
agriculture are quite different from those in manufacture. 

Industrial Organization. Though there are some differences as be- 
tween industries in the field of manufacture, the general outlines of indus- 
trial organization are quite clear. The individual enterprises or factories, 
operated by governmental units or cooperative organizations, are formed 
into trusts or combinations, sometimes one trust to an industry but 
usually several. The trusts exercise a considerable measure of control over 
the factories, and for some purposes the trust, rather than the factory, 
is the industrial unit. For example, the trust controls raw material sup- 
plies for its factories and markets their output. The price paid for such 
output is determined for the trust as a whole, rather than for individual 
factories. The trust also appoints managers for the individual plants, ap- 
proves wage contracts, and requires the plants to use the most efficient 
methods available, interchange technological experiences, standardize their 
products, keep accounts and stocks of goods properly, and make full use 
of their resources. 

Over the individual plants and trusts in an industry, a higher organiza- 
tion called an administration is found in some eases. This agency super- 
vises the work of the subsidiary organizations and sees to it that the 
industry as a whole carries out its part in the general economic plan. 
Subject to the main economic plan, each administration supervises and 
controls the construction of new productive facilities, the use of the profits 
made by the trusts, and the accounting methods used by the lower or- 
ganizations, besides appointing boards of directors for the trusts, engaging 
in research work, training personnel, and levying fines and penalties on 
the lower organizations. In such cases, several industries and their adminis- 
trations are grouped under a Ministry, or department of government and 
economic activity, headed by a member of the Council of Ministers which 
we mentioned previously as the highest administrative agency of the gov- 
ernment. In other cases, the individual plants and trusts in an industry 
are responsible to departments, and these agencies in turn to a Ministry 
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which, in these cases, has charge of just one industry instead of a group 
of industries. 

The Method of Planning. The general objectives to be undertaken 
by the economic system are planned by the heads of the Communist 
party for several years at a time. Within the general outline of such 
objectives, Five-Year Plans (and subsidiary annual plans within the Five- 
Year Plans) must be drawn up in detail for the economy as a whole, and 
for each organization or unit within the system. When a new Five- 
Year Plan is to be constructed, the State Planning Commission, a sub- 
sidiary of the Council of Ministers, draws up a first draft on the basis of 
a mass of statistical evidence gathered for the Commission by several 
other agencies. The Plan is then broken up into parts, which are handed 
over to various subsidiary planning agencies connected with such func- 
tional units as Ministries, administrations, trusts, and factories, on the 
one hand, and such geographical units as republics, provinces, regions, and 
communities, on the other. 

The parts of the Plan are examined at each of these various functional 
and geographical levels, and criticisms, suggestions, and counter-proposals 
are offered, ostensibly for the guidance of the State Planning Commission. 
The parts of the Plan, together with the proposed changes, are reassembled 
in the hands of the Commission, which makes the final draft of the 
Five-Year Plan. After the final draft is approved by the officials of the 
Communist party and the Supreme Council, it is again divided up, and 
appropriate sections are sent back to the various functional and geo- 
graphical units, so that each may know exactly what is expected of it for 
that period. 

Since the State Planning Commission is composed of a President, a 
Board of eleven members, and a Council of about seventy persons selected 
from among the noted scientists, engineers, economists, and cultural lead- 
ers of the economy, and since it has a staff of several thousand tech- 
nicians, statisticians, and clerks, it is probable that the Commission itself 
does virtually all the planning under the Russian system. The complicated 
procedure used in formulating the Plans probably exists for the purpose 
of creating enthusiasm for planning, giving many citizens a feeling that 
they are participating in the management and direction of the economy, 
and occasionally getting various factories or trusts to undertake greater 
productive feats than the Commission would have required of them. The 
Plans themselves ai^e very bulky documents. The first Five Y^ear Plan 
totaled some 1600 finely printed pages, and the second totaled 1300 pages. 

Under the Russian planned economy, the activities of every industrial 
unit are obviously quite closely circumscribed. A plant is given a specified 
output to achieve, or to exceed if possible; it is told the amount and kinds 
of labor it may have and the wages to pay, the amount of working capital 
which it is granted or may borrow, what is to be done with this capital, 
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the amounts of materials and supplies it may have and at what prices, and 
the agency to which it is to sell its output and at what price. It is clear 
that the Idans are both physical and financial in character. From the 
physical point of view, they are a matter of so many units of output, so 
many workers of various kinds, and so much land and capital. Froiii the 
financial point of view, both selling prices and costs of production are 
predetermined for the several industrial units. 

It is something of a problem to set prices at which goods are to be sold 
to the governmental agencies which then proceed to distribute them to con- 
sumers. If the government should set any one price for all concerns making 
certain products, some concerns could make profits without striving greatly 
for efficiency, while others would be unable to cover costs no matter how 
hard they tried. On the other hand, to specify different prices for identical 
goods produced in different factories would lead to many complications. 
The problem has been solved by having every trust take over the output of 
its individual factories and sell it at one price established by a price-fixing 
commission. This price is supposed to be sufficient to cover the planned 
costs of the subsidiary factories as a whole and the costs of running the 
trust, and to provide also for the payment of the “turnover" tax from 
which the government derives a large part of its revenue. The trust then 
computes what part of the price must be turned over to the individual 
factories to cover the money costs which they must meet, and the remainder 
is retained by the trust itself. 

The Relation of Prices and Costs. We see, therefore, that money is 
used in the U.S.S.R., and prices and costs are expressed in terms of money, 
but the relationship between prices and costs in a capitalistic order like 
the United States of America is very different from their relationship in 
Russia. The prices that Russian productive establishments are allowed to 
charge are usually supposed to cover costs and yield a profit, given normal 
efficiency on the part of the productive units; but these prices are not neces- 
sarily the same as those charged to consumers. In some cases, the prices 
charged consumers are less than those received by the industries, so that 
the government is, in effect, subsidizing these particular industries. In 
other cases the reverse is true, and the government reaps a profit on its 
sale of certain goods to consumers. Of course, when profits are made under 
the Russian system, they do not go to private individuals as in this 
country. 

Another important point is that the relationship between costs and 
prices does not control production in the U.S.S.R. In our system, if the 
price at which a good can be sold to consumers is for a long time too 
low to cover costs of production, the quantity produced will be 
restricted; and the receipt of prices which are more than enough to 
cover costs of production will have the opposite effect. In Russia, 
however, production is controlled by the government and it may be 
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decided to .increase production in a non-profitable industry or to de- 
crease it in a profitable industry, if such measures appear to be desirable 
from the point of view of public welfare. Prices and costs are used merely 
as accounting devices in Russia. They furnish a convenient medium for 
expressing the content of plans for different industries, and for comparing 
the results achieved. Since each productive establishment has its costs and 
prices determined for it, it makes or does not make unplanned profits 
according to the efficiency with which it operates. A lack of profit in a 
particular year may mean little or nothing with regard to efficiency, but 
long-continued losses by a productive establishment are at least prima- 
facie evidence of faulty operation. Such losses might lead to a reorganiza- 
tion of an establishment or to a change in management, but the fact of a 
profit or loss plays little part in influencing decisions of the government 
as to what goods shall be made or the quantities in which they shall be 
made. 

The Problem of Planned Production. In our own system, consumers 
express the relative strength of their desires for different economic goods 
through their willingness to pay high or low money prices, and producers 
presumably are guided by these prices into producing the goods most de- 
sired by consumers. But in Russia the government, through the State 
Planning Commission, decides what shall be produced and in what quanti- 
ties; and the important question is how well production can be adjusted 
to meet the desires of the people as consumers under this system, In part, 
this coordination depends upon the temper of the planning authorities. 
If they decide to devote the productive resources of the country to build- 
ing up a huge war machine or to supplying the country with large amounts 
of capital goods immediately, consumers’ wants may go largely unsatisfied 
for a time. However, if the authorities undertake to adapt production to 
consumers’ desires, a very considerable degree of success may be achieved. 
Up to the present time, it has been relatively easy to dispose of the things 
which were produced, because the Russian people were so desperately in 
need of ail kinds of goods when planned production was started. Later on, 
when basic wants are more nearly satisfied, the problem of adjusting 
production to human desires may become a more serious one. However, 
it should be emphasized that, if maladjusted production should come 
about, it would not lead to a breakdown of the system. For the govern- 
ment controls prices and can always get rid of goods by lowering prices 
sufficiently or discourage their purchase by raising prices; and eventually, 
of course, it may be possible to adjust production so that it will be closely 
related to consumers’ desires. 

The planning authorities can obtain some measure of the success of their 
production policies in satisfying human desires by observing the alacrity or 
reluctance with which consumers take economic goods off the 
the past> however, such information was not completely reliable, lor the 
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Russian government rationed certain commodities among the consumers 
at artificially low prices. Under these conditions, neither the denfiand for 
rationed commodities nor that for non-rationed commodities gave an ac- 
curate picture of consumers’ desires. Since people were allowed to buy 
only certain quantities of the rationed commodities, it was impossibie to 
decide how much more of their incomes they would have spent on these 
goods had they been permitted to do so. On the other hand, their pur- 
chases of non-rationed goods may have been much greater, because some 
cojiimodities were rationed, than they would have been if the people 
had been free to spend their incomes as they desired. After the rationing 
of consumers’ goods in the U.S.S.R. had been discontinued, the reactions 
of consumers to planned production at planned prices became a safer 
guide for the planning authorities than formerly. 

Some hope for success in the adjustment of planned production to 
human desires arises from the fact that the planning authorities in Russia 
are able to avoid some of the pitfalls of capitalistic systems. Without 
any great effort, the authorities decide that luxurious yachts and limousines 
shall not be built so long as the people have unsatisfied wants for food 
and clothing. It is similarly easy to decide that worthless patent medicines 
and other harmful goods shall not be made while the people lack adecjuate 
housing. It is possible to standardize the products turned out, instead of 
permitting the production of many competing varieties, and, of course, 
productive resources are not wasted in creating competitive advertising 
designed to lure customers from one brand of a product to another or 
even from one product to another. Finally, having decided the volume of 
output to be achieved in each industry, the planning authorities can see 
to it that the productive facilities of the industry are only sufficient to 
insure this output. The output decided upon may or may not be the proper 
quantity from the point of view of consumers, but in any case it is pos- 
sible to provide for the amount planned without the wasteful duplica- 
tion of productive facilities that is characteristic of competitive eco- 
nomic systems. 

AGRICULTURE IN THE U.S.S.R. 

AgTiculture in the U.S.S.R. is planned in much the same way as manu- 
facturing, but the government does not operate agricultural establishments 
to the same extent as industrial establishments. The government owns 
farm land as it owns other kinds of land, but it actually directs only a 
relatively small part of agricultural production. For the most part, reliance 
is still placed in individual initiative and the incentive of pecuniary 
rewards to induce the farmers to produce in abundance. 

The State Farms. Soviet Russian agricultuxe is organized in three forms. 
First there are 5961 state farmsv with an average sown area of 6651 acres.^ 
73. 
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These are operated directly by the government through agricultural trusts, 
and their organization is sufficiently similar to that of the manufacturing 
industries to make a detailed description unnecessary. The total output of 
these farms must be turned over to the appropriate governmental agency 
at specified prices, and the farm workers are paid wages. When the state 
farms were first set up, the emphasis was on great size. The minimum 
size was about 5000 acres, and some farms, in grain production, ‘‘embraced 
hundreds of thousands of acres, with huge fleets of combines, batteries of 
searchlights for night work, radios sending orders to the harvesters en- 
camped for weeks in the distant fields, and airplanes bringing their 
medicines, magazines, and entertainers.”*^ 

Since the state farms, under the first Five-Year Plan (1928-32), increased 
rapidly in number and in the proportion of the total cultivated area 
which they controlled, it was widely assumed that a gradual shift of 
agricultural activity from other types of farms to state farms was desired 
by the government. However, the large state farms were inefficient, as 
was indicated by poor crops, a heavy mortality rate for livestock, fre- 
quent changes in officials, and high labor turnover. As a result, some state 
farms have been broken up into smaller collective units, and the per- 
centage of the total cultivated area controlled by the state farms de- 
clined from 12.1 in 1936 to 8.9 shortly before World War This may 
mean that Russia intends to depend permanently on collective or coopera- 
tive farms for most of her agricultural production. 

The Collective Farms. Collective farms are the most important type of 
farm organization in the U.S.S.R. They vary in size from a dozen to 
more than a thousand peasant households each. The average collective 
farm contains about 75 peasant families and 1198 acres of land.® Under 
the usual form of organization, the peasant retains his dwelling, livestock 
for purely domestic use, household goods, and a little land for a garden; 
but the rest of the land, buildings, machines, tools, and livestock are 
used collectively. These collective units do not, as a rule, own many large 
agricultural implements, such as tractors or combines, but receive the 
services of such equipment from machine-tractor stations, of which there 
were some 6350 scattered over the country at the beginning of World War 
II.® 

The collective farmers work in common, performing planned and as- 
signed tasks under group leaders. Their incomes depend upon a number 
of factors. The volume of produce raised varies significantly from one 
year to another. In many cases, a portion of the crop must be set aside 
as food or fodder. A given amount of produce per unit of land must be 
sold to the government at a low fixed price, and other amounts must go 

4 A. R. Williams, New York, Harcourt, Brace and Company, Inc., 1937, 

® M. T. Florinsky, Toward an Understanding of tfie US. S.R.j New York, The Mac- 
millan Gompany, 1939, p. 199. 

^ Comrnunism in Action, p. 
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to pay interest or principal on loans which the farm has received from 
the government, and rent for the use of farm machinery furnished by the 
machine-tractor stations. The rest of the crop may be sold to an appropri- 
ate governmental agency, or on the relatively free markets for farm 
produce which exist in the cities; the money received, after deductioirs for 
administrative expenses or farm improvements, is divided among the col- 
lective farmers. Or the net crop may be divided among the collective 
farmers, to be used by them or sold for money along with whatever pro- 
duce they may have raised on their own little plots of land. The work 
of the farmers is divided into seven categories, with the loTvest getting 
one-half labor day’s credit, and the highest two labor days’ credit, for 
each day’s work. Each collective farmer gets a share of his farm’s cash 
income, or net produce, on the basis of the number of days worked and 
the category into wdiich his type of labor falls. 

Since the government does not operate the collective farms, it is neces- 
sary to employ devices to insure that the collective farmers will raise the 
desired types of products in appropriate quantities, for otherwise the 
plan for the whole economy might be seriously disrupted. Such devices 
lie ready to hand in the Russian system. Collective farmers are induced 
to raise the planned crops by being gi’anted low taxes, low interest rates 
or outright grants of funds, low charges for machine-tractor service, and 
high prices for the portion of crops that is available for sale. Collective 
farmers who raise the “wrong” crops may be penalized by high taxes; high 
interest rates, repayable loans, or even denials of credit; high charges for 
machine-tractor service, or even an artificial “shortage” of such service; and 
low prices for the remainders of their crops. Thus, the operations of 
the collective farmers are controlled by working on the economic motiva- 
tion of the farmers. 

The number and importance of the collective farms have been increas- 
ing by leaps and bounds. Under the first Five-Year Plan, their number 
increased from 33,300 to 211,100, and their cultivated area from 2,517,000 
hectares to 94,038,000 hectares, or from 2.2 per cent of the total cultivated 
area of the country to 70 per cent. In 1945, there were said to be 242,400 col- 
lective farms, which included over 90 per cent of the total cultivated area.'^ 

Peasant Farms. Finally, some agricultural land is still cultivated by 
individual peasants. They do not, of course, own the land, but they sup- 
port themselves by working it and selling their surplus products. Like 
the collective farmers, they must sell a certain percentage of their output 
to the government at low fixed prices (as a tax), and in general they are 
treated somewhat more harshly in this respect than the collective farmers, 
in order to discourage the individual type of farming. In 1928, individual 
peasants operated almost all of the cultivated area of Russia, but there 
are now only a million or so individual peasant holdings, averaging about 
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two acres in size and including altogether less than one per cent of the 
total cultivated aread 

THE DISTRIBUTION OF INCOME 

Land and Capital. Since land in the U.S.S.R. is owned by society as a 
whole, private individuals do not receive rent. Land is apportioned among 
industries in accordance with the plans for economic activity. The indus- 
tries are not charged rent for the use of the land, though certain taxes 
(such as those imposed upon farmers by requiring them to sell a part of 
their crops to the government at specified low prices) might be construed 
as rents. Again, the funds which are available for capital investment are 
apportioned among the industries by several government banks. Here, 
too, there is no consideration of the possible earnings of capital in different 
uses, or of the rates of interest which industries might be willing to pay. 
The assignment of capital funds (and the interest, if any, that is charged) 
depends wholly upon plans which have been made in the light of the 
need for expanding productive facilities in the several industries. 

With respect to the volume of new capital, as distinguished from the 
rationing of existing capital, the situation is a little more complex. In a 
physical sense, the process of saving and capital formation is carried on 
collectively. That is, the Planning Commission decides that, in the next 
five years, say 50 per cent of the national income should take the form of 
new capital goods instead of new consumers’ goods and services. It plans 
accordingly, and sees to it that the plans are carried out. The cost of 
saving and capital formation is the same in Russia as elsewhere. That 
is, the cost of augmenting the supply of producers’ goods, or capital, 
which will make for a more abundant life in the future, is the 
necessity of accepting for the present a smaller real income in the form 
of consumers’ goods; for, in directing resources into the construction of 
capital goods, the productive factors available for turning out consumers’ 
goods are diminished for the time being. In capitalistic countries, the rela- 
tive amounts of capital formation and present consumption are deter- 
mined by individuals, influenced by interest rates and the prices of con- 
sumers’ goods, while in Russia the decision is made by the Planning 
Commission without any necessary regard for the desires of consumers. 
If the government goes in so extensively for capital construction that 
immediate income in the form of consumers’ goods is unduly diminished, 
the people have to adjust themselves to the situation. 

In regulating saving and capital formation, the Planning Commission 
may adopt either of two plans. The first is to see to it that, in a given 
year, the people receive money incomes just large enough to take the 
available consumers’ goods and services off the market. The second plan 
is to give the people of the country a total money income roughly equal 
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to the value o£ the entire national real income, and tlien recapture suffi- 
cient of the money income so that what remains just buys the available 
consumers’ goods and services. Strangely enough, the second method is 
used in Russia. 

The measures used to recapture a part of the money incomes are various. 
Attempts are made to induce the citizens to save, and to invest their sav- 
ings in government bonds or savings accounts. The products of some 
industries are sold at prices somewhat higher than planned costs, so that 
planned profits are made. A turnover tax, similar to a sales tax, is col- 
lected on many products. The rate of this tax is as high as 90 per cent 
on individual products, and in some periods has amounted altogether to 
some 60 per cent of the total receipts from retail trade.® Other taxes are 
levied as well, and individuals are required to contribute to funds for 
social security and other purposes. In the end, the consumers are pre- 
sumably left with enough money income to buy the available consumers’ 
goods and services, but no more. 

The Apportionment of Labor. Since rent and profits do not accrue to 
individuals in Russia, and since the amount of interest received by private 
individuals is negligible, it follows that the national income available for 
consumption is distributed in the form of wages. The apportionment 
of labor among industries and occupations, and the determination of the 
wages to be paid for different types of labor, have given some trouble to 
those in authority. Since land and capital are not human agents of produc- 
tion, and have no feelings or home ties, they may safely be assigned in 
ai'’bitrary fashion to various industries and parts of the country in ac- 
cordance with the plan. But the case of labor is difim-ent. It would be 
inhumane, and probably uneconomical as well, to assign labor in a purely 
arbitrary fashion. On the other hand, the workers cannot be depended 
upon to move spontaneously to the positions in which they are most 
needed and can be of greatest service to society. 

In this dilemma, the government has had recourse, for the most part, 
to the capitalistic method of rationing the labor supply. High wages or 
superior rations at government stores have been used to attract workers 
to industries and posts where more labor is needed, and low wages or 
inferior rations to get them away from occupations where less labor is 
required. Because of preferences, habits, and prejudices on the part of the 
workers, these inducements do not work perfectly in apportioning the 
labor supply in Russia; but neither do they work perfectly in capitalistic 
countries. Prior to 1939, the freedom of movement of Russian w'orkers 
was so extensive that it resulted in high labor turnover and much absen- 
teeism.^;. 

Differential Wages. Even the best economic plan is of little use unless 
it is efficiently carried out. To encourage efficiency , it has been found neces- 

^ M. T. Florinsky, T award an Understanding of the '.U.3S.R., p. 164. 
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sary in Russia to reward good work with relatively high wages. Wage 
differentials have been used, also, in the hope of getting people to accept 
difficult and responsible positions requiring considerable ability and train- 
ing. But the distribution of national income according to the productivity 
of labor is quite a different thing from equal distribution, or distribution 
on the basis of needs. Moreover, wage differentials based upon productive- 
ness are especially embarrassing to the Communists of Russia, who have 
held that common labor is as honorable an occupation as any, and is 
entitled to as high a wage. However, embarrassing or not, it has been neces- 
sary to make this concession to capitalistic methods. 

But it may be said that wage differences in Russia are small as compared 
with differences in money income in capitalistic societies. By the end of 
the first Five-Year Plan, the ratio between the highest and lowest money 
wages was commonly reported to be about 10 to 1. This ratio was reported 
to be about 12 to 1 in 1937,^ A decree of November, 1937, established a 
minimum wage of 110 rubles per month for workers in industry and 
transportation, and a further decree of August, 1938, prohibited salaries 
above 2000 rubles per month.^^ On this basis, the extent of inequality in 
incomes for workers of all grades in industry and transportation was 
about 18 to 1. Inequality over the whole economy was somewhat greater 
than this, for some workers in other fields undoubtedly received wages 
which were below the minimum established for workers in industry and 
transportation. Finally, a more recent estimate has it that the extent of 
inequality in income distribution in the U.S.S.R., as measured by the 
highest and lowest wages, is about 20 to 1.^^ The differentials in wages in 
Russia apparently are thus gradually approaching those which exist in 
capitalistic countries, though the extent of inequality in total income 
distribution in capitalistic countries is much greater, since individuals 
there are also allowed to receive rent, interest, and profits as private 
income. 

Critics of the Russian economy sometimes allege that these admitted 
differences in wages and incomes do not tell the whole story, and that 
high party and industrial officials draw salaries which are far above the 
legal maximum. Sometimes, the critics say, these fortunate individuals 
receive as much as 7000 rubles a month. On the basis of the minimum 
xvage for workers in industry and transportation, this would produce an 
inequality of about 64 to 1 between the highest and lowest incomes. In 
any case, money wages do not tell the whole story, for all Russian workers 
receive some real income directly from the government without charge. If 
such free services were distributed more unequally than the money wages, 


^The Nation, November 13, 1937, pp. 523-526. 

T. Florinsky, Toward an Understanding of the US. S R., p. IGS. 

A. Yugow, Russians Economic Front for War and Peace, New York, Harper Be 
Brothers, 1942, p. 165. 
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they would make for increasing inequalities in real income, but the 
chances are that these services do not vary greatly in amount as between 
individuals. If this is the case, their distribution tends to reduce inequality 
in terms of real income. 

In the past there w^as another reason wdiy differences in money wages in 
Russia did not mean corresponding differences in real wages. Under the 
old system of distributing consumers' goods, a man with a money income 
ten times as great as that of another might have had a real income only 
(say) twice as great. For both men were probably allowed to purchase the 
same quantities of rationed goods at low prices, but the one with the 
larger money income had to spend the balance of it in the open market 
at prices many times as high as those of rationed commodities. Hence, his 
advantage in terms of real income was relatively small. Indeed, workers 
receiving low money wages were sometimes definitely favored in the matter 
of rationing. 

The differences in real wages in Russia have in general been so small 
in the past that many people questioned that they would result in 
efficiency or even the voluntary acceptance of the more difficult and 
responsible positions. This problem of providing incentives under the 
relatively equal income distribution of a planned economy was discussed 
in the preceding chapter, and need not be enlarged upon here. At any 
rate, Russia does not depend entirely upon financial or economic incentives 
in her control of the labor supply. If worst comes to worst, the govern- 
ment has the power to draft or conscript labor to serve in any and all 
industries, and severe punishments may be imposed for inefficiency. The 
members of the Communist party and the Russian Army are also avail- 
able as an emergency labor force which may be arbitrarily assigned to any 
type of work anywhere, and the Young Communists are subject to virtually 
the same regulation. When workers have been placed to the satisfaction 
of the authorities, there have been devices available to keep them there. 
These devices have included keeping the workers in arrears in their pay, 
and issuing ration cards through the factory so that a worker has had to 
surrender his ration card if he has given up his job. 

THE MARKETING OF CONSUMERS' GOODS 

For several years, the process of getting economic goods into the hands 
of final consumers was very complicated in Soviet Russia. At the beginning 
of the first Five-Year Plan, some stores were operated directly by the 
government, others were run by cooperative associations, and still others 
by private individuals. The private traders were virtually eliminated by 
1933, and the business was about equally divided between cooperative 
and government stores. Since that time, the government stores have be- 
come more and more important, and have taken over all of the business 
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in the cities. In 1937 the government stores controlled approximately 
two-thirds of the retail trade. 

Rationed and Unrationed Commodities. In the early years of economic 
planning, there were several types of ‘"closed" stores in the Russian 
merchandising system. In one type, only the workers in particular enter- 
prises could buy at low prices, on the basis of ration cards. This arrange- 
ment provided a means of favoring important groups of workers. In a 
second type of closed store, all citizens possessing ration cards could pur- 
chase definite physical quantities of specified goods. Their prices were 
higher than those of the stores operated for the benefit of the workers of 
particular enterprises, but lower than those in the “open" stores in which 
anyone could buy as much of any available commodity as his purchasing 
power would permit. Finally, there were special stores (Torgsin and Isnab) 
at which foreigners traveling or employed in Russia could make purchases. 

The use of ration cards did not always indicate extreme scarcity of 
the rationed goods. It merely meant that these goods were being sold in 
the closed stores at prices which were very low in view of their limited 
quantities. The goods could have been distributed just as effectively with- 
out rationing, by allowing their prices to rise to any level to which the 
competitive bids of buyers might force them. But these high prices would 
have resulted in persons with relatively large money incomes getting all 
the goods, while less fortunate persons were excluded from the market 
altogether. By rationing at low prices it was insured that most persons, 
regardless of the size of their incomes, would be able to buy small amounts 
of these commodities. The rationing method constituted a severe restric- 
tion on consumers’ freedom of choice, for ration cards were honored only 
in terms of the rationed commodities, while the possession of money in- 
come, without rationing, would permit the individual to buy whatever 
he chose. However, this restriction of choice was probably not a serious 
matter, so long as rationing was confined to the necessities of life. 

Changes in Marketing. The rationing of bread and flour ended in 1934, 
and that of other commodities in 1935. Thereafter, anyone could buy as 
much goods as he wished in any shop, within the limits of his purchasing 
power. The retail prices of goods were not uniform throughout the 
country, but they were the same in all stores within each of several zones 
or districts. Rationing came to an end as the result of increased produc- 
tion of consumers’ goods, the diminution of the need to favor special 
groups or classes of persons, the superior effectiveness of wage differentials 
(as compared with differential rations) in distributing the labor supply 
among industries and places, and the desire to improve the methods of 
retailing, which did not need to be very well managed so long as people 
purchased on the basis of rations. The changes, of conrse, were for the 
better, though the merchandising system was still under close govern- 
mental control. The government ownership and operation of the basic 
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means of production, combined with considerable freedom of choice on 
the part of the citizens as to what they will consume, come close to tlie 
ideal of a socialistic society. 

The Resumption of Rationing. The new unrationed system of retail- 
ing was continued only until July, 1941, soon after the beginning o»f the 
war with Germany. At that time it became necessary to reintroduce 
rationing in the case of bread, butter, meat, sugar, shoes, clothing, tobacco, 
and a number of other goods. Some of the wartime rations, such as those 
of meat, fish, and macaroni, were considerably more generous than those 
which prevailed in the earlier rationing period; but others, such as those 
of sugar and bread, were almost identical with the rations of the earlier 
period. As in the earlier rationing period, the citizens were divided into 
several classes for rationing purposes, and considerable differences in 
rations existed as between these groups. Closed or ration stores, and open 
or commercial stores, again made their appearance. Prices in the ration 
stores were well stabilized on the whole, but those in commercial stores 
went up to almost astronomical heights. Rationing had not yet been 
abandoned entirely by the end of 1947. 

INTERNATIONAL TRADE AND MONEY 

The Trade Monopoly. While Russia has many and varied productive 
resources and is, at least potentially, more nearly self-sufficient than most 
economies, she has had at times to depend upon foreign countries for 
supplies of several kinds. Moreover, she has tried to make sure that import- 
ing and exporting will be carried on only when her interests require 
them, for the international trade of the country is carried on as a govern- 
mental monopoly. The government has also monopolized international 
financial operations, conducting them in the past in terms of an artificial 
monetary unit which was not used domestically. When a quantity of a 
foreign product is essential to the operation of the plan, the trading 
monopoly is in a strong position, for it can sell Russian products abroad 
at almost any prices in order to obtain purchasing power in other coun- 
tries. It could, for example, sell wheat abroad at a price only half as high 
as that which the government paid the farmers, and the government 
would make up the loss incurred in this way by selling other articles in 
the domestic market at a profit. 

However, the trading monopoly has to be careful about dumping goods 
abroad, lest other countries refuse on this account to trade with Russia; 
and, of course, it cannot command higher prices in the world market than 
the exporters of other countries are getting. Any sharp fall in the world 
price of a good which Russia is exporting means that a larger quantity 
than usual of the good must be sent from Russia to get a given amount of 
purchasing power abroad. This means, in turn, taking more goods than 
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usual away ’from the Russian consumers. It is quite clear, then, that in 
Russia the costs of importation lie in the amounts of exports which must 
be given up in exchange and hence subtracted from domestic consumption. 

Control of the Money Supply. The issuance of money in Russia, while 
theoretically limited by requirements for the maintenance of gold or other 
reserves, is in reality entirely under the control of the government. More- 
over, since the government has maintained a monopoly in international 
trading and in international financial operations, using an artificial mone- 
tary unit, the management of the domestic monetary supply has been freed 
from the influence of such things as international gold movements, interest 
rates at home and abroad, the international balance of payments, and 
fluctuations in foreign exchange rates, which are of importance to capi- 
talistic countries under normal conditions. Nothing that happens in the 
international held can force Russia into inflation or deflation at home, 
or cause her to expand or contract her currency and credit. 

It appears, then, that the monetary problem is primarily one of adjust- 
ing the supply of money to domestic needs. That is, the government must 
be sure that the citizens receive enough purchasing power to enable them 
to remove from the market the available quantities of goods at the prices 
at which these goods are offered. However, the overissue of currency 
would matter relatively little. Since the government controls prices rigidly, 
the issuance of excessive amounts of currency could not raise prices, but 
instead would only increase the unspent surpluses in the pockets of con- 
sumers. The use of money involves the use of money prices and, as we have 
seen, the Russian economy is quite experienced in pricing goods in terms 
of money. However, it will be recalled that price movements are not so 
influential in Russia as elsewhere. In distributing consumers’ goods among 
the citizens and in apportioning the supply of labor among industries and 
occupations, price movements operate to some extent in Russia as in other 
countries. But they have little, if any, influence on the distribution of 
land and capital among industries, on the total volume of saving and 
investment, and on the determination of the kinds and quantities of 
economic goods to be produced. 

ACCOMPLISHMENTS OF RUSSIAN ECONOMIC 
PLANNING PRIOR TO 1941 

General Results. The Soviet planned economy, at the beginning of 
Russia’s war with Germany, was still too young to permit observers to 
reach any complete or final appraisal of its accomplishments and failures, 
but certain tentative observations may be made on the basis of the only 
available type of information—the ojfficial statistics published by the Soviet 
government itself. The fact that Russia was able to keep a planned 
economy functiomng might almost be listed as an accomplishment, since 
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many people doubted the possibility of such an achievement before the 
Russian experiment actually began. However, official statistics indicate 
not only continued operation but rapid progress in many respects. For 
example, the Russian national income, which had amounted to some 21 
billion rubles in 1913, and to 25 billion in 1928, increased to over 45 
billion in 1932 (after the first Five-Year Plan), to 96 billion in 1937 (after 
the second Five-Year Plan), and to 125.5 billion in 1940. The third Five- 
Year Plan called for a further increase to approximately 173 billion rubles 
by 1942.12 

Another accomplishment is found in the extremely rapid industrializa- 
tion of Russia under the planned economy. The capital investment in 
industry amounted to 521/9 billion rubles under the first Five-Year Plan, 
and to 115 billion under the second Five-Year Plan. It was expected to 
reach 180 billion rubles under the third Five-Year Plan, and had reached 
108 billion by the end of 1940.i^ The number of workers in large-scale 
industry increased from 3,100,000 in 1913 (and 1928) to 6.4 millions in 
1932, and 7.7 millions in 1936. It was expected to reach 9.3 millions by 
1942.^'^ The total number of workers in state enterprises was 27 millions 
in 1937 and 30.4 millions in 1940, which may be compared with the total 
of 1L4 million wage earners in 1913.^''^ Russian industrial production was 
3.8 per cent of world industrial production in 1929, but 11.0 per cent in 
1932, and 15.2 per cent in 1936. It was expected to reach 32.0 per cent 
in 1942d^' The average wage per industrial worker was 870 rubles a year 
in 1928, 1478 rubles in 1942, 3447 rubles in 1937, and 4069 rubles in 1940. 
The planned average wage for 1942 was 4722 rubles.^'^ 

Rapid progress was also made in the socialization or collectivization of 
the Russian economy. In 1928, almost all of the agricultural resources of 
the country were still in private hands, but by 1937, 98.6 per cent of all 
agricultural production was carried on by state or collective farms. By 
1937, 98.7 per cent of all the non-human means of production in the 
system had been brought into socialized ownership, 99.8 per cent of 

^2 H. Johnson, The Soviet Power, New York, International Publishers, 1940, p. 194, 
and N. Vosnesensky, Economic Results of the U.S.S.R. in 1940 and the Plan of National 
Economic Development for 1941, Moscow, Foreign Language Publishing House, 1941, 

p. 10. 

M. T. Florinsky, Toward an Understanding of the U.S,S.R,i p. 164; and N. Vosne- 
sensky, Economic Results of the US.S.R. in 1940 and the Plan of National Economic 
Development for 1941, p. 9. 

Results of the Second Five'^Y ear Plan and the Project of the Third Five-Year Plan, 
p. 5; and H. Johnson, The Soviet Power, pp. 347-349. 

Vosnesensky, Economic Results of the U.S.S.R, in 1940 and 'the Plan of National 
Economic Development for 1941, p. 32. 

Johnson, The Soviet Power, pp. 92, 93. 

Handbook of the Soviet Union, Yox)ii, The American-Riissian Chamber of 
Commerce, 1936, pp. 69, 70; H. Johnson, The Soviet Power, m, 347-349; and N. 
Vosnesensky, Economic Results of the U.S,S.R, in 1940 and the Plan of National 
Economic Development fof 1941, pp. 10, 32. 



Table 56. Production of Important Industrial and Agricultural Commodities in Soviet Russia in Selected Years in 

Comparison With Planned Estimates 

(Source: Results of the Second Five-Year Plan and the Project of the Third Five-Year Plan^ pp. 5, 13; and several minor sources) ' 
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industrial production was in the hands of state enterprises., and virtually 
100 per cent of the internal commerce of the country was carried on by 
state or collective enterprises 

Results in Terms of Specific Commodities. In Table 56 we present 
statistics of the production of several important industrial and agricultural 
commodities in Soviet Russia in the years 1913, 1928, 1932, 1937, and 
1940, together with the planned estimates of production for 1932, 1937, 
and 1942. It may be noted that the production of most of these com- 
modities had been increased very greatly by 1937, as compared with 1913 
and 1928, and that still gi'eater accomplishments were planned for 1942. 
In some cases, production had exceeded the planned estimates, in others 
it had fallen a little short, and in still others it had missed the estimates 
by a wide margin. On the whole, however, the only reasonable comment 
on these statistics seems to be that they are remarkable, if accurate. 

The Elimination of Depressions. Supporters of the Soviet regime are 
fond of referring to the U.S.S.R. as “the land without depressions,” and 
in general its claim to this title seems to have some justification— although 
some critics are so unkind as to say that the apparent absence of cyclical 
fluctuations in Russia indicates merely that the country is in a state of 
perpetual depression. But whatever the level of economic activity may 
have been in Russia, it seems clear that this activity has not thus far been 
characterized by any of the business breakdowns which occur at frequent 
intervals in capitalistic countries. 

This does not mean that instability of economic activity is impossible 
in Russia, and that business depressions or breakdowns could not occur 
there under any circumstances. It does mean, however, that if the Soviet 
system is well managed and if the desire to eliminate business depressions 
is sufficiently strong, Russia is in an advantageous position for maintaining 
economic stability. She is in a position, as we have seen, to avoid many of 
the types of waste which ordinarily characterize capitalistic states. Produc- 
tion is planned and controlled by society as a whole through governmental 
agencies and is not dependent, as in capitalistic countries, upon the de- 
cisions of thousands of independent and uncoordinated individuals. As a 
result, misdirected production should be less likely to occur in Russia 
than elsewhere. Of course, the planning authorities have to plan produc- 
tion for future markets, and it is likely that mistakes will be made in 
estimating consumers' needs or demands. However, since they are in a 
position to control prices as well as other economic matters, it will be 
possible to prevent such mistakes from clogging the markets with unsalable 
commodities, especially since it is not necessary in Russia for any particular 
commodities to sell at profitable or cost-covering prices. 

Finally, the conflict between individual and social interests has been 
minimized in Russia. Economic activity is carried on in the interests of 

ISM, T. Fiorinsky, Toti/ard an Understanding of p. 173, 
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society as a whole, and its object is to produce goods in abundance rather 
than at a profit. In other words, there are no private enterprisers in 
Russian industry whose doubts and fears might at times lead them to 
restrict production, throw laborers out of work, and cut down their pur- 
chases of materials and supplies, because of a current or prospective lapse 
of profits. It is to the interests of Russians as producers to keep the wheels 
of industry turning just so long as it is to the interests of Russians as 
consumers to have the goods that are thus made available. 

The Employment of Labor. Russia also likes to be known as '‘the land 
without unemployment.” Indeed, the national constitution now promises 
every person a job. In the past, some Russians have been excluded from 
employment in socialized industries because of their connection with the 
old regime, but this policy has been discontinued. Certainly, Russia has 
had but little unemployment in the past. However, it must be noted that 
there is nothing about the Soviet system which inevitably rules out unem- 
ployment. But it seems probable that the planning authorities can prevent 
unemployment if they devote themselves to the task with wisdom and 
determination. 

In capitalistic societies, laborers are put to work by the business enter- 
prisers, who control the land and capital, only if it appears likely that 
profits can be made in this way. In the U.S.S.R., laborers work for the 
government— that is, for society as a whole—and it is profitable for society 
to put people to work just so long as human wants remain unsatisfied. 
In Russia, the question of profit from the employment of labor does not 
arise in the usual sense. The cost of putting additional laborers to work 
consists of turning over to these workers certain productive resources 
which could otherwise be used by laborers already at work. In other words, 
the cost of employing more labor is the necessity for those already at work 
to get along at least temporarily with smaller real incomes. But this re- 
duction in real incomes for those previously employed will be merely 
temporary, unless the population of the country should become too large 
in comparison with the land and capital at its disposal. And even in this 
event, it would be both possible and desirable to keep at work all who 
af e capable of contributing to production. 

Workers’ Gains. In addition to providing steady work for her people, 
Russia claimed to have benefited the workers in other important respects. 
The standard working day was seven hours in ordinary occupations, and 
six hours in dangerous trades and for all workers sixteen to eighteen years 
of age. The workers had every sixth day off. No employment of workers 
under sixteen years of age was permitted, except for training. The workers 
enjoyed a full social security prograrrt (except that linemployment insur- 
ance was not needed or included), and received annual vacations of two 
weeks to a month with full pay. Most Russian workers in the soc^^^ 
economy were members of labor unions of the indilstrial type, and enjoyed 
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wages, hours, and working conditions which were arrived at by so-called 
collective bargaining. Most workers were on a piecework wage basis, with 
bonuses for quantity and quality, and assurance that piece rates would not 
be cut as the workers' earnings rose. 

While some of these advantageous conditions had to be changed for 
the worse under the stress of emergency conditions arising out of meas- 
ures for war and national defense, there is little doubt that, considering 
the limitations of their economic system, the Russian workers were well 
off just before the war began. This did not mean, of course, that their real 
incomes and scales of living were as high as those of American workers 
in similar positions. For a small per capita national income, such as 
Russia’s, was certain to result in low real wages and scales of living, no 
matter how fairly and equitably that income was divided among the citi- 
zens, or how favorable the working conditions that were provided. 

CRITICISMS OF RUSSIAN ECONOMIC PLANNING 
PRIOR TO 1941 

Russian Statistics. We have no thought of suggesting that no problems 
remained unsolved in the U.S.S.R. as of 1941. Actually, the results of the 
Russian planned economy could be criticized in many ways. In the first 
place, there was the question of the reliability of the statistics on produc- 
tion, income, wages and other matters. Almost the only source of data was 
the Russian government itself (or various agencies of the government), 
and this was clearly a biased source. The Russian government, operating 
a planned economy in the midst of a skeptical world, was doubtless anxious 
to have its economic affairs appear in a favorable light, and there was a 
possibility that this government, like other governments, might touch up 
its statistics at times. Moreover, there was no way to check these statistics 
adequately, and thus to measure and correct any inacciuacies that might 
exist. 

The Russian government and its agencies sometimes gave statistics in 
terms of “current rubles” and again in terms of “rubles of 1926-27 
value.” Data presented by different governmental agencies, covering 
exactly the same economic activities, often varied w^id<f?ly, and attempts 
were seldom made by these agencies to account for the discrepancies. 
However, it may be said for Russian statistics that they show both the 
successes and failures of planned operation, and that they would still 
indicate a remarkable degree of economic progress over a limited period 
of time, even if they had to be discounted by a very sizable fraction. 

The Rapidity of Industrialization. Some critics, while conceding that 
rapid econbmie progress has been made in the U.S.S.R., were inclined 
to discount this progress because of the low level of economic activity 
from which the planned economy started. It is obviously much easier to 
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double a small national income than a large one. An absolute increase 
which would double the number of industrial workers employed in Russia 
might cause only a 10 per cent rise in the number employed in this 
country. It has been suggested that economic progress in Russia under 
planning proceeded but little, if any, faster than American economic 
progress in the early days of this country, if allowance is made for differ- 
ences in the conditions under which the progress occurred. According to 
this analysis, economic activity in Russia will expand much more slowly 
in the future than in the past. As evidence on this point, the critics call 
attention to the fact that the third Five-Year Plan called for an increase 
in industrial output of only 92 per cent, as compared with 136 per cent for 
the first Five-Year Plan and 114 per cent for the second. 

Opposed to these critics were others who claimed that the process of 
industrialization had been too rapid, so that waste and inefficiency re- 
sulted. They insisted that a more gradual process of industrialization 
would have produced much better results. The Russian planners have 
been greatly interested in large-scale enterprises and this interest is said 
to have interfered to some extent with rapid industrialization. For exam- 
ple, in setting up an electric heat-and-power station in Moscow? the plans 
called for a giant station with a capacity of 200,000 kilowatts. Construction 
was started in 1932, but the plant was still unfinished at the end of the 
second Five-Year Plan in 1937. If the Plan had called for 8 or 10 stations 
of 20,000 or 25,000 kilowatts each, some of the stations at least could have 
been in operation by 1937. It should be noted that there is now apparent 
in Russia a desire to set up plants of ‘‘optimum’’ size rather than those 
that are noteworthy chiefly by reason of their huge dimensions. 

Industrial p3*oduction. The great increases in the output of manufac- 
tured goods through 1940 resulted, in large part, from the fact that the 
managers of Russian industrial enterprises concentrated attention on plan 
fulfillment in terms of physical quantities of goods, to the neglect of other 
aspects of the plans. Statistics on the output of physical quantities of 
goods tell us nothing about the quality of the goods; and outside critics 
and the Russian leaders themselves agree in complaining bitterly about the 
wretched quality of many Russian manufactured goods. Again, statistics 
on physical output do not give us any information as to labor efficiency 
and productivity or costs of production. By common consent of the outside 
critics and the Russian leaders, labor efficiency and productivity have never 
increased so rapidly as was planned, and have remained far short of the 
levels achieved in other countries. Increased physical output of goods 
in Russia has resulted largely from the use of increased physical quanti- 
ties of the productive agents. 

Statistics on the physical output of goods do not show what has hap- 
pened to plant, machinery, and equipment in achieving the stated results. 
Obviously, an increase in the quantity of physical commodities must be 
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discounted to some extent if it has been obtained at the cost of an ab- 
normal increase in the wearing-out and breaking-down of machinery and 
equipment; and this is true, also, of increases in the production of new 
capital goods if adequate provision has not been made for the maintenance 
and repair of old productive facilities. Many reports, including some from 
official Russian circles, indicate that the Soviet planners and industrial 
officials have been very lax with regard to such matters. The Russian in- 
dustrial system has apparently suffered from a severe shortage of good 
managers, and the planners have had a difficult time trying to find a sub- 
stitute for good management which would lead to business efficiency 
comparable to that furnished under capitalism by the competition of 
private interests. 

While increases in the physical output of manufactured commodities 
were common, we should note that nothing like a steady or uniform rate 
of increase was maintained as between the various fields of industrial 
production prior to 1941. In this situation, any statement about an average 
percentage of plan fulfillment in industrial production is almost meaning- 
less. If the industry producing automobile bodies fulfills its plan to the 
extent of 150 per cent, while the automobile tire and tube industry ful- 
fills its plan to the extent of only 50 per cent, it seems rather silly to 
average these figures and announce that in these two branches of industry 
the plan fulfillment averaged 100 per cent. All these considerations un- 
doubtedly qualify, though they do not cancel, the accomplishments and 
progress which were reported in the field of industrial production. 

Agricultural Organization and Production. We have seen some of the 
difficulties which attended the operation of state farms, and may now note 
that the much more important collective farms also came in for a share 
of criticism in the period under discussion. They are said to have been 
so closely controlled by the government and representatives of the Com- 
munist party that they were cooperative in name only. The administra- 
tion of the farms was often high-handed and arbitrary in its treatment 
of the individual collective farmers. A fairly large part of the output of 
the collective farms actually came from the individual homesteads or 
plots of land which the individual collective farmers were allowed to 
cultivate for themselves. Indeed, the managers of the collective farms, 
in despair over the prospect of increasing truly collective production, are 
said to have illegally turned over large quantities of collective land to 
the individual farm members for private cultivation in the hope, in this 
way, of fulfilling the plans for agriculture. 

The distribution of income on the basis of “labor days*' on the collective 
farms was complicated, ciimbersome, and difficult to apply in agriculture. 
Moreover, the labor days credited to individual collective farmers too 
often depended more on the good or iH will of the farm officials than on 
individual productivity. In some cases too much of the income of col- 
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lective farms was devoted to the construction of community buildings, to 
administrative expenditures, and to actual production expenses, and too 
little was divided among the individual farmers. In this difficult situation 
with regard to positive incentives, the Russian leaders had to depend 
on liegative incentives; and severe penalties were imposed for laxity, 
refusar to work, crimes (especially theft) against socialist property, and 
“counter-revolutionary” activities. 

The production of leading farm crops in Russia lagged badly under 
the first Five-Year Plan, but show’^ed considerable general improvement 
under the second Plan and, in some cases, under the third. However, these 
improvements must be discounted to some extent because of the adoption 
of the practice of measuring the crops in terms of biological yield (the 
amount of crops in the field less a fixed deduction for loss in harvesting) 
rather than actual yield, and because the increased yields could be ac- 
counted for largely in terms of increases in the quantity of land under 
cultivation rather than in terms of increased yield per .unit of land. The 
results obtained in livestock production were particularly unsatisfactory. 
Some progress was made from the low point reached at the end of the first 
Five-Year Plan, but the goals of the third Plan were still below those of 
the first for two important divisions of livestock. 

The Distribution of Income. According to almost every estimate that 
has been made, inequality in the distribution of income in Russia has been 
small in comparison with that which exists in leading capitalistic coun- 
tries. However, many critics contend that the differences in income in 
Russia have been (1) much greater than the Russian leaders are willing to 
admit and (2) much too great to be consistent with the ideals of modern 
socialism. It is also held that the commodities and services distributed by 
the government without charge were divided up in such a way as to increase 
rather than diminish the inequality which is based on the size of money 
incomes. That is to say, the persons who drew the largest salaries are said 
to have been granted, also, the free use of magnificent houses or apart- 
ments, country estates, rest homes and sanitoria, expensive limousines, 
superior educational facilities for their children, and other advantages 
to which the ordinary citizens had little or no access. 

The distribution of income in Russia has been criticized both for having 
too little inequality, and for having too much. According to most ob- 
servers, the major weaknesses of the Russian planned economy , have 
included, among other things, low efficiency and productivity on the part 
of labor of all grades, including management, and the failure to develop 
loyalty, disinterestedness, and devotion to duty as rapidly as had been 
expected. These are exactly the shortcomings we should expect to find 
if the Russian combination of economic rewards and other motivating 
factors were inadequate to provide incentives for all the people. 

In the period under discussion, however; these difficulties could be 
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attributed in part at least to other factors. Because of the speed with 
which the Russian economy had been industrialized and mechanized, the 
Russian labor force in industry and some other fields had grown very 
rapidly, and there had never been a time when this labor force as a whole 
could be considered properly trained and experienced. Russian workers 
found it difficult to adjust themselves quickly to the strict regimen of 
urban industrial life, and they were inclined at times to be late for vcork, 
to miss work altogether if they wished to stay aw^ay on a given day, to 
‘hake it easy” on the job, to disregard safety rules, and to be careless in 
the use of materials and equipment. Conscious of a general shortage of 
labor in industry and certain that they could get a job almost anywdiere, 
the w^orkers were disposed to change jobs frequently and to move from 
one place to another in search of more favorable opportunities. The low 
productivity of other grades of labor w^as also due in part to the inefficiency 
of management. All or most of these difficulties may conceivably disappear 
when the Russian planned economy has been operating for a longer time. 
If they do not, and if labor efficiency and productivity remain low^ after 
(let us say) a generation or more of experience with modern industrialism, 
there will be strong reason to doubt the effectiveness of the Russian system 
of incentives. 

Labor Conditions. It is necessary to discount considerably the con- 
clusion reached by supporters of. the system that Russia w^as a kind of 
workers’ paradise in the period under discussion. Russian workers of 
ordinary grades were perhaps fortunate in living in an economic system in 
which virtually all the income available for consumption was distributed 
in the form of wages, and in wdiich differences between individuals with 
respect to money income were relatively small. How^ever, w^'e must re- 
member that real wages depend upon both the total productivity of the 
economic system and the way the total income is divided among the 
people. If the national income as a whole is too small, it could be divided 
with absolute fairness, or with complete equality, wdthout producing a high 
level of economic welfare for individual members of the society in 
question. 

While grave difficulties are involved in estimating the exact income 
status of the Russian workers prior to 1941, the consensus seems to be that 
their real incomes and standards of living, although gradually improving, 
remained low in comparison with those of the workers of many other 
countries. For example, if we value the ruble at the nominal rate of five 
to the dollar, the entire Russian national income of 125.5 billion rubles 
in 1940 amounted to a little over 25 billion dollars for some 193,000,000 
people, or about |1 30 per capita. And the evaluation of the ruble at five 
to the dollar is said to be a gross exaggeration of its purchasing power 
", in 'Russia. 

The -wage rate structure, hours of work, and other working conditiohs 
of Russian labor, as provided by basic laws and decrees, appear to have 
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been relatively satisfactory. However, critics of the Russian system con- 
tend that all these things were meaningless except as a device for deceiv- 
ing outside observers of the Soviet system. The managers of Russian en- 
terprises were under great pressure to fulfill the plans for production, and 
were* subject to severe punishment if they failed to do so. As the lesser o£ 
two evils, they sometimes openly violated the conditions o£ the Labor 
Code and of collective agreements based on it. Other undesirable results 
came from the attempt to use the piecework basis of wage payment for 
various types of work which, in other countries, would not be considered 
well suited for this system. 

Harassed by problems of labor turnover, absenteeism, and tardiness, the 
Russian leaders imposed severe regulations calculated to bind the workers 
to their jobs, get them to work on time, and keep them coming to work 
every day. While most Russian workers were members of labor unions, 
the critics allege that the supposed functions of these unions were merely 
another case of window-dressing. The unions are said to have been com- 
pletely unable to protect the workers against summary dismissal, eviction, 
or imprisonment; against violations of the wages, hours, and working 
conditions provided by law; or against the violation of safety codes and 
other protective measures. The cooperation o£ unions with management, 
it is charged, meant merely that the unions functioned as slave-drivers, 
employment bureaus, and collectors of forced loans. The unions repre- 
sented the ruling bureaucracy and not the workers. According to this 
opinion, real labor unions did not exist in Russia any more than in Nazi 
Germany. 

The Issue of Freedom. Finally, with regard to the question of free- 
dom for the individual, it is difficult to condemn the pre-1941 Russian 
system too strongly. In spite of the democratic facade which the constitu- 
tion provided, the government of Soviet Russia was a dictatorship of the 
most absolute and complete type, with the few leaders of the Communist 
party in full control. This dictatorship was the complete antithesis o£ the 
political democracy which modern collectivists expect to find in their ideal 
systena. Moreover, the situation in the strictly economic field was not much 
better. The individual citizens of Russia were, by the nature of the system, 
deprived of many of the economic rights which people enjoy under 
capitalistic institutions. The numerous and severe restrictions imposed 
on the workers indicated that these Russians had very little of the freedom 
of occupational choice that is supposed to be a feature of socialism, They 
had more freedom in spending their money incomes, but even here their 
choice of goods was much more restricted than it would be under ideal 
socialism. On the whole, it was this lack of political and economic freedom 
which has caused so many people to wonder whether the Russian system 
should be described as socialistic, and whether comprehensive economic 
planning and democracy may not be incompatible. 
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SOVIET RUSSIA IN WORLD WAR II . 

Early Economic Losses. After the beginning of the war with Germany, 
the Russians gave ground rather rapidly before the invaders. From June, 
1941, to the end of 1942, the part of Russia conquered by Germany was 
as large as the eastern and southern portions of the United States, niclud- 
ing Texas. The area contained half of Russia’s working coal mines and 
37 per cent of her railroad mileage. It had formerly produced 45 per cent 
of Russia’s wheat, 41 per cent of the rye, 90 per cent of the sugar beets, 
two- thirds of the iron ore, 60 per cent of the pig iron, half of the steel, 
25 per cent of the machines, and half of the electric pow’^ec.^'^ Many people 
outside of Russia felt sure that these losses would soon prove crippling. 

Production Successes. But in spite of the losses just listed, Russia’s 
war production on the whole was not only maintained but increased. 
The secret of this success was the rapid development of the Ural and 
Siberian regions. The machines and equipment of whole factories were 
“leapfrogged” from western Russia to these new regions. In preparation 
for such a development, machines had been lightly anchored in place and 
numbered for reassembling. They were loaded on cars, sometimes several 
thousand cars to a factory, and moved hundreds or thousands of miles. 
In the new regions far to the east, sites had been cleared in readiness or 
were rapidly cleared. Some factory buildings had already been constructed 
and others were soon erected. Sometimes large numbers of workers were 
moved, along with the machinery and equipment, and were housed in 
hastily constructed barracks.^^ 

The Russians had large stock piles of some essential materials, and 
were also able to rely on local materials in the new regions to a consider- 
able extent. The Ural region, for example, contains all but four of the 
known chemical elements.^^ Reliance was also placed on intensification 
of the workers’ efforts, curtailed replacements of machinery in non-essential 
fields of production, standardization of products, improvisation, and train- 
ing on the job. Women and young people of both sexes were brought into 
employment, given rapid training, and stimulated by honors and socialist 
competition. Housewives were changed into factory workers in two weeks’ 
time. Technical training programs were rapidly extended and eventually 
included about half of all students beyond the seventh grade. 

In agTiculture, war losses of acreage were rapidly replaced as some 
3^ million acres were brought into use in Siberia, 2p^ million acres of 
victory gardens were cultivated by 10 million people, another 2i/^ million 
acres were cultivated through factory auxiliary-farms, and some 20 million 
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acres were brought into use by collective and state farms which had not 
been overrun by the invaders. Working days per individual on the col- 
lective farms were stepped up sharply. By 1943, some 70 per cent of all 
agricultural workers were women, and a million more women were in 
training to handle heavy machinery .22 

In comparison with what most people expected, Russian war produc- 
tion was truly prodigious. Indeed, Russia conducted the war against Ger- 
many almost entirely on her own power in 1941 and 1942. From the 
beginning of the war through the siege of Stalingrad, Russia received only 
about a billion dollars’ worth of aid from the United States and Britain, 
and such an amount of munitions and supplies did not go far in World 
War IL On the other hand, Russia required large amounts of material 
assistance from her Allies in order to drive the enemy out of the country 
and back to the heart of Germany. 

The Problem of Rehabilitation. Under the circumstances prevailing 
at the time, it was not surprising that Russia failed to adopt a new Five- 
Year Plan in 1943, but instead embarked on a course of rehabilitating the 
devastated areas of the country as fast as they were reconquered. Some 1710 
towns and cities, 70,000 villages, and 6 million buildings had been partly 
or completely destroyed, and 25 million people had been made homeless. 
About 32,000 industrial plants and 98,000 collective farms had been 
ruined. The total damage was estimated at 679 billion rubles at 1941 
prices. Accordingly the Russians set out to build or rebuild several 
million square meters of dwelling space, and thousands of factories, schools, 
and hospitals. Millions of cattle, sheep, goats, and horses were returned 
to the west, thousands of tons of seed were made available for recon- 
quered areas, thousands of tractors were brought back from the east, 
hundreds of machine-tractor stations and tractor repair shops were rebuilt, 
thousands of agricultural leaders and specialists were brought back, rail- 
road lines were restored, and railroad stations were rebuilt.^"^ 

THE FOURTH FIVE-YEAR PLAN 

Details of the Plan. By April, 1946, about a year after the end of the 
war with Germany, Russia was ready to embark on a fourth Five-Year 
Plan, even though the work of rehabilitation was only moderately well 
under way. The new plan seems about as ambitious as its predecessors. 
By 1950, the gross product of industry is to be increased to 205 billion 
rubles (as compared with 137.5 billions in 1940), and the production of 
food and other consumers’ goods is to increase by 17 per cent a year over 
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the period. Agricultural production in 1950 is to be 27 per cent above 
that of 1940. New capital investments are to amount to 157.5 billion rubles 
over the five years, and new agricultural machinery valued at 41/^ billion 
rubles is to be supplied. National income will increase, according to the 
Plan, to 177 billion rubles in 1950, as compared with 125.5 billions in 4940. 

Employment in the national economy (government owned and operated) 
in 1950 is to reach 33.5 million workers, an increase of 6.25 millions in 
five years. Wages on the average are to increase to 500 rubles per month. 
Labor productivity is to increase by 36 per cent over the pre-war level, 
and 70 per cent of the general growth of industrial production is to depend 


Table 57. Production of Selected Commodities in Soviet Russia in 1940, 
AND Production Planned for 1950 


(Source: Soviet Russia Today y May, 1946, p. 33) 


Item 

Units 

Actual 
Production 
in 1940 

Production 
Planned 
for 1950 

Petroleum 

Million tons 

34.2 

35.4 

Coal 

Million tons 

164.7 

250.0 

Electric power 

Billion kilowatt-hours 

48.2 

82.0 

Pig iron 

Million tons 

14.9 

19.5 

Steel 

Million tons 

18.4 

25.4 

Copper 

Thousand tons 

157.0 

251.2 

Automobiles 

Thousands 

194.9 

500,0 

Locomotives 

Thousands 

1.6 

3,8 

Grains 

Million metric quintals 

, 1190.0 

1273.3 

Raw cotton 

Million metric quintals 

25.2 

31.5 

Flax 

Million metric C|uintals 

6.7 

9.3 

Sugar beets 

Million metric quintals 

222.0 

1 270.8 

Cattle (on collective farms) 

Million head on hand 

20.1 

25.9 

Sheep and goats (on collective farms) 

Million head on hand 

42.0 

68.1 

Pigs (on collective farms). 

Million head on hand 

8.2 

11.1 


on this factor. Expenditures on education and culture wa'Il increase to 106 
billion rubles over the period, or 2i/4 times the pre-war expenditures; 
technical schools will be expanded to accommodate 1.2 million students; 
and some 42.3 billion rubles will be spent for the construction of 72.4 
million square meters of new housing (as compared with 15.5 billion 
rubles and 30 million square meters under the third Plan). Small hydro- 
electric stations wdth an aggregate capacity of one million kilowatts will 
be constructed for rural electrification; over 3 million acres of land will 
be reclaimed by irrigation or drainage; and over 40 billion rubles will go 
into the restoration and development of railroad transportation.^^ 

In Table 57 we present the estimates of planned production of a num- 
ber of important commodities in 1950 in comparison with actual produc- 

^^Soviet Russia Today, May,. 1946, pp. 32, 33, and December, 1946, pp. 9“10. 
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tion in 1940. It will be noted that some of the goals of the fourth Five-Year 
Plan are only slightly higher than those reached in 1940, but in most cases 
very large increases in production are expected. Whether or not these 
increases can actually be achieved remains to be seen. In the meantiine, 
the Russians are at least entitled to an “E for effort/* 

CONCLUSION 

Returning now to the present, we note that it is difficult to make an 
appraisal of the Russian system on the basis of the available mass of con- 
flicting evidence and argument. Soviet Russia has shown that it is possible 
for a planned economy to continue operating, to eliminate some of the 
types of waste and inefficiency which prevail under capitalism, and to 
make considerable economic progress. On the other hand, Russia has 
encountered many serious economic problems in operating her planned 
economy and has clearly demonstrated that not all types of waste and 
inefficiency are peculiar to capitalistic systems. The supporters of Soviet 
Russia attribute these wastes and inefficiencies largely to the extreme 
youth and inexperience of the Russian planned economy. They expect 
that these difficulties will gradually disappear, and that the Russian system 
will steadily improve in efficiency and productivity. 

The critics believe that many types of waste and inefficiency are inherent 
in the nature of the Russian planned economy and will prove as trouble- 
some in the future as in the past. They attribute Russia’s past progress 
under the planned economy largely to two factors: (1) the fact that 
Russia has been experiencing a tremendous building boom such as various 
capitalistic economies have had at times, and (2) the fact that the planned 
economy started with a situation in which the people were short of 
almost all kinds of commodities and services, so that they would eagerly 
accept almost any kinds of goods which the planners decided to produce 
—a situation, in other words, in which almost any planned decisions 
would seem reasonably correct. They predict, therefore, that Russia in 
the future will have grave difficulty in maintaining her past rate of prog- 
ress. While we cannot be sure that either of these opinions is correct, or 
predict definitely the results which the Russian planned economy will 
produce in the future, it seems clear that the Russian system, though it 
furnishes some kind of an alternative to capitalism, is far from being the 
type of economic system which most Americans would choose in preference 
to their own system of free enterprise, even though the latter is beset by 
economic maladjustments for which adequate solutions have not yet been 
found, or if found have yet to be applied. 
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1. What is the importance, to students of economics, of examining the operation 
of the Russian planned economy? 

2. Explain the organization of the Communist party, and its importance in Rus- 
sian political and economic affairs. 

3. Outline the governmental organization of the U.S.S.R. 

4. Is the government of the U.S.S.R. really as democratic as its constitution sug- 
gests? Explain. 

5. How arc economic activities planned in Russia? 

6. Why is it often said that Russia has a “two-way’' system of economic planning? 

7. Distinguish between the functions of plants, trusts, and administrations in 
Russian industry. 

8. Is the relationship of prices to costs of production a significant one in the 
Soviet economy? Explain. 

9. Are there reasons for expecting that planned production can be adapted to 
the wants of consumers in Russia? Explain. 

10. How does the status of agriculture differ from that of industry in the 
U.S.S.R? Explain. 

11. How do state farms, collective farms, and individual peasant farms differ in 
organization, operation, and importance? 

12. What are the factors which deterrhine the amount of income tvliich a. worker 
on a collective farm will receive in a given year? Explain. 

13. As a Russian farm worker, would you prefer to be on a state farm or collec- 
tive farm? Why? 

14. How are existing supplies of land and capital apportioned among the variouf| 
industries in Russia? 

15. How is the total volume of saving and investment, in terms of physical units, 
controlled in the U.S.S.R.? 

16. How are financial results made to match the physical results In connection 
with the process of saving and capital formation? 

17. Why is it true that the cost of obtaining capital goods is the same in Russia 
as in any other type of economic system? 

18. On what basis is the Russian labor supply distributed among occupations 
and industries? 

19. Why are differences in wages permitted among workers in Russia? 

20. How great are these wage differences? Explain. 

21. Explain the various ways in which consumers’ goods have been distributed 
among consumers in Russia. 

22. What progress has the Russian economy made toward its goal of having 
a single set of merchandising units selling to all purchasers at a single scale of 

■ prices? ■ , ■ „ ■ . , 

23. How is international trade handled by Soviet Russia? 

24. How does the monetary problem in Russia differ from that faced by the gov- 
ernments of other countries? Explain. 

25. Give a general estimate of the results of planned operation in the Russian 
■'•economy, ,, 

2.6. “The rapid industrialization of the U.S.S.R, may be considereci as either an 
advantage or a disadvantage.” Explain. 

27. Is Russia “the land without depressions”? Why? 
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2B. Why is it difficult to evaluate the economic accomplishments and failures of 
the U.S.S.R? 

29. Make an appraisal of planned industrial production in Soviet Russia. 

30. Mdiat are the chief shortcomings of agricultural organization and operation 
in Soviet Russia? 

31. ‘’The distribution of income in Soviet Russia has been criticized both for 
ha^diig too little inequality, and for having too much.'’ Explain. 

32. Would you say that the Soviet Russian system is a kind of workers’ paradise? 
Explain. 

33. What is the significance of the “issue of freedom” in evaluating the Soviet 
Russian system? 

34. Indicate the economic losses wdiich the U.S.S.R. suffered early in her recent 
w^ar with Germany. 

35. How was Russia able to maintain and even expand war production in spite 
of the loss of important territory? Explain. 

36. Why was no new Five-Year Plan undertaken by Russia between 1942 and 1946? 

37. “The fourth Five-Year Plan seems to be as ambitious as any of the others.” 
Explain. 
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CHAPTER 51 



SOCIALISM IS NOT THE ONLY ALTERNATIVE TO CAPITALISM THAT HAS BEEN 

available in recent years, for a number of countries have been operating 
under another type of system known as fascism. While the most important 
fascist systems— those of Germany and Italy— were liquidated by their 
defeat in World War II, it is still too early to conclude that fascism is 
dead and buried and can safely be relegated to the history books. Hence 
we shall examine briefly the nature of fascist governmental and economic 
systems. 


FASCIST GOVERNMENT 

The Dictatorship. Using the German and Italian systems as examples 
of fascism, we may note that the fascists came into power by securing con- 
trol over the existing forms and agencies of government, rather tlian by 
revolution or the violent overthrow of existing governments. Once in 
power, the fascists went on to eliminate some governmental institutions 
completely, to purge or ‘‘purify'* others to suit their purposes, and to 
permit still others to go on functioning virtually without change. The 
result was a very strong central government which exercised rigid control 
over the activities of lesser governmental units and of private individuals. 
And the powers of the central government were concentrated to an almost 
unbelievable extent in the hands of one man, the great leader and dic- 
tator, and his trusted associates. 

In the governments of fascist countries, the executive department of 
the government was supreme. The dictator himself held the highest 
executive office in the government, and other key positions as well, and 
his loyal henchmen held most of the other important positions. As many 
governmental posts as possible were filled by appointment rather than 
election, to guard against the possibility that undesirable characters might 
get into office. Legislatures were retained, but seemed to serve no very 
useful purpose. They met rarely, did very little legislating since the dicta- 
tors had the power to make laws by decree, and functioned primarily as 
sounding boards and cheering sections for party propaganda and declara- 
tions of the dictators as to accomplishments and policies. The existing 
court systems were retained in general, but non-fascist judges were re- 
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placed by loyal fascists. The courts had no power to restrain the executive 
department of the government, their functioning being limited to dis- 
pensing the fascist version of “justice.'" The fascists took a very serious 
view of political crimes, or offenses against the state, the fascist party, or 
the "dictator; set up special courts to give short shrift to persons accused 
of sut:h offenses; and maintained a powerful and dreaded secret police 
force, operating at least partly outside the laws and forms of government, 
to ferret out such persons, round them up, and bring them to justice. 

The Fascist Party. The fascist countries, like Soviet Russia, had one- 
party systems of government. In each country, no political parties or 
organizations were tolerated except the fascist party, by whatever name 
it might be called. The fascist party in each case had only a few million 
members and included only a very small part of the citizens of the country. 
Except by special permission from above and in highly exceptional cases, 
the party did not accept new adult members. Instead, it relied upon the 
development of new members from junior fascist organizations. Both boys 
and girls were members of youth organizations, which included groups 
of all ages from 5 to 6 up to 21. Several million budding fascists were to 
be found in the various youth organizations of each important fascist 
country. 

The requirements for party membership were rather severe, and in- 
cluded blind devotion, loyalty, and obedience to the leader or dictator, 
and a willingness to devote one's time, labor, and money or other resources 
to the objectives of the leader and the party. The members of the party 
were reexamined periodically to see if they were exhibiting the prescribed 
fascist virtues. If found wanting, they were at least expelled from the party, 
and were sometimes jailed or even liquidated. Nevertheless, party mem- 
bership was eagerly sought in the heyday of fascism, for it carried with it 
both prestige and a variety of economic advantages. 

The identification of fascist party and government was virtually com- 
plete. The dictator or head of the government was also the leader of the 
party. His trusted associates were high officials of both party and govern- 
ment. The party had a cabinet which paralleled the cabinet of the gov- 
ernment and contained many of the same people. All along the line, 
governmental officials and agencies were matched by party officials and 
agencies with considerable overlapping of personnel. As head of the gov- 
ernment, the dictator had general charge of appointments to governmental 
positions, and as head of the party he had similar charge of appointments 
to positions in the party. Thus, for all practical purposes, the fascist party 
was the government. 

Individual Liberties. In each country, the fascist party regarded 
democracy as useless and an evidence of weakness on the part of a nation, 
and found it desirable to suppress practically all rights and liberties of 
individuals. Freedom of assembly did not exist outside the ali-powerfu] 
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party. Freedom of speech was a meaningless term, for any criticism of, 
or outspoken opposition to, acts and policies of the goveriinient or fascist 
party was likely to be interpreted as treason. The press rvas also controlled 
entirely by the government and printed only government-approved “news.” 
Education was strictly controlled by the government, hi order that 'the 
principles of fascism might be inculcated in the youth of the land. In 
Germany, even religion became largely a function of tlie ruling party. 
Religious leaders were displaced by other persons who would be ameiiabie 
to the washes of the party and would extoll the virtues of fascism, and 
it was reported that the Bible had been rewritten to conform to party 
principles. In Italy, however, the Catholic Church continued to function 
on the basis of an agreement wdth the ruling party, although relationships 
between the church and the government were not particularly cordial. 

Under fascism, a man’s house was not his castle if we may believe the 
critics of fascism. A citizen’s house w^^as likely to be invaded and his per- 
sonal possessions destroyed at any time by governmental representatives 
acting w^ithout warrant. He could be arrested rvithout w^arrant, tried 
wdthout jury or legal representation, and given an exceedingly severe 
sentence. The law was whatever the leaders said it was. It could be one 
thing one day, and quite another the next. A man could be punished, 
under retroactive laws, for an act which wms not a crime or a misdemeanor 
at the time at tvhich it took place. He could be punished for crimes which 
it was presumed he wmiild commit in the future, and for offenses which 
others might conceivably commit against him— this last type of punish- 
ment being called “protective arrest.” Fie could be confined 'without 
specific charges being lodged against him. He could be arrested and pun- 
ished merely for stating that a crime had been committed— the name of 
this offense being “the spreading of atrocity legends.” Moreover, the people 
of the fascist countries w^ere subjected to espionage on the part of the 
government to an extent which has seldom been equaled. 

About the only right which was left to the individual citizens tvas the 
right to vote, and this did not amount to much since comparatively few 
governmental oiffices were filled by election. However, the ruling party 
xvould stage an occasional election of the figurehead legislature or a 
referendum on the policies which the government had been follotving 
over a period of time. On these occasions, great pains were taken to see 
that the people came out to vote, and that they voted as the leaders de- 
sired. The results of the elections or referendums were a foregone con- 
clusion. 

The Suppression of Opposition. Opposition to fascism was regarded 
as a kind of social disease which had to be eradicated as ciuickly as possible, 
and the favorite method of eradication was violence. Sluggings, beatings, 
and other forms of mob violence were common. Large numbers of people 
were murdered outright. Far larger numbers were thrown into prison, or 
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into concentration camps similar to the camps maintained for prisoners 
in time of war. Many people simply vanished completely, leaving no trace. 
Others allegedly committed suicide because they feared arrest and pui> 
ishment. In jails and concentration camps, the mortality due to pneumonia 
and other “natural causes’" was extraordinarily high, and many prisoners 
were -reported to have been “shot while trying to escape.” 

In Germany more than in Italy, the program of suppression had a strong 
racial tinge. Opposition had to be suppressed for the good of the state, 
but that was considered synonymous with the good of the race. Accord- 
ing to the party program, none but members of the nation could be 
citizens of the state, and none but those of German (or Aryan) blood 
could be members of the nation. No Jew, therefore, could be a member 
of the nation, and much of the fascist program of persecution and terrorism 
was directed against the Jews. The Germans were said to be psychologically 
powerless to admit that the loss of World War I and the unfortunate 
economic conditions which followed were due to any faults of their own. 
They held that the war was lost because of the treachery and duplicity 
of the Jews at home, and that the Jews were responsible, also, for the 
unfavorable economic conditions of the post-war years. Moreover, eco- 
nomic recovery and prosperity were said to wait upon the elimination 
of the Jews from the population. 

According to Jewish refugees from Germany, it is impossible to describe 
briefly the treatment to which the Jews were subjected under fascism. 
They were deprived of citizenship and the right to vote. They were cast 
out of the professions, such as teaching, medicine, journalism, and the 
law. They could not belong to labor unions, or work in retail and mer- 
cantile fields. Their property was confiscated in many cases, and they 
themselves were subjected to close espionage. The rights of their children 
to education were curtailed, as was also their right to make a livelihood 
through the use of land. They suffered personal indignities and physical 
violence, and severe injury or death was the portion of many. Some of 
the more fortunate were able to flee the country, but those who remained 
lived in a constant state of terror and abject misery, if indeed they lived 
at all. 

In Italy the campaign of suppression was directed chiefly against living 
persons, and especially against those in Italy at the time; but in Germany 
the works of famous German writers of the past and of citizens of other 
countries were condemned by the fascists. Such works were banned from 
circulation, and were burned in monster bonfires staged for this pur- 
pose. Objectionable paintings were removed from art galleries, and 
other works of art destroyed. Even the performance of musical composi- 
tions by certain composers was forbidden. The fascists declared that the 
German nation and race should work out its own art and culture, so 
that they might be free from alien contamination. 
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Italy, in the early days of fascism, was not conscious of a ‘'Jewish prob- 
lem’' that needed attention. Later on, however, the assumed necessity for 
a common front between the fascist nations led the fascist government of 
Italy to introduce a program of anti-Semitism, even though the Jews in 
Italy numbered only about 50,000 out of a total population of 43,000,000. 
It was said that the Italian government experienced great difficulty in 
arousing enthusiasm for this program since many Italian people had never 
even seen a Jew. 

The Individual and the State. The fascist philosophy required a 
strong central government to which the individual citizens were subjected 
and subordinated. Ordinary individuals were considered too ignorant 
or too thoroughly immersed in the private affairs of life to carry on the 
affairs of government successfully. This task had to be undertaken by the 
chosen few, who were found in the fascist party. The subordination of 
the individual to the state was not for his own good, as in Russia, but 
for the good of the state. The state was thought of as something more 
than an aggregate of the individuals who made it up at any particular 
time. For fascism, society seemed to have historical and immanent ends 
of preservation, expansion, and improvement quite distinct from those 
of the individuals who at a given time composed it; so distinct in fact 
that they might even be in opposition.^ Individuals were regarded as 
merely the means by which society might reach its goals, and as but 
temporary and relatively unimportant elements in the long life of the state. 

Moreover, according to the fascist philosophy, the individual cannot 
exist without the state. Apart from the state, the individual has no more 
purpose or reason for being than has one body cell isolated from the 
human body. For the individual to assert his rights against the state 
would be as ridiculous as for a body cell to rebel against the body as a 
whole. Thus, the individual has no rights which are superior to those 
of the state. He has merely a duty toward the state and, in performing 
this duty, he may be expected to sacrifice everything, even life itself. The 
interests of the state permeate all activities of the individual, and not 
merely his political activities. This general theory helps to explain why 
the rights of individuals, as we are accustomed to view them, were largely 
suppressed in the fascist countries. The fascist theory of the state was 
seen in action in the economic policies of fascism, most of which were 
intended to promote the greater glory of the nation, rather than the wel- 
fare of the individual citizens. 

.'FASCIST organization: AND' POLICY' 

Economic Institutions of Fascism. The operation of fascist economic 
systems involved no change in the nominal character of the economic in- 

1 Julia E. Johnsen, compiler, and Its Aiternatives,NQ\f YoTk, H. W. Wilson 

Company, 1933, p. 376. 
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stitiitions of the countries. The fascist leaders, in other words, professed 
great admiration and respect for private property, free enterprise, individ- 
ual initiative, and competition, and proposed to rely on these capitalistic 
institutions for the operation of the economic system so far as this course 
of action produced desirable results. However, the goals of the state or 
nation were to be supreme; and, if the operation of capitalistic institutions 
tended to produce results which were inconsistent with state objectives, 
the government would have to step in with appropriate interferences and 
controls. 

The fascist leaders declared repeatedly that they did not intend to set 
up an economic system like that of Soviet Russia, in which the state owns 
and operates the basic means of production, and individual initiative is 
weakened if not destroyed. Indeed, the system was not intended to be 
permanently even a governmentally controlled system. The government 
did not propose to direct industry and trade in the long run, but intended 
merely to open up the way for private industry and trade. In practice, 
however, as the fascist countries moved into preparation for war and 
finally war itself, the government found it necessary to direct and control 
the economic system more and more completely, and its interferences in 
all types of economic activity multiplied rapidly. In the latter days of 
fascism, the economic system came to be controlled by the government 
as completely as that of Soviet Russia, though by different methods. The 
fascist economies also came to be planned economies, though the planning 
which took place was more opportunistic and less formal than that of 
Russia. 

The Control of Industry. Strict governmental control over industrial 
production was, of course, a basic feature of the fascist economies. Long 
before these systems met their end, enterprisers in industry were being 
told what they could and could not produce; how much to produce of 
various goods; how many hours a week they coulh or should operate; 
whether they could replace machinery and equipment and, if so, at what 
prices; whether they could have any raw materials and, if so, how muck 
and at what cost; whether they could import or export anything and, if 
so, in what quantities and at what prices; how many workers they could 
have, how many hours per day the workers could be employed, and what 
they should be paid; what prices could be charged for finished products, 
and a number of other things. Underneath this thick layer of governmental 
controls, industrial enterprises were still privately owned and operated, 
and were supposed to operate for profit as usual. 

The control of production was accomplished through a complex net- 
work of governmental agencies constructed for the purpose. These 
agendes were so numerous and complicated that it does not seem worth 
while to study them in detail in a book of this kind, now that they have 
ceased to funetion. The control agencies normally included representa- 
tives of business enterprisers and the government; and sometimes admitted 
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workers’ representatives as well. In drawing iip the regulations wlridi 
would govern production, attention was usually paid to the wishes ol 
business men as well as those of the government. Once the regiiiations 
had received the approval of high governmental and party officials/ they 
operated with the force of law on all enterprises subject to them. Since 
productive enterprises were still privately owned and operated, they still 
required the stimulus of “profits,” and the regulation of production %vas 
usually so contrived that business men could make plenty of money, 
though governmental control over production was complete. 

The Control of Agriculture. Fascist production controls extended to 
agriculture as well as industry. Production, price, and marketing controls 
were exercised through agencies similar to those for industrial control. 
Programs of land reclamation and resettlement were undertaken, the 
movement of labor into and out of agriculture w^as controlled, subsidies 
in cash or kind were paid to the growers of various crops, and the prices 
of some products were raised in an effort to stimulate production under the 
self-sufficiency program. In Germany an effort was made to provide a new 
status for deserving farmers; that is, if the farms and their owners qualified 
for the honor, the farms could be made hereditary and inalienable, and 
not subject to sale, mortgage, or division, and the owners acquired tlie 
right to call themselves “Peasants.” 

The fascist farm policies undoubtedly contributed something to the 
state or national objectives of economic independence and preparedness 
for war, but they were of little benefit to the ordinary farmer. No really 
determined attack was made on many fundamental farm problems, such 
as tremendous concentration in the ownership of farm land, farm tenancy, 
and the great disparities in income and economic welfare which existed 
between poor and prosperous farmers. Even the increased prices of farm 
products brought no benefit to the ordinary farmers, who usually con- 
sumed all they were able to produce and even had to buy more in many 
cases. The government's subsidies, free labor, and other benefits for 
farmers also went primarily to the large farmers. 

The Control of Marketing. In wholesaling, retailing, and other 
branches of marketing, the fascist government used control agencies and 
regulations similar to those employed in other fields, and the individual 
enterpriser was tied hand and foot in this field as elsewhere. The policies 
of economic self-sufficiency and preparation for war resulted in severe 
shortages of ordinary consumers' goods and a thoroughgoing system of 
rationing became necessary. This rationing program may have served to 
distribute fairly equitably among the citizens the burdens and hardships 
resulting from other fascist economic policies, but the rations made avail- 
able to the people inevitably resulted in restricted consumption and low- 
ered scales of living. 

General systems of price control were also put into operation in the 
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fascist countries, and were undoubtedly necessary and desirable in view 
of the other economic policies which were being followed. However, since 
the price controls were imposed not on governmental enterprises but on 
private enterprises operated for profit, they operated none too efficiently 
and* many devices for evading them were invented and adopted by busn 
ness men. Among these were simple black-market dealings, combination 
sales, the upgrading of commodities, reductions in quality, reductions of 
quantities in packages, the multiplication of new products and brands, 
and concentration on the higher-priced varieties of goods. Thus, effective 
stabilization of prices occurred only in the official statistics or price in- 
dexes of the fascist governments, despite the severe penalties which were 
provided for violations of the price decrees. 

The Control of Banking and Credit. Familiar cond ol agencies and 
regulations appeared in the fields of commercial and investment credit 
and banking in the fascist countries. In commercial banking, individual 
banks were licensed and controls were imposed on interest rates, the sizes 
of loans which could be made to various firms and enterprises, and the 
size of bank reserves and the forms in which they should be held. Each 
banker wms practically a state official as well as a private enterpriser, and 
was likely to have a party man to watch over and “protect'" him at all 
times. When instructed by the government, and without regard for his own 
opinions and desires, he had to advise his customers to purchase govern- 
ment bonds or the securities of new concerns which w^ere being set up to 
produce ersatz or substitute products under the national self-sufficiency 
program. He had to hold the official, optimistic view of state finances. He 
had to try to restrain individuals who wanted to withdraw their deposits 
for private uses, report those who did make large-scale withdrawals, and 
inform the government about individual customers who had large liquid 
balances. 

In the field of investment credit and banking, there were also many 
controls. Interest rates on other securities were beaten down by the gov- 
ernment in order to create a more favorable market for government 
bonds. The dividends which corporations were allowed to pay on their 
stocks were strictly limited. The earnings which the concerns were thus 
compelled to retain might be invested in the same lines of production if 
the corporations were producing articles which were of importance under 
the self-sufficiency or armaments programs. Otherwise, the government 
would “persuade" the corporations to invest their earnings in new com- 
panies which would contribute to such programs, or in government bonds 
which would place the funds directly at the disposal of the government 
for the same pur'poses. New security issues on the part of private indus- 
trial and business concerns were severely curtailed, and private firms were 
made to look to the government for investment funds. Firms producing 
ordinary consumers" goods were not allowed to sell new securities, could 
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not obtain additional investment funds from the government, and under 
price control were often unable to acquire adequate earnings of their 
own for purposes of reinvestment. Thus the entire investment-credit 
mechanism was brought under the thumb of the government and invest- 
ment funds were diverted into fields of production which were deemed 
consistent wdth the attainment of national objectives. 

The Control of International Trade. The governments of the fascist 
countries used every device in the books in their efforts to control the 
foreign trade of their countries. The methods employed included pro- 
tective tariffs, import and export licenses and quotas, foreign exchange 
controls, export subsidies, private trading agreements, clearing agree- 
ments, 2^aynients agreements, direct intergovernmental barter deals, and 
other devices. H wever, the fascist countries did not maintain a very large 
volume of international trade on the basis of these controls, and soon 
turned to comprehensive programs for achieving national economic self- 
sufficiency. As we noted in Chapter 42, these self-sufficiency programs in- 
cluded increasing the production of articles which were already being 
made in the fascist countries in amounts inadequate for domestic needs, 
attempting to substitute articles which were relatively less scarce for 
others which were relatively more scarce, and producing artificial substi- 
tutes for articles which could not be produced in the fascist countries by 
natural methods. There are obviously no direct gains in terms of maximiz- 
ing production and scales of living to be obtained from the curtailment 
of international trade and the development of national economic self- 
sufficiency. The most that can be said of these policies, as of other fascist 
control policies, is that they were apparently consistent with the national 
goals of independence and readiness for aggressive warfare. 

The Control of Labor and Industrial Relations. Labor and the rela- 
tions of workers and employers, like virtually everything else, came in for 
very rigorous control by the governments of the fascist countries. The 
fascist leaders wanted to maintain industrial peace in the interests of full 
production and they succeeded in doing so, but only at gi'eat cost to the 
workers, if not to the employers. All labor unions were smashed and 
liquidated, along with their headquarters, meeting halls, and publishing 
plants. Their newspapers were suppressed, and their funds taken over 
by the government. The workers were forced into government-inspired 
and -controlled organizations, headed by party men and interested pri- 
marily in seeing that the interests of the nation (as the fascist leaders saw 
them) did not suffer as a result of anything that went on in the field of 
industrial relations. The workers had no real right to bargain collectively 
with their employers. They were allowed to use none of the weapons of 
industrial conflict, such as strikes and picketing, to bring their desires 
forcefully to the attention of their employers. And the wages, hours, and 
working conditions which are so important to workers were determined, 
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except for the supervision and intervention of the government and its 
agencies, by the fiat of the employers and at their pleasure. 

The employers were also deprived of their usual private organizations, 
they ‘were called upon to give up their tried and true weapons and prac- 
ticeS'Of industrial conflict, and they were subjected to many burdens by 
the government and the fascist party. However, except for governmental 
intervention, the employers still held the upper hand in their direct deal- 
ings with the workers because of their natural superiority of bargaining 
power. The equal treatment of parties unequal in strength still leaves 
them unequal in strength. The fascist governments made an effort to 
protect the workers from the rapaciousness of the employers through con- 
fidential councils, labor trustees, labor courts, and courts of social honor, 
but there is reason to suspect that these elaborate devices were far from 
completely successful. 

The situation of the workers of the fascist countries with respect to 
wages, hours of work, and working conditions in general was not favor- 
able even before World War II, and in the war period it became steadily 
worse. The famous (or infamous) work-books or labor passports, wages 
frozen at unsatisfactory levels, the conscription or drafting of workers of 
almost all kinds, the fi^eezing of workers in their jobs, the application of 
military or semimilitary regulations to the workers, severe penalties for 
breaches of labor discipline, and the suspension of former legal restric- 
tions on hours of work and other working conditions were all part of the 
order of the day in the fascist countries. 

The workers were supposed to be compensated for these unfavorable 
conditions in a number of ways. First, they had the benefits of the Dopo- 
lavoro (After Work) and Strength Through Joy movements, through 
which the workers participated in low-cost vacation trips, sports, concerts, 
plays, operas, vaudeville and moving-picture performances, lectures, art 
exhibits, tours of museums and art galleries, and other recreational and 
educational events. However, they had almost no freedom of choice or 
conduct in their leisure-time activities and were the “beneficiaries” of a 
strong program of political education in these activities-— which meant 
that plays, movies, concerts, operas, lectures, and other activities were all 
coordinated with the fascist philosophy. In the long run the workers 
themselves did much of the paying for the activities of Bopolavoro and 
Strength Through Joy, and these activities were regarded by the fascist 
leaders in part as a means of keeping the workers out of mischief in their 
spare time. The activities were also intended to keep the workers reason- 
ably happy and contented, so that they would be easier to govern and 
more productive. 

Second, the workers were supposedly compensated by the relative cer- 
tainty of finding employment as the fascist systems moved through pre- 
paredness to war, but the satisfaction provided by full employment was 
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lessened by the prevalence of working conditions that approaciied sla\’cry, 
and by lowered real incomes and scales of living. I liird, the workers 
gained something under the systems of social security which the fascist 
governments maintained, although many people were not covered by some 
of the types of social insurance, the benefits received by the insured were 
often pitifully inadecjuate, and the cost of the insurance tvas borne to a 
great extent by the workers themselves. Finally, there was the joy the 
workers were expected to experience in realizing that they were a vital 
part of a national community which the fascist leaders contended was 
constantly growing in power and prestige. According to these leaders, the 
main issue with the workers was not their ridiculous wage-pennies or food 
and clothing, but rather the dignity and honor of their position. Such 
contentions require no comment here. 

The Distribution of Income. In the fascist countries, the distribution 
of income remained distinctly of the capitalistic type. With productive 
wealth privately ownied and most industries privately operated, individ- 
uals were allowed to receive rent, interest, and profits as well as wages 
and salaries. There was no tendency for the proportion of the national 
income going into wages, salaries, and other earned compensation to in- 
crease in relation to that going into profits, undistributed profits, interest 
and dividends, and rent. In fact, the tendency was in tlie opposite direc- 
tion, and inequality in the distribution of income among persons in- 
creased. There was clearly no feature of the distribution of income in the 
fascist countries which could be regarded as a desirable accomplishment 
of fascism unless it w^as that great inequality in its distribution among 
individuals was not allowed to accomplish all of its usual evil results, 
since large portions of the incomes of all classes were taken by the gov- 
ernment for its own purposes. 

Evaluation of Fascism. The virtually complete governmental control 
over economic activity which developed in the fascist countries may have 
resulted in the elimination of some of the competitive wastes of capitalism, 
but any such gain was offset by an increase in bureaucracy and red tape; 
by countless regulations, forms, reports, and questionnaires; and by brib- 
ery, “wangling,” and the necessity of worming into the good graces of 
fascist officials. The tendency toward industrial concentration and com- 
bination which the fascist governments sponsored may have improved 
the 'economic position of the. surviving enterpr'ises,. besides' simplifying, the: 
problems of governmental regulation and control. However, any joy 
which. 'the: la'rge business ' men in fascist countries .may have -e'xperienced, 
at; being;''.relieved of.'" their 'smaller, competitors must .have', faded 'rapid'ly .as 
the party leaders themselves went into business and used the powers of 
the one-party state for their own economic gain. The economic successes 
achieved by these party men were extraordinary, and the increases in 
their wealth and income were often compared with the loot and booty 
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of the robber barons. On the whole, however, there is little reason to 
think that the technical efficiency of production was lowered significantly 
under fascism. 

Indeed, it may be said that the fascist system of economic control did 
not, compare unfavorably with other systems of complete governmental 
contml from the point of view of the technical efficiency of production 
and management. In other words, it appears that the fascist system of 
leaving the risks and responsibilities of operating economic enterprises 
to private individuals and stimulating these persons by means of compe- 
tition and the prospect of private profit, while making sure, through gov- 
ernmental controls, that the total economic results produced were appro- 
priate to national goals, may have produced better results on the whole 
than the Russian system of outright governmental ownership and opera- 
tion. 

However, the results of fascism in terms of efficiency were far from ade- 
quate to justify the existence of such a system. Instead of merely main- 
taining efficiency, a fascist ^system would have to show tremendously 
superior efficiency, and a disposition to allocate the results of such effi- 
ciency to increasing the economic welfare of the people, before it could 
make up for the almost complete loss of political and economic freedom 
which its operation entails. Actually, with no remarkable gains in pro- 
duction, and with an ever-increasing portion of the national income 
being devoted to the ends of the state rather than to consumption by the 
people, the loss of political and economic freedom led only to lowered 
real incomes, reduced scales of living, and hardship and suffering. 

Such great sacrifices on the part of the people might conceivably have 
been justified if the ends sought by the fascist states had been noble and 
humane. Actually, however, the general goal which the fascist countries 
were seeking—that of attaining national power and glory by means of 
economic independence and aggressive warfare— was both monstrous and 
inhumane. It is doubtful that the most persuasive of leaders could have 
kept the people of the fascist countries devoted to and enthusiastic about 
such an objective, if the government had been democratic and responsible 
to the people. In practice, of course, the objective in question was forced 
on the people by a strong dictatorial government which controlled almost 
every phase of their daily lives. And, in the end, the efforts of the fascist 
governments to reach their objective resulted in dismal failure. Fascism in 
Italy was unable to produce an economy and a nation which was strong 
even in time of war. In Germany, on the other hand, an effective war 
economy was unquestionably developed, but it proved entirely inadequate 
for the task of world conquest without which the gains that immediately 
resulted from military conquest could not be retained. 
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1. How were the governments of the fascist countries changed in the process 
of creating dictatorships? Explain. 

2. Explain the principal characteristics of the ruling political party in the fascist 
countries. 

3. What happened to the rights and liberties of the individual citizens under the 
fascist government? 

4. How was opposition to fascism suppressed? 

5. “In the fascist countries, the program for the suppression of opposition had a 
strong racial tinge.” Explain. 

6. What was the fascist tlieory with regard to the relations of individuals and 
the state? Explain. 

7. Discuss the nature and significance of the economic institutions of fascism. 

8. How and to what extent did the governments of the fascist countries control 
industry? 

9. Explain fascist policies and accomplishments in the field of agriculture. 

10. Why is it often said that fascist attempts to control prices were not conspicu- 
ously successful? 

11. Outline fascist policies in the field of commercial and investment credit and 
banking. 

12. “The fascists used practically every known device in controlling the interna- 
tional trade of their countries.” Explain. 

13. Why is it often said that the fascist countries reduced the status of labor vir- 
tually to the level of slavery? Explain. 

14. How w^ere the workers supposed to be compensated for their lowly status 
under fascism? Explain. 

15. What happened to the distribution of income under fascism? 

16. Present a general evaluation of fascism. 

17. Were the governments of the fascist countries successful in attaining their 
objectives? Give details, 
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